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Notice to Reader: The textbook reflects the state of the accounting world as of January 1, 2010. These notes summarize the key points in the textbook plus major changes in the accounting world since January 1, 2010. The major changes are noted in CAPS AND BOLD for ease of identification. 

Prologue

1. Explain objectives of reporting

· Accounting information is provided to users to assist them
· Predict the entity’s ability to earn income and generate cash flows in order to make decisions for resource allocation
· Assess management’s stewardship of assets and evaluate management performance
· Assess compliance with legal and other business contracts

· In most cases, general-purpose financial statements prepared in accordance with GAAP are provided to users as a starting point for their analysis.

· Special accounting policies should be used when users have special needs and are willing to pay the additional cost of preparing special purpose reports on a disclosed basis of accounting. For example, entities may need to prepare non-GAAP-based statements for legislative or regulatory purposes, or for contract compliance.
2. Explain the various financial statement concepts and identify when these concepts can be, should be and are being applied in accounting practice

· IASB’s Framework for the Preparation and Presentation of Financial Statements, which is a document found just prior to the IFRSs, contains the basic accounting concepts and principles.  All accounting practices should be based on these fundamental concepts or principles.  

· The main concepts are:

· The objectives of financial statements

· Underlying assumptions

· Qualitative characteristics of financial statements

· The elements of financial statements

· Recognition and measure of the elements of financial statements

· Concepts of capital and capital maintenance

· Most issues in accounting can be solved using these concepts.

· As you study new accounting practices, try to understand these practices in terms of basic concepts and principles rather than memorizing a rule.

3. Explain what constitutes GAAP in Canada 

· GAAP are the basic accounting concepts, specific rules, broad principles and conventions that are generally accepted by users and generally practiced by most preparers of financial statements.

· The primary sources of GAAP in descending order of authority are IASB’s IFRSs, IASs, IFRICs and SICs. 

· Other sources of GAAP include foreign pronouncements, research studies, textbooks and other publications.

· Accounting practices should be consistent with the spirit of the primary sources of GAAP and the financial statement concepts described in IASB’s Framework for the Preparation and Presentation of Financial Statements.

· Corporations are required by the Canada Business Corporations Act and some provincial corporations acts to prepare financial statements that comply with GAAP, as encompassed by the CICA Handbook.  Publically traded companies are required to submit statements that comply with GAAP to the securities commission. 

4. Explain the distinguishing factors of professional judgment and apply professional judgment in a case analysis

· Judgment is a skill developed over many years of study and learning from one’s experiences.  It involves making choices between meaningful alternatives.

· Professional judgment is derived from an individual’s knowledge and experience in his/her profession.

· In financial accounting, judgment is applied in choosing accounting policies, in measuring financial position and results under conditions of uncertainty and in determining appropriate disclosure in the notes to the financial statements.

· Cases provide a practical means of gaining real-world type experience and developing professional judgment. Case analysis involves identifying the issues, the environment, type of organization and users’ needs, analyzing the alternatives and using professional judgment to make a recommendation.

5. Identify when and how ethical issues affect a professional decision

· Ethics involves understanding the impact of decisions on people - who is affected by the decisions, how they are affected, and whether the decision is fair.
· Professional decisions should comply not only with accounting standards but also with the ethical principles of the accounting profession.
· Genuinely good people often disagree about what is fair and good for society.


Chapter 1:
A Survey of International Accounting 

1. Identify the factors that can influence a country’s accounting standards 

· Accounting standards are or should be developed to satisfy needs of users.  The economic, political and legal conditions in which a user lives or operates are factors in determining the users’ needs.  If these conditions vary from country, then the accounting standards will likely vary from country to country.  When the conditions are similar, it should be possible to harmonize accounting standards for countries with similar conditions.  

· The specific factors that have been found to influence the development of a country’s accounting and reporting practices are:

· The country’s tax system and level of inflation

· The level of development of capital markets and the sophistication of users and suppliers of capital

· Differing legal systems & the government’s involvement in standard setting

· Political and economic ties between countries


2. Describe areas where Canada’s accounting standards differ from those used in other countries

· Accounting rules and practices differ among virtually all jurisdictions, often in major ways.

· Differences in terminology and style of presentation
· The balance sheet of a Canadian firm is normally presented in decreasing order of liquidity.  Most other countries (other than the U.S.A and Australia) follow the reverse order, from least to most liquid

· Balance sheets in many countries are presented in a “net asset format” where   

Assets - Liabilities = Equities
· Differences in methods of measurement 

· Affect the reported results and/or financial position of the company

· Range from departures from historical cost to varying standards within the historical cost model

· Differences in disclosure relate to the nature and amount of information included in the financial statements and associated material.

3. Identify the role the IASB intends to play in the establishment of uniform worldwide accounting standards

· Objectives of IASB are:

· To develop a single set of high-quality, global accounting standards that require transparent and comparable information in general purpose financial statements
· To cooperate with various national accounting standard-setters in order to achieve convergence in accounting standards around the world

· IASB intends to issue international financial reporting standards (IFRSS) in areas where no international standards existed.
· European Union, Australia, New Zealand and more than 65 other countries now require IFRSS for publicly traded companies.

4. Describe accounting standards in the United States 

· The capital markets in the United States are the largest in the world, and the demands of these markets and the associated regulatory framework have led to a complex and comprehensive framework governing financial reporting.

· Financial reporting in the U.S. is very similar to Canada.  However, U.S. pronouncements tend to be more detailed; Canada’s are broader and rely more on professional judgment.
· Canadian companies whose shares trade on a U.S. stock exchange are required to either present reconciliations from Canadian GAAP to U.S. GAAP in the notes to their financial statements or use IFRSS.
5. Identify the direction that the FASB intends to follow for public companies

· The United States is under a lot of pressure to adopt IASB standards and is working to harmonize its standards with IASB.

· In 2002, FASB agreed with the IASB to develop and maintain compatible accounting standards.

· FASB has issued some new or amended standards to converge with IASB’s standards and IASB has issued some new or amended standards to converge with FASB’s standards.

· In 2007, the Securities Exchange Commission (SEC) permitted qualifying foreign companies listed on U.S. exchanges to report using IFRSS without reconciling to U.S. GAAP.

· In 2008, SEC issued 7 milestones that could lead to adoption of IFRSS by U.S. public companies by 2014

· Milestones 1-4 focus on improvements in IFRSs and IASB accountability, and U.S. education on IFRSS

· Milestones 5-7 provide a transition plan for the potential mandatory adoption of IFRSS in the U.S.


6. Identify the direction that the CICA intends to follow for public and private companies

· Public companies were required to adopt IFRSs (which are contained in Part I of CICA Handbook) starting in 2011.
· Private companies can either adopt IFRSS or ASPE i.e. accounting standards for private enterprises (which are contained in Part II of CICA Handbook) starting in 2011.
· NON-GOVERNMENTAL NOT-FOR-PROFIT ORGANIZATIONS (NFPOs) CAN EITHER ADOPT IFRSs OR ASPE COMBINED WITH SPECIAL RULES FOR NFPOs  (WHICH ARE CONTAINED IN PART III OF CICA HANDBOOK) STARTING IN 2012.

Chapter 2:
Investments in Equity Securities

1. Describe the broad relationship between all the relevant standards from Part I of the CICA Handbook that comprise the “big picture”

· Companies invest in the shares of other companies for many reasons

· Active trading

· Holding for longer term with little influence

· Significant influence

· Control

· Joint control

· Each of these classifications raises a series of accounting and reporting issues.  There are numerous Handbook sections dedicated to equity investments and related items.

· In this course, we will consider a variety of reporting situations.  For each situation, you will be expected to determine which accounting approach to apply and determine the impact on earnings and financial position. 
2. Distinguish between the various types of equity investments

· Fair value through profit and loss (FVTPL) investments are reported at fair value and the fair value adjustment is reported in net income. FVTPL includes held for trading investments and any other investment designated by management.

· Available for sale (AFS) investments are normally reported at fair value and the fair value adjustment is reported in other comprehensive income (OCI). AFS investments for which the fair value is not reliably determinable are reported at the lower of cost or recoverable amount. 

· COMMENCING IN 2015 or upon earlier adoption of IFRS 9, AFS investments will cease as a separate category. All equity investments will be reported at fair value with the fair value adjustment normally reported in net income. There will be an option to report the fair adjustment for non-actively traded investments in OCI with no recycling through net income.

· Significant influence investments are reported using the equity method.

· Investments that give the investor control are reported using consolidated financial statements. Control is the power to govern the financial and operating policies of an entity so as to obtain benefits from its activities WHILE BEING EXPOSED TO THE MAJOR RISKS. 

· INVESTMENTS WHICH GIVE THE INVESTOR JOINT CONTROL ARE REPORTED USING THE EQUITY METHOD.

3. Evaluate relevant factors to determine whether an investor has significant influence over an investee

· SIGNIFICANT INFLUENCE IS THE POWER TO PARTICIPATE IN THE FINANCIAL AND OPERATING POLICY DECISIONS OF THE INVESTEE BUT IS NOT CONTROL OR JOINT CONTROL OF THOSE POLICIES.  Factors to consider include:

· The ability to elect members to the board of directors

· The right to participate in the policy-making process

· Significant intercompany transactions between the two companies

· The size of ownership of the other shareholders of the investee

· Exchange of management and technology between the two companies

· No influence usually occurs when the holding in the investment is a small percentage of the outstanding shares of the investee company, affording the investor little right to participate in the strategic decision making of the investee company.  


4. Prepare journal entries to account for investments under the cost method

· The investment is initially recorded at cost and is retained at cost until the investment is sold or impaired.  

· These investments are written down to recoverable amount when it is lower than cost. Recoverable amount is the higher of fair value less costs to sell and net present value of future cash flows. 
· Income from the investment is recognized when realized and the right to cash payments exist. Dividends are recorded as income when dividends are declared. Gains or losses are recorded upon sale of the investment.

· Dividends paid in excess of cumulative earnings since acquisition (i.e. liquidating dividends) are also reported in net income. 


5. Prepare journal entries to account for investments under the equity method

· The investment is initially recorded at cost.  Thereafter, the investment account is adjusted each year for the investor’s proportionate share of the change in the investee’s retained earnings. 

· The investor’s share of the investee’s accrual based net income is recorded as investment income and an increase in the investment account. 

· Dividends declared are recorded as a reduction in the investment account. 

· The equity method is known as the one-line consolidation.  The net effect of all consolidation-type adjustments is reported through one line on the income statement, equity income, and one line on the balance sheet, investment in investee.  

6. State the disclosure requirements related to an investment in associate

· THE NATURE OF THE ENTITY’S RELATIONSHIP WITH THE ASSOCIATE AND THE PROPORTION OF OWNERSHIP INTEREST OR PARTICIPATING SHARE HELD BY THE ENTITY 

· Fair value of investments in associates for which there are published price quotations;

· Summarized financial information of associates, including the aggregated amounts of assets, liabilities, revenues and profit or loss;

· Unrecognized share of losses of an associate, both for the period and cumulatively, if an investor has discontinued recognition of its share of losses of an associate; 

· THE NATURE AND EXTENT OF ANY SIGNIFICANT RESTRICTIONS ON THE ABILITY OF ASSOCIATES TO TRANSFER FUNDS TO THE ENTITY IN THE FORM OF CASH DIVIDENDS, OR TO REPAY LOANS OR ADVANCES MADE BY THE ENTITY; AND 

· CONTINGENT LIABILITIES INCURRED RELATING TO ITS INTERESTS IN ASSOCIATES
7. GAAP for private enterprises

· For this course, we will assume that the reporting entity is a public company unless we are explicitly told that it is private enterprise. In this way, we must follow IFRSS unless we are explicitly told that the reporting entity is a private company and we determine that it would be appropriate to use Part II of the CICA Handbook.

· GAAP for private enterprises
· Permits use of either equity or cost method to account for all significant influence investments that are not publicly traded

· Allows any equity investment to be reported at fair value

· Prohibits use of the cost method to account for publicly traded investments

8. Describe and apply case analysis for a financial accounting case

· 1) Determine your role as early as possible in the case.

· Read the required and last paragraph before required

· Skim narrative portion of case, if necessary

· 2) Understand users, their needs and management’s bias in responding to users’ needs

· Will users require general or special purpose reports?

· Will users require GAAP or special accounting policies? 

· What is the key financial metric and will management try to minimize or maximize?

· 3)  Understand situational variables i.e. what makes this case different than all other cases? 

· Environmental, organizational and personnel conditions and constraints

· 4) Identify problems i.e. material items in most need of resolution or clarification

· Controversial items

· Errors or inconsistencies

· Complexities

· 5) Analyze the problems


· Identify viable alternatives

· Identify criteria for resolving or type of analysis

· Present arguments in support of each viable alternative using criteria for resolving/type of analysis

· 6) 
Present recommendations consistent with analysis and relate them back to users’ needs and/or management’s bias

Note:  
Your written report need not comment on each item in steps 1 to 5.  It should focus on recommendations/conclusions supported by appropriate quantitative and qualitative analysis.

Chapter 3:
Business Combinations

1. Define a business combination and describe the two basis forms for achieving a business combination

· A business combination is defined as a transaction or other event in which an acquirer obtains control of one or more businesses. A BUSINESS CONSISTS OF INPUTS AND PROCESSES APPLIED TO THOSE INPUTS THAT HAVE THE ABILITY TO CREATE OUTPUTS.

· The net assets of a business can be acquired directly and would be recorded as:

Dr.
Assets

Cr.
Liabilities

Cr.
Cash

· The net assets can be acquired indirectly by purchasing the voting shares and would be recorded as:

Dr.
Investment in Subsidiary

Cr.
Cash

2. Describe the current acceptable methods of accounting for a business combination

· The purchase method was used prior to but is no longer acceptable subsequent to January 1, 2011.
· The acquisition method was required as of January 1, 2011.

· Unless otherwise noted, the textbook uses the acquisition method.


3. Compare and contrast the acquisition and new-entity methods

· The assets and liabilities of the combining companies are reported at the following values under the two different methods:  

Acquisition

New entity

Method

Method
Investor
Net book value
Fair value

Investee
Fair value

Fair value

· The acquisition method requires fair value for the investee because the transaction to acquire the investee was likely consummated at fair value or was used in determining the value to be paid for the investee. Therefore, the fair value information is readily available and should be used. Since the assets of the investor were not being acquired, the fair value of the investor’s assets is not readily available. Therefore, the cost of determining fair value likely outweighs the benefit of this information.
· The new entity method assumes that the uniting of the companies through exchange of shares has created a new entity and that fair value information is relevant for both companies’ assets and liabilities.

4. Evaluate relevant factors in determining whether control exists in a business combination

· AN INVESTOR CONTROLS AN INVESTEE WHEN THE INVESTOR:

· HAS POWER OVER THE INVESTEE

· HAS EXPOSURE, OR RIGHTS, TO VARIABLE RETURNS FROM ITS INVOLVEMENT WITH THE INVESTEE, AND
· HAS THE ABILITY TO USE ITS POWER OVER THE INVESTEE TO AFFECT THE AMOUNT OF THE INVESTOR’S RETURNS.

· The following factors are used in determining whether control exists and thereby determines which company is the acquirer:

· The ability to elect a majority of the members of the board by

· Owning greater than 50% of voting shares

· Owning convertible debt or other financial instruments which could be converted to obtain greater than 50% of voting shares

· Having agreements which specify that one party has control

· Other factors

· Form of payment i.e. monetary consideration or shares

· Which company issued the shares

· Which company is the largest company

5. Determine the items and amounts to be included in acquisition cost

· Acquisition cost includes:

· Cash paid

· Fair value of assets transferred

· Present value of any promises to pay cash in the future

· Fair value of shares issued, based on the market price of shares on the acquisition date

· Fair value of contingent consideration (see Chapter 4)

· Acquisition cost does not include fees of consultants, accountants, and lawyers that do not increase the fair value of acquired company.  These should be expensed as incurred. 

· Cost of issuing debt or shares are not included in acquisition cost but are offset against the related debt or share capital.

6. Prepare a calculation and allocation of acquisition differential using the acquisition method for a wholly-owned subsidiary

· The identifiable assets and liabilities of the subsidiary should be valued at fair value at the date of acquisition.  

· The purchase price consists of 2 components:

· Book value of investee’s assets and liabilities which is equal to investee’s shareholders’ equity

· Acquisition differential i.e. the excess of purchase price over the net book value of the subsidiary’s shareholders’ equity 

· The acquisition differential is comprised of:

· the excess of fair value over net book value of identifiable net assets, and 

· goodwill

· The acquisition differential is allocated first to the recorded assets and liabilities to adjust them from book value to fair value. Next, the acquisition differential is allocated to the fair value of any unrecorded assets or liabilities. Any excess remaining represents goodwill.
· Goodwill is the difference between purchase price and fair value of identifiable net assets. 

7. Identify the criteria to be used in separating intangible assets from goodwill
· An intangible asset should be recognized apart from goodwill when:

· The asset results from contractual or other legal rights (even if the asset is not transferable or separable from the acquiree or from other rights and obligations); or

· The asset is capable of being separated or divided from the acquiree and sold, transferred, licensed, rented, or exchanged (even if there is no intent to do so)
· Any intangible assets that do meet the above criteria but cannot be reliably measured are included in the amount assigned to goodwill.


8. Prepare consolidated financial statements for a wholly-owned subsidiary at the date of acquisition
· Consolidated financial statements replace the investment account with the underlying assets and liabilities of the subsidiary.

· Consolidated financial statements, in effect, add the fair value of the subsidiary’s assets and liabilities to the net book value of the parent’s own assets and liabilities.

· Consolidated financial statements should present the same results had the parent acquired the net assets directly from the subsidiary.

· Consolidated shareholders’ equity at the date of acquisition should be equal to the parent’s shareholders’ equity on its own separate entity books after recording the investment in subsidiary.  

9. Compare the balance sheet of the acquirer after a purchase-of-net assets business combination and the consolidated balance sheet after a purchase-of-shares business combination

· The balance sheets should be exactly the same.

10. Explain and illustrate the concepts behind a reverse takeover

· A reverse takeover occurs when, in substance, the shareholders of the acquired company control the combined economic entity after a business combination has occurred.

· One must differentiate between the legal acquirer versus the in-substance acquirer and the legal subsidiary versus the in-substance subsidiary.

· The following values are used in reporting the business combination:

Legal parent
Legal subsidiary

(=In-substance subsidiary)
(=In-substance parent)

Use fair value of
Use net book value of  


net assets contributed
net assets contributed

11. GAAP for private enterprises

· For investments in non-public companies - can either consolidate its subsidiaries or report the investments in subsidiaries using either the equity method or the cost method. 

· For investments in public companies - can either consolidate its subsidiaries or report the investments in subsidiaries using either the equity method or at fair value, with changes in fair value reported in net income. 

Chapter 4:
Consolidated Statements on Date of Acquisition

1. Calculate and allocate the acquisition differential

· The amount of the acquisition differential depends on

· What theory of consolidation is used

· Whether non-controlling interest (NCI) is valued using the trading price of minority shares or an imputed value based on amount paid by the parent for its interest

· The allocation of the acquisition differential follows the same process as in chapter 3.

2. Explain the concept of negative goodwill and describe how it should be treated when it arises in a business combination

· Negative goodwill exists when the purchase price is less than the fair value of the subsidiary’s identifiable net assets. 

· Negative goodwill should be reported as a gain on purchase under the acquisition method.  This is consistent with fair value accounting where gains can be reported before they are realized.  This is not consistent with historical cost accounting where assets are initially reported at cost.


3. Prepare a consolidated balance sheet using working paper and direct approaches

· The working paper approach sets up the separate entity statements in side-by-side columns, with debit and credit adjustments and eliminations being made to these figures to produce the consolidated statement amounts in the final column.

· 100% of the subsidiary’s shareholders’ equity at acquisition is eliminated, the investment account is removed, non-controlling interest is established, if applicable, and the assets and liabilities of the subsidiary are adjusted to their fair values at acquisition. 

· The working paper approach will not be used in class.  Students can use this approach for self-study if they find it helps to understand the consolidation process. 

· The direct approach involves adding the subsidiary’s book values plus the acquisition differential to the parent’s statements on a line-by-line basis. NCI is included as a separate component of shareholders’ equity.  

· No formal entries are used and no spreadsheet is used. 

· The direct approach will be used in class and for the posted solutions for self-study problems and examinations.   


4. Describe the concept of push-down accounting (PDA)

· PDA occurs when the values used in the purchase price allocation in an acquisition by a parent of a subsidiary are pushed down to the subsidiary’s own accounting records.  

· The assets and liabilities are revalued (usually at fair value) as a one-time revaluation and not as a yearly revaluation.  The new values become the historical cost for the subsidiary for future accounting.

· PDA facilitates the consolidation process because the fair value increments are recorded directly on the subsidiary’s books rather than recorded as consolidation adjustments on a consolidated worksheet or working paper.  

· The subsidiary’s retained earnings at the date of acquisition are reclassified as share capital, contributed surplus or a separately identified component of shareholders’ equity.
· The revaluation adjustment is recorded as a direct adjustment to shareholders’ equity and is not reflected in net income.


5. Explain the differences between the four consolidation theories, and apply these theories by preparing a consolidated balance sheet on acquisition date

· The parent’s own assets and liabilities are reported at net book value on the consolidated financial statements wheras the parent’s portion of the subsidiary’s net assets is reported at fair value.

· The four theories for consolidating a nonwholly owned subsidiary differ in how the non-controlling interests’ (NCI) share of the subsidiary’s net assets is valued and presented.

· Under the proprietary theory, NCI is excluded from the consolidated statements.

· Under the entity theory, NCI is valued at its share of the fair value of the subsidiary as a whole and is presented as a separate component of shareholders’ equity.

· Under the parent company theory, NCI is valued at its share of the book value of the subsidiary as a whole and is typically presented as a part of non-current liabilities.

· Under the parent company extension theory, NCI is valued at its share of the fair value of the subsidiary’s identifiable net assets and is presented as a separate component of shareholders’ equity. 

6. Explain the theoretical justification for the four theories for consolidating a nonwholly owned subsidiary

· Under the proprietary theory, the consolidated statements present the legal form of the relationship.  Since the parent only purchased a portion of the subsidiary, only the parent’s percentage ownership is presented.    

· Under the entity theory, all of the assets and liabilities of the subsidiary are valued at 100% of their fair value as if all net assets were acquired on the date of acquisition. The NCI is valued at fair value similar to the parent’s interest.   

· Under the parent company theory, the historical cost principle is used to support valuing the parent’s portion of the subsidiary’s net assets at the amount paid by the parent.  The NCI’s share of the subsidiary’s net assets is not revalued to fair value because ownership of these net assets did not change.  

· Under the parent company extension theory, the consolidated statements include 100% of the fair value of the subsidiary’s identifiable net assets.  The NCI’s share of the subsidiary’s goodwill is excluded because this amount is too subjective and too difficult to measure.  

7. State if and when the theories of consolidation are required to be used
· PROPRIETARY THEORY IS USED FOR CONSOLIDATING CERTAIN TYPES OF JOINT ARRANGEMENTS.

· Parent company theory was required in Canada until January 1, 2011 

· On January 1, 2011, the entity theory or parent company extension theory replaced parent company theory as the required method of consolidating subsidiaries.

8. Calculate and allocate the acquisition differential using the entity theory for consolidating a nonwholly-owned subsidiary
· The total value of the subsidiary is equal to the sum of the amount paid by the parent plus the fair value of shares held by the NCI. 

· When the fair value of shares held by the NCI is the same value per share as the amount paid by the parent, then the fair value of the subsidiary as a whole can be determined by simply dividing the parent’s purchase price by the percentage acquired by the parent. Unless otherwise noted, all of the problems in the text use this approach to calculate an implied value for the subsidiary as a whole.

· When the fair value of shares held by the NCI is not the same value per share as the amount paid by the parent, then the parent’s purchase price and the fair value of the NCI must be kept track of separately. The sum of the two components determines the total value of the subsidiary at the date of acquisition.  

· The acquisition differential is the difference between the total value as determined above and the net book value of the subsidiary’s net assets.

· The acquisition differential is allocated to the subsidiary’s identifiable assets and liabilities whose fair values differ from book value. Any remaining amount is goodwill i.e. new goodwill. Any goodwill existing on the subsidiary’s books at date of acquisition (i.e. old goodwill) is eliminated and replaced by new goodwill.

· The distribution of the acquisition differential to individual financial statement elements normally occurs only on the consolidated financial statements.  It does not appear on the separate entity financial statements of the parent or subsidiary.


9. Prepare consolidated financial statements for a nonwholly owned subsidiary at the date of acquisition
· The entity theory should normally be used in preparing consolidated financial statements when a parent purchases less than 100% of a subsidiary.  However, an entity can use the parent company extension theory and would normally do so if it feels that it cannot reliably measure the fair value of the NCI.

· The subsidiary’s assets/liabilities are brought into the consolidated financial statements at 100% of their fair value.

· NCI on the consolidated balance sheet is equal to the NCI’s share of the fair value of the subsidiary.  

· Unless otherwise indicated, the entity theory is used throughout the textbook.  


10. Account for contingent consideration
· Contingent consideration should be recorded as part of the purchase price at fair value at the date of acquisition. This will require the use of assumptions, probabilities, and other valuation techniques, which can be subjective and require significant amounts of judgment.

· Any subsequent changes in the fair value of the contingent consideration should be added to/subtracted from the purchase price if the conditions existed at the acquisition date.

· If contingent consideration is payable in the form of cash or another asset, any contingent consideration payable due to changes in circumstance should be valued at fair value and recognized in earnings when the amount becomes measurable and likely.  

· If contingent consideration is payable by issuing additional shares, any contingent consideration payable due to changes in circumstance should be recognized as a reduction in value assigned to previously issued shares when the new shares are issued.  

Chapter 5:
Consolidation Subsequent to Acquisition Date 

1. Explain the basic differences between the cost and equity methods of recording investments

· Even though consolidated statements are prepared, the investor must still account for its investment in its own general ledger on a nonconsolidated basis.  Typically, the investment will be recorded by using either the cost method or equity method.
· Exhibit I compares the entries made in the general ledger of the investor.  The investment account only includes the parent’s share of activity related to the subsidiary.  The account balances will be reported on the investor’s separate entity financial statements.
· Amortization of the acquisition differential is described in this chapter and unrealized profits are discussed in the next 2 chapters.

2. Explain how impairment tests are performed on long-lived assets and other intangible assets. 

· Assets should not be reported at values in excess of future economic benefits.  Each year, long-term assets should be tested for impairment.
· For assets with finite useful lives, the impairment test has 2 steps:
1) the entity assesses whether there is any indication that an asset may be impaired. If so, step two must be performed; if not, then it is not necessary to perform step two. 

2)
the recoverable amount is determined and it is compared to carrying amount. If the recoverable amount is greater than carrying amount, no impairment exists and the asset is reported at carrying amount. If the recoverable amount is less than carrying amount, impairment exists and the asset is written down to its recoverable amount. 

· For assets with infinite useful lives, only step 2 above is performed.
3. Explain how impairment tests are performed on goodwill. 

· Goodwill cannot be tested for impairment as a separate item. It is valued as a component of a cash-generating unit (CGU), which is defined as the smallest identifiable group of assets that generates cash inflows that are largely independent of the cash inflows from other assets or groups of assets.

· Compare the recoverable amount for the subsidiary as a whole to the carrying amount of the subsidiary’s assets and liabilities including goodwill. If the recoverable amount exceeds the carrying amount, goodwill is not impaired. If the recoverable amount is less than the carrying amount, an impairment loss should be recognized and should be allocated to reduce the carrying amount of the assets in the following order:

(a) First, to reduce the carrying amount of any goodwill; and

(b) Then, to the other assets of the unit pro rata on the basis of the carrying amount of each asset.

4. Calculate the amortization and/or impairment of acquisition differential on both an annual and cumulative basis

· Each year, the acquisition differential must be amortized to reflect the expiration through use of the subsidiary’s assets and liabilities using the same logic as if these assets and liabilities had been acquired directly by the parent.  

· The amortization/impairment is reflected on the consolidated financial statements on a line-by-line basis.  The parent’s share is recorded in the investment account and investment income account in the parent’s own general ledger when the parent uses the equity method.

· When the subsidiary sells inventory and records cost of goods sold, it records the transaction using the values on its own books.  But, the consolidated financial statement should reflect the cost of this inventory from a consolidated viewpoint.  If the acquisition differential includes a fair value increment (FVI) for inventory, then this FVI must be added to the subsidiary’s inventory cost when determining cost of goods sold from a consolidated viewpoint.

· The same logic applies to all the other components of the acquisition differential.  

· Some unamortizable assets such as land are not subject to amortization and the original FVI remains until the asset is sold outside the consolidated entity or until there is a writedown due to impairment.  

· IAS 39 requires that the effective interest method be used to amortize premiums/discounts on financial assets and financial liabilities such as bonds.  Nevertheless, the straight-line method is sometimes used because it is simpler and the difference is immaterial.  

· The annual amortization of the acquisition differential is reflected in the income statement for that period wheras the cumulative adjustments for all years since the date of acquisition are reflected in retained earnings and NCI.

5. Calculate consolidated net income attributable to parent’s shareholders and consolidated retained earnings 

· Exhibit II calculates consolidated net income and the portions attributable to the two shareholder groups. This schedule uses amounts only for one period.
· In Exhibit II, if the parent had used the equity method, it would have reported income of $359 in its internal records because income under the equity method should be equal to consolidated net income attributable to the parents’ shareholders.
· Exhibit III calculates consolidated retained earnings, which is the parent’s share of retained earnings of the combined entity. All of the adjustments on this schedule should be adjustments at a point in time and should be cumulative to that point in time.
· In Exhibit III, if the parent had used the equity method, it would have reported retained earnings of $1,090 in its internal records because retained earnings under the equity method should be equal to consolidated retained earnings.
· The NCI’s share of the subsidiary’s retained earnings is included in NCI on the consolidated balance sheet.
6. Explain how the matching principle is applied when amortizing or writing off the acquisition differential

· The matching principle requires that expenses be matched to revenues.  When assets are used to generate revenues, the cost of using those assets should be expensed.
· Assumptions are made as to the remaining life of the asset, the period to maturity or when the underlying asset will be used by the subsidiary. The FVIs are amortized over this period of benefit or written down when the future benefits no longer exist.

7. Prepare consolidated financial statements for the first and subsequent years after acquisition 

· Consolidated financial statements should be a straight add of the financial statements of the parent and subsidiary plus or minus the consolidation adjustments.

· Prepare schedules for the following in the order indicated to determine the consolidation adjustments and balances:

· Calculation and allocation of acquisition differential

· Acquisition differential amortization & impairment 

· Calculation of consolidated net income and consolidated retained earnings

· Calculation of non-controlling interest

· Try to understand the logic of the final balances.  

· Final balances on the consolidated statements will be exactly the same regardless of whether the cost method or equity method was used in preparing the parent’s separate entity records.  Since the starting position is different, the consolidation adjustments must be different between the cost method and equity method in order to arrive at the same consolidated financial statements.

8. Prepare journal entries under the equity method to report changes in the investment account during the year

· Each year, the following four entries will typically be required:
· Record parent’s share of the subsidiary’s reported net income
· Record parent’s share of the dividends paid by subsidiary 

· Record parent’s share of the amortization of acquisition differential 

· Record parent’s share of unrealized profits
9. Some reminders:

· Net income presents results for one reporting period, for example for the year ended December 31, Year 5.  When calculating consolidated net income, only incorporate adjustments applicable to the reporting period.

· Retained earnings incorporate net income less dividends on a cumulative basis for all periods to the end of the reporting period, for example everything up to December 31, Year 5.  When calculating consolidated retained earnings, incorporate the cumulative effect of all consolidation adjustments made from the acquisition date to the end of the reporting period.

· Consolidated net income attributable to NCI on the income statement presents the NCI’s share of the subsidiary’s net income for one reporting period.  When calculating NCI on the income statement, only incorporate adjustments applicable to the reporting period.

· NCI on the balance sheet presents NCI’s share of the subsidiary’s shareholders’ equity at the reporting date.  When calculating NCI on the balance sheet, incorporate the cumulative effect of all adjustments made to the end of the reporting period.
· All of adjustments used in Exhibit III to calculate consolidated retained earnings would also be used when converting the investment account on the parent’s separate entity statements from the cost method to the equity method.

EXHIBIT I

Comparison of cost & equity methods

	Transaction
	Cost Method
	Equity Method

	P Co. acquires 70% of S Co for $700 when S Co’s common shares was $200 & retained earnings were $600
	Invest in S
700


Cash

700
	Invest in S
700


Cash

700

This consists of $560 (70% x $800) for P’s share of S’s S/E and $140 ($700 - $560) of acquisition differential

	S Co earns $150 of income
	
	Invest in S
 105 


Equity income
  
105

	S Co pays dividends of $50
	Cash
35


Dividend income 35
	Cash
35


Invest in S

35

	P Co records its share of amortization of acquisition differential, $20 x 70%
	
	Equity income
14


Invest in S

14

	S Co.’s income included $10 from sale to P Co. and this $10 is unrealized at yearend; P’s share is $7
	
	Equity income
7


Invest in S

7

	P Co. earned $30 of income on a sale to S Co and $25 is unrealized at yearend. P’s share is $25
	
	Equity income
25


Invest in S

25

	Summary

  Income from S Co.

  Balance in Invest in S

       P’s share of S’s S/E      

       Acquisition differential

       Unrealized profits 


Total


	
35



700
	105-14-7-25 = 
59

560+105-35 =
630

140–14 = 
126

-7-25 = 
-32


724


EXHIBIT II

Calculation of Consolidated Net Income

For year ended December 31, Year 1

Reported net income for P Co. under cost method (assumed amount)

$335

Less: dividend income from S Co. 

(35)

P Co’s income from own operations

300

Less: unrealized profits on downstream transactions

(25)

P Co’s income from consolidated viewpoint

275

Reported net income – S Co.
$150

Less: amortization of acquisition differential
(20)

Less: unrealized profits on upstream transactions
(10)

S Co’s income from consolidated viewpoint

120

Consolidated net income

$395

Attributable to:

  Shareholder of P Co. (275 + 70% x 120)

$359

  NCI (30% x 120)

36



$395

EXHIBIT III

Calculation of Consolidated Retained Earnings

At December 31, Year 3
Reported retained earnings under cost method – P Co. (*)

$1,000

Less: unrealized profits on downstream transactions (*)

(50)

P Co’s retained earnings from consolidated viewpoint

950

Reported retained earnings – S Co. (*)
$900

Less:  amortization of acquisition differential (*)
(60)

Less: unrealized profits on upstream transactions (*)
(40)

S Co’s retained earnings from consolidated viewpoint
800

S Co.'s retained earnings, date of acquisition
600

S Co’s change in R/E since acquisition
200

P Co’s % ownership in S Co
70%

P Co’s share of S Co’s change in retained earnings

140
Consolidated retained earnings

$1,090
* = assumed amount

Chapter 6

1. Calculate gross profit on sales and mark-up on cost

· The gross profit percentage is calculated as the gross profit amount divided by the sales amount.  It is also referred to as the mark-up on sales.  

· The mark-up on cost is equal to the gross profit amount divided by cost of goods sold. 

· Always read the information carefully to determine if you are given the mark-up as a percentage of sales or as a percentage of cost.


2. Describe the effect on consolidated profit of the elimination of both intercompany revenues (and expenses) and intercompany asset profits 

· Consolidated financial statements present the financial position and results of operations of the parent and subsidiary as if they were combined as a single economic entity.  The consolidated financial statements should report only transactions with entities outside of the combined entity. Intercompany profits are only considered realized when the items have been resold outside the entity.

· Since the parent and subsidiary are part of the same economic entity, transactions between them are not transactions with outsiders.  Therefore, intercompany revenues and expenses must be eliminated and not reflected as transactions on the consolidated financial statements.

· The consolidated financial statements should reflect what the account balances would have been had the intercompany transactions not occurred. If one entity records intercompany revenue and the other entity records the intercompany expense the two amounts net out on consolidation.  However, the purpose of eliminating these revenues and expenses is to ensure that both revenues and expenses are not overstated on the consolidated income statement.

· Since the revenues and expenses are offsetting, there is no impact on the bottom line on the consolidated income statement.  Therefore, NCI is not affected by the elimination of an equal amount of revenue and expense.  

3. Define upstream and downstream sales

.

· The parent is the controlling party and the subsidiary is the controlled party.  So, the parent looks down at the subsidiary and the subsidiary looks up to the parent.

3.  Define upstream and downstream sales (continued)


· Intercompany transactions are defined as either upstream or downstream depending on who is the seller.  

· When a parent sells to the subsidiary, it is a downstream transaction.  When profit is eliminated on downstream transactions, it is charged to the parent. 100% of any unrealized profit is removed from consolidated net income. Since the NCI has no interest in the parent, the NCI is not affected by downstream transactions.  

· When the subsidiary sells to the parent or another subsidiary of the parent, it is an upstream transaction.  When profit is eliminated on upstream transactions, it is charged to the subsidiary.  100% of any unrealized profit is removed from consolidated net income. The NCI is affected by upstream transactions since the NCI shares in the profits of the subsidiary. A portion of the unrealized profit is allocated to the NCI. 


4. Prepare consolidated financial statements that reflect the elimination of upstream and downstream intercompany profits in either the parent’s or the subsidiary’s ending inventory

· The gross profit on inventory is recognized when inventory is sold to outsiders.  When the subsidiary sells to the parent, the profit has not yet been realized from a consolidated viewpoint. Therefore, the profit is held back from being recognized in net income until it is sold to outsiders.  

· Adjustments to eliminate unrealized profits in ending inventory are facilitated by preparing a schedule of unrealized intercompany profits. The before tax unrealized profit amount is listed, next the related tax on this amount is calculated and then the after tax unrealized profit is determined.

· If inventories are overstated at the end of the year, income is overstated for the year. The gross amount of both upstream and downstream intercompany sales is removed from the sales and cost of goods sold accounts when preparing the consolidated statements. The before tax amount of unrealized profit is removed from ending inventory and added to cost of goods, and the tax effect is removed from income tax expense and added to deferred income tax assets. This way only the realized after tax profits are reported.

· When losses are recognized on intercompany transactions, the intercompany transactions should be eliminated on consolidation. Then, the assets involved in the intercompany transaction should be checked for impairment.

5. Prepare consolidated financial statements that reflect the realization of upstream and downstream intercompany profits in inventory that were held back in previous periods

· When the inventory purchased from an entity within the consolidated entity is sold to outsiders, the profit that was held back in previous years is now realized from a consolidated viewpoint and is recognized in consolidated net income.

· Since inventory is typically sold within a year of purchase, intercompany profits are typically eliminated in one year and then realized and added to consolidated income in the next year.

5.
Prepare consolidated financial statements that reflect the realization of upstream and downstream intercompany profits in inventory that were held back in previous periods (continued)


· The timing for recognition of profits is different between the separate entity books and the consolidated statements.  Over several years, cumulative profits since the date of acquisition are the same for consolidated financial statements and for the separate entity financial statements of the parent and subsidiary.

· When preparing consolidated statements, the intercompany profit schedule will include the unrealized profit in beginning inventory. The after tax profit from last year’s ending inventory, once realized, is added back when determining consolidated net income. 

· On the consolidated income statement, the before tax unrealized profits from last year’s inventory are removed from the current year’s cost of goods sold, thereby increasing income and recognizing that these profits have been realized in the current year. Since the related tax effects on last year’s unrealized profits were removed last year, they should be added to income tax expense in the year the profits are realized.
· When the income statement classifies expenses by their nature, the elimination of intercompany purchases and unrealized profit in inventory will affect the raw materials account and changes in inventories of work in progress and finished goods account.

6. Prepare consolidated financial statements that reflect the elimination and subsequent realization of upstream and downstream intercompany profits in either the parent’s or the subsidiary’s land 

· When an intercompany sale of land occurs, the profit should be eliminated and the land should be restated on the consolidated financial statements to the original cost when it was first purchased from an outsider. Each year, the land value on the consolidated financial statements is restated until it is resold outside the consolidated entity.

· Any gain or loss on the intercompany transaction, including the tax effects, must be eliminated from consolidated income in the year of the intercompany sale, and from retained earnings thereafter until the land is sold to an outsider.

· The NCI is only affected if the sale is upstream.

· In the year the land is sold to outsiders, the gain and taxes that were held back on the original intercompany transaction are now considered to be realized from a consolidated perspective and should be incorporated when preparing the consolidated income statement.

· The consolidation adjustments to eliminate intercompany transactions and unrealized profits will differ depending on whether the reporting entity uses the cost model or revaluation model. The consolidated statements should present land at the values that would have been reported on the selling company’s statements had the intercompany transaction not taken place.

7. Explain how the revenue recognition and matching principles are used to support adjustments for intercompany transactions when preparing consolidated financial statements


· Revenue should be recognized when it is earned with an exchange with an external party.  Revenue on intercompany transactions is not earned from a consolidated perspective because there is not an exchange with a party external to the consolidated entity.  Therefore, revenue on the intercompany transaction should be eliminated.
· The matching principle requires that expenses be matched to revenue or that costs should be expensed when the benefits are received.  The cost of inventory should be expensed when the goods are sold to match to the revenue from the sale of the goods.
· Cost of goods sold (COGS) on an intercompany transaction should be eliminated on consolidation because the revenue is not earned and therefore the COGS should not be expensed.  When the goods are sold to outsiders, revenue should be recognized and the cost of the inventory sold should be expensed on the consolidated income statement.
· Similarly, income tax expense should be matched to income before taxes.  When intercompany profit is eliminated, the income tax expense should also be eliminated.  When the profit is subsequently realized from a consolidated perspective, the income tax on this profit should be expensed.


8. Prepare the journal entries under the equity method to reflect the elimination and subsequent realization of intercompany profits in inventory and land

· The equity method incorporates the parent’s share of the net effect of all consolidation adjustments such that the parent’s income under the equity method is equal to consolidated net income attributable to the parent’s shareholders.

· To ensure completeness of the journal entries, a calculation of consolidated net income for the year should be prepared.  For each adjustment to the parent’s or subsidiary income, an entry needs to be prepared.  

· Unrealized profits, net of tax, in the current year’s ending inventory or land are debited to investment income.  Realized profits are credited to investment income. 

· Adjustments are made for 100% of unrealized/realized profits on downstream transactions and for the parent’s percentage ownership in the subsidiary for upstream transactions.

Chapter 7

1. Prepare consolidated financial statements that reflect the elimination and subsequent realization of upstream and downstream intercompany profits in depreciable assets
· The depreciable asset must be restated on the consolidated financial statements to the net book value based on the cost when it was purchased from outsiders.

· Any gain on the intercompany transaction must be eliminated from income and/or retained earnings until the depreciable asset is sold to an outsider.

· The depreciation expense on the consolidated income statement must be adjusted to what it would have been had the intercompany transaction not taken place.

· It is helpful to set up an intercompany profits schedule with before tax, tax effect and after tax amounts for the original amount of the gain on sale of the depreciable asset. From these amounts are deducted the annual depreciation adjustment and related taxes. In one sense, the depreciation adjustment recognizes the profit on the intercompany sale in proportion to the use of the asset.

· The consolidation adjustments to get to the desired account balances are charged/credited to the original seller.  If the subsidiary sold a depreciable asset at a profit, the unrealized profit on the sale is eliminated and charged back to the subsidiary and the excess depreciation being taken by the parent is also credited to the subsidiary.

· Public companies can choose to revalue capital assets at fair value. The consolidated statements should present the capital assets at the values that would have been reported on the selling company’s statements had the intercompany transaction not taken place.


2. Explain how the historical cost principle supports the elimination of unrealized profits resulting from intercompany transactions when preparing consolidated financial statements

· The historical cost principle requires that certain assets be reported at historical cost or historical cost less accumulated depreciation.  When preparing consolidated financial statements, the assets to be reported at historical cost should use original cost for the consolidated entity i.e. what was the cost when the assets were originally purchased by the consolidated entity.

· Unrealized profits on intercompany transactions should be eliminated on consolidation.  By so doing, the asset will be reported at the original cost to the consolidated entity.  In turn, depreciation expense and accumulated depreciation should be based on the original cost to the consolidated entity as if the intercompany transaction had not occurred.

3. Prepare the journal entries under the equity method to reflect the elimination and subsequent realization of intercompany profits in depreciable assets

· Debiting investment income eliminates unrealized profits, net of tax, resulting from the sale of depreciable assets.  Realized profits from the usage of the assets are credited to investment income. 

· Adjustments are made for 100% of unrealized/realized profits on downstream transactions and for the parent’s percentage ownership in the subsidiary for upstream transactions.


4. Convert the balances for net income and investment in a subsidiary from the cost method to the equity method

· When converting from the cost method to the equity method, remember that the equity method incorporates the effect of all consolidation adjustments. The balance sheet reflects the position at a point in time and captures the cumulative effect of all adjustments to date. The income statement reports the performance for a period of time and captures the effect of any adjustments for that period. 
· The investment in subsidiary under the equity method, at any reporting date, should consist of the following:

· The original cost of the investment

· Less any unrealized profits or gains (net of tax) at the end of the reporting period on downstream transactions

· Plus the parent’s share of the subsidiary’s adjusted post acquisition retained earnings, which has been adjusted for unrealized profits on intercompany transactions and amortization/impairment of acquisition differential on a cumulative basis

· When converting retained earnings from the cost method to the equity method, use the same adjustments for converting the investment account from the cost method to the equity method.

Chapter 8

1. Prepare a consolidated cash flow statement (CFS) by applying concepts learned in prior courses and unique consolidation concepts discussed in this course


· Prepare the cash flow statement (CFS) by analyzing changes in the consolidated balance sheet from last year to this year.  

· The cash flow statement should show the cash paid for the acquisition as an investing activity.

· Details of the acquisition should be disclosed in the notes to the financial statements.

· Amortization of acquisition differential is a non-cash item.  It must be added back to net income to determine cash from operations under the indirect method.


· Consolidated net income from the consolidated income statement includes the amount attributed to both the controlling and non-controlling shareholders. Although net income attributable to NCI is a non-cash item, it does not get added back on the consolidated CFS because the consolidated net income figure is before the attribution to the controlling and non-controlling shareholders.

· Dividends paid by parent and dividends paid by subsidiary to NCI should be shown separately.


2. Prepare financial statements in situations where the investor’s ownership has increased but control has not yet been achieved (step purchases)

· Until the investor obtains significant influence or control, the cost method or fair value method should be used to record and report investments and the acquisition differential need not be accounted for.

· When an investor who initially had no significant influence subsequently purchases enough shares to obtain significant influence, the investor must change from the cost method/fair value method to the equity method for reporting purposes. 

· The acquisition differential is calculated once significant influence has been achieved and the purchase price used is the cost for all prior purchases including the purchase resulting in significant influence. Also, the acquisition differential calculation is based on the investee’s shareholders’ equity and fair values at the time significant influence was achieved. The investor is not required to go back and retroactively restate prior purchases and calculate acquisition differentials based on the investee values at that time.

· For each purchase of shares after significant influence has been achieved, a separate schedule should be prepared to allocate and amortize the acquisition differential.

3. Prepare consolidated financial statements in situations where the investor’s ownership has increased and the investor has gained control (step purchases)

· Once an investor achieves control, the investor will have to switch from using the cost, fair value or equity method for reporting to consolidation. The acquisition method of consolidation would be applied and the subsidiary’s assets and liabilities would be valued at fair value.

· Once the parent has control, any change in percentage ownership without a loss of control is accounted for as an equity transaction. The unamortized acquisition differential is redistributed between the controlling and non-controlling interests. Any difference between the amount paid or received by the parent and the carrying value of the investment being disposed is reported as a direct charge or credit to shareholders’ equity.

· The percentage ownership applicable for each period or portion of a period is used in accruing the parent’s share of the investee’s income and unrealized profits.

4. Prepare consolidated financial statements after the parent’s ownership has decreased
· Any time the parent’s percentage ownership decreases, a sale occurs (or is deemed to have occurred) and a gain or loss on sale is calculated.  If the parent still controls the subsidiary after the sale, the gain or loss is reported as a capital transaction.  If the parent loses control, the gain or loss is reported in net income.  Furthermore, on the loss of control, any remaining investment in the investee company is revalued to fair value and the adjustment to fair value is reported in net income. 

· The gain/loss is calculated as the difference between the fair value of consideration received and the net book value of consideration given for the portion of the investment sold.

· When there is a disposition (or deemed disposition), consideration given should include a proportionate amount of the unamortized acquisition differential.

· When the percentage ownership decreases due to a disposition of existing shares, the consideration given is the percentage of investment sold times the value of the investment calculated using the equity method.

· When a subsidiary issues new shares to the public and the parent does not purchase any of the issue, the parent’s ownership interest decreases but it also shares in the increase in the subsidiary’s book value due to the new share issue. The gain or loss on deemed disposal is the difference between the proportionate share of investment account deemed sold and the parent’s share of proceeds from the issuance of additional shares.

· When the parent’s percentage ownership decreases, the parent’s share of acquisition differential being sold is transferred from the parent to NCI at carrying value on the acquisition differential amortization schedule.

5. Calculate the effect of the subsidiary’s preferred shares on the acquisition differential

· When the subsidiary has preferred and common shares, the subsidiary’s contributed capital, net income, dividends and retained earnings must be split between the preferred and common shares before computing the parent’s ownership interest in each type of share and before determining the consolidation adjustments.

· The claim of the preferred shareholders will be the call or redemption value plus any cumulative dividends in arrears. The claim of the common shareholders is the residual after the preferred shareholders’ claim.  

· If there is a difference between the purchase price by the parent and the parent’s share of the book value attributable to the subsidiary’s preferred shares, the difference is charged/credited to either retained earnings or contributed surplus in the same fashion had the subsidiary retired the shares on its own account.

6. Prepare consolidated financial statements in situations where the subsidiary has preferred shares in its capital structure

· When the parent holds none of the subsidiary’s preferred shares, the non-controlling shareholders must hold all the preferred shares.  The preferred shares would be included with NCI on the consolidated balance sheet and income statement.

· When a parent owns some of the subsidiary’s preferred shares, the parent accrues its share of the subsidiary’s equity pertaining to the preferred shares and its share of the subsidiary’s equity pertaining to the common shares when determining consolidated net income attributable to the parent’s shareholders and consolidated retained earnings.  

· On consolidation, the parent’s investment in preferred shares account is eliminated and offset against the subsidiary’s preferred shares and the NCI’s interest in the preferred shares is set up. From a consolidated viewpoint, the parent’s investment is viewed as a retirement of the subsidiary’s preferred shares.

7. Calculate consolidated net income attributable to the shareholders of the parent and non-controlling interest in situations where a parent has direct and indirect control over a number of subsidiary companies


· Consolidated financial statements should be prepared for the parent and all of its subsidiaries whether the subsidiaries are controlled directly or indirectly.

· The principles of consolidation and the principles of the equity method apply to all types of share ownership.

· To prepare consolidated financial statements when a parent controls a subsidiary and has an indirect interest in a third company, start at the bottom of the corporate structure and work your way up one company at a time. That is, allocate the third company’s income to the subsidiary, and then allocate the subsidiary’s equity basis net income (which includes its share of the third company) to the parent.

· For example, assume A owns 80% of B and B owns 60% of C.  All three companies should be consolidated because A controls B and B controls C.  Therefore, A controls B and C.  

· First, calculate consolidated results for B and C.  Then, when calculating A’s share of B, A will be picking up its share of B which already reflects B’s share of C.
Chapter 9

1. Identify when a special purpose entity should be consolidated


· A special purpose entity (SPE) should be consolidated when the sponsor controls the SPE.
· A variable interest entity (VIE) is an example of a SPE. The primary beneficiary (PB) of a VIE usually controls the VIE through means other than holding voting shares.  
· An entity qualifies as a VIE if 
· The total equity investment at risk is not sufficient to permit the entity to finance its activities without additional financial support or guarantees provided by other parties, or
· The PB has any of the following:
· The direct or indirect ability to make decisions about an entity’s activities
· The obligation to absorb the expected losses of the entity if they occur
· The right to receive the expected residual returns of the entity
· A PB is similar to a parent in the sense that it controls another entity; a VIE is similar to a subsidiary in the sense that it is controlled by another entity.
· IFRS 10 requires that consolidated financial statements be prepared for a sponsor and its SPEs.
2. Prepare consolidated statements for a sponsor and its SPEs


· The mechanics of consolidation is very similar to a consolidation of a parent and a wholly owned subsidiary in that:

a. NCI is valued at its share of the fair value of the entity

b. Identifiable net assets are valued at fair value

c. If the SPE is a business:

i. goodwill is recorded if the value assigned to consideration given by the sponsor and NCI is greater than the fair value of identifiable net assets 

ii. A gain on purchase is recorded if the value assigned to consideration given by the sponsor and NCI is less than the fair value of identifiable net assets 

· If the SPE is not a business, consolidated financial statements are not prepared. The consideration was given to purchase a basket of assets and would be accounted for as follows: 

a. A loss on purchase is recorded if the value assigned to consideration given by the sponsor and NCI is greater than the fair value of identifiable net assets 

b. The values assigned to assets acquired is reduced if the value assigned to consideration given by the sponsor and NCI is less than the fair value of identifiable net assets

· Rather than using share ownership, the governing documents are used to determine the split of the profits between the sponsor and the SPE.

· Subsequent to the date of acquisition, the acquisition differential must be amortized and intercompany profits must be eliminated similar to the consolidation of a parent and subsidiary


3. Explain how the definitions of assets and liabilities can be used to support the consolidation of SPEs



· Assets are economic resources controlled by an entity as a result of past transactions or events and from which future economic benefits may be obtained.  Since the sponsor controls the assets of the SPE, these assets should be reported on the financial statements of the sponsor.
· Liabilities are obligations of an entity arising from past transactions or events, the settlement of which may result in the transfer or use of assets, provision of services or other yielding of economic benefits in the future.  Since the sponsor usually bears the risk of absorbing any expected loss of the SPE, these liabilities should be reported on the financial statements of the sponsor.


4. Describe and apply the current accounting standards that govern the reporting of interests in joint arrangements

· A JOINT ARRANGEMENT IS AN ARRANGEMENT OF WHICH TWO OR MORE PARTIES HAVE JOINT CONTROL.  JOINT CONTROL IS THE CONTRACTUALLY AGREED SHARING OF CONTROL OF AN ARRANGEMENT, WHICH EXISTS ONLY WHEN DECISIONS ABOUT THE RELEVANT ACTIVITIES REQUIRE THE UNANIMOUS CONSENT OF THE PARTIES SHARING CONTROL.  

· Since the investor does not control the investee, it would be inappropriate to show 100% of the net assets of the investee on the consolidated financial statements. 

· AN ENTITY DETERMINES THE TYPE OF JOINT ARRANGEMENT IN WHICH IT IS INVOLVED BY CONSIDERING ITS RIGHTS AND OBLIGATIONS. AN ENTITY ASSESSES ITS RIGHTS AND OBLIGATIONS BY CONSIDERING THE STRUCTURE AND LEGAL FORM OF THE ARRANGEMENT, THE CONTRACTUAL TERMS AGREED TO BY THE PARTIES TO THE ARRANGEMENT AND, WHEN RELEVANT, OTHER FACTS AND CIRCUMSTANCES. A JOINT ARRANGEMENT THAT IS NOT STRUCTURED THROUGH A SEPARATE VEHICLE IS A JOINT OPERATION. A JOINT ARRANGEMENT IN WHICH THE ASSETS AND LIABILITIES RELATING TO THE ARRANGEMENT ARE HELD IN A SEPARATE VEHICLE CAN BE EITHER A JOINT VENTURE OR A JOINT OPERATION. 
· For joint operations, the venture recognizes (a) the assets it controls and the liabilities it incurs, (b) the expenses it incurs, and (c) its share of the revenue and expenses from the sale of goods or services by the joint arrangement.

· UNDER IFRS 11, INVESTMENTS IN JOINT VENTURES ARE REPORTED USING THE EQUITY METHOD.
· Under ASPE, an investor can choose to report its investment in a joint venture using proportionate consolidation, equity method or cost method.

· Under proportionate consolidation, the proprietary theory to consolidation is used. The legal form of the relationship is presented and only the percentage of the assets, which the venturer 
owns, is reported in the venturer’s consolidated statements. The NCI is not recorded.  
4.   Describe and apply the current accounting standards that govern the reporting of interests in joint arrangements (continued)
· THE CONSENSUS OF SIC-13 HAS BEEN INCORPORATED INTO IAS 28 AND SIC-13 CEASES TO EXIST. AS A RESULT, GAINS AND LOSSES RESULTING FROM A CONTRIBUTION OF A NON-MONETARY ASSET TO AN ASSOCIATE OR A JOINT VENTURE IN EXCHANGE FOR AN EQUITY INTEREST IN AN ASSOCIATE OR A JOINT VENTURE ARE RECOGNIZED ONLY TO THE EXTENT OF UNRELATED INVESTORS’ INTERESTS IN THE ASSOCIATE OR JOINT VENTURE, EXCEPT WHEN THE CONTRIBUTION LACKS COMMERCIAL SUBSTANCE, AS THAT TERM IS DESCRIBED IN IAS 16 PROPERTY, PLANT AND EQUIPMENT. THE OTHER TWO EXCEPTIONS FROM SIC-13 (I.E. ‘THE SIGNIFICANT RISKS AND REWARDS OF OWNERSHIP OF THE CONTRIBUTED NON-MONETARY ASSET(S) HAVE NOT BEEN TRANSFERRED TO THE JOINTLY CONTROLLED ENTITY’ AND ‘THE GAIN OR LOSS ON THE NON-MONETARY CONTRIBUTION CANNOT BE MEASURED RELIABLY’) HAVE NOT BEEN CARRIED FORWARD TO THE NEW IAS 28 BECAUSE THEY EITHER RELATE TO REQUIREMENTS THAT ARE NOT ALIGNED WITH THE PRINCIPLES AND REQUIREMENTS OF IFRS 11 OR RELATE TO A CRITERION FOR THE RECOGNITION OF GAIN OR LOSSES (I.E. ‘RELIABILITY OF MEASUREMENT’) THAT IS ALREADY INCLUDED IN THE CONCEPTUAL FRAMEWORK FOR FINANCIAL REPORTING. ► ALL REFERENCES TO “SIGNIFICANT BENEFITS AND RISKS HAVE/HAVE NOT BEEN TRANSFERRED” SHOULD BE REPLACED WITH “THE COMMERCIAL SUBSTANCE TEST HAS/HAS NOT BEEN MET”.

5. Compare intercompany transactions between a venturer and a joint venture and between a parent and a subsidiary

· In a parent-subsidiary relationship, the subsidiary is not considered to be an outsider since the parent controls the subsidiary.

· In a joint venture relationship, the venturer cannot unilaterally control the joint venture.  The joint venture is considered to be an outsider to the extent of the percentage of shares held by the other venturers.  For transactions with joint ventures, profit is usually considered realized to the extent of the other venturers’ percentage ownership as long as some monetary consideration is received from the other venturers. In exceptional circumstances, profit can be recognized even when no monetary consideration is received if the commercial substance test has been met i.e. the amount, timing and risk of future cash flows have significantly changed.
· For sales from the joint venture to the venturer (upstream transactions), consolidated net income attributable to the venturer and consolidated retained earnings would give the same result as for parent-subsidiary relationships since the venturer (like a parent) only absorbs its share of unrealized profits.
5. Compare intercompany transactions between a venturer and a joint venture and between a parent and a subsidiary (continued)
· For sales from the venturer to the joint venture (downstream transactions), consolidated net income attributable to the venturer and consolidated retained earnings would be different. Under a joint venture, profits on intercompany transactions are eliminated and charged back against the venturer only to the extent of the venturer’s percentage interest in the joint venture.  Under a parent-subsidiary relationship, 100% of the profit is eliminated and charged back to the parent.

6. Explain how the gain recognition principle supports the recognition of a portion of gains occurring on transactions between the venturer and the joint venturer

· When a venturer contributes assets to a joint venture, one can argue that the venturer has not sold the asset because it still controls the asset through the joint venture.  On the other hand, one could argue that it has lost control because it does not control the joint venture.  

· A gain/loss cannot be recorded on the contribution for the venturer’s percentage ownership in a joint venture because that portion has not been sold.

· A gain/loss should be recorded on a transfer to the extent of the other venturers’ interest if the commercial substance test has been met.
· The unrealized gain should be reported as a contra account to the investment in joint venture; the contra account should be amortized over the life of the related asset.

· These rules are consistent with normal gain recognition in accounting.  Gains should be recognized when the risks and rewards of ownership are transferred to outsiders.

7. Understand some basic terms related to deferred income taxes 

Definitions:

· Carrying amount = the carrying value of the asset or liability recognized for financial reporting (FR) purposes
· Tax base of asset = amount deductible for tax purposes against proceeds received when carrying amount of asset is recovered 
· Tax base of liability = carrying amount less amount deductible for tax purposes in future periods
· Deductible temporary difference = amount deductible against taxable income when the asset/liability is recovered or settled e.g. UCC for equipment > NBV, warranty liability for FR > warranty liability for tax purposes
· Taxable temporary difference = amount that will be added to taxable income when the asset/liability is recovered or settled e.g. instalment receivable for FR > receivable for tax, or NBV for plant > UCC
· Deferred tax asset = enacted future tax rate x deductible temporary difference
· Deferred tax liability = enacted future tax rate x taxable temporary difference
8. Understand the deferred tax implications of the accounting for a business combination


· The acquisition differential gives rise to temporary differences because the acquisition differential is allocated to assets and liabilities on the consolidated financial statements but is not recognized for tax purposes.  If the asset/liability was sold at the amount reported on the consolidated financial statements, a taxable or deductible amount would arise.  This tax implication should be recognized on the consolidated financial statement by recording a deferred tax asset or liability on these temporary differences.
· As the acquisition differential is amortized, the deferred tax assets and liabilities related to the acquisition differential must be adjusted.  
· Ignore the deferred tax asset or liability on the investee’s books when determining the acquisition differential.  Instead, determine what the deferred tax asset or liability should be from a consolidated perspective

· Assign fair value increments to identifiable assets/liabilities without reference to the tax basis i.e. do as we have always done

· Then, compare the carrying values assigned from a consolidated point of view to the tax basis of these assets/liabilities and determine the total deferred tax asset or liability

· Goodwill is the residual and is to be set up without recognition of tax effects on goodwill itself

9. Describe the IFRS requirements for segment disclosure and apply the quantitative thresholds to determine reportable segments

· Financial information by segments is useful to users in assessing the entity’s performance and the amount, timing and certainty of future cash flows.  If a company has various operating segments and these segments have varying degrees of risk, profitability and capital investment requirements, the users would want to see financial information for these operating segments.

· Consolidated statements combine and summarize results making it hard to assess the different types of businesses and economic environments in which the entity operates.

· Segmented financial information must be provided to external users for those segments that are regularly provided to and reviewed by the entity’s chief operating decision maker for internal purposes.

· An operating segment should be reported separately if the segment’s revenues, profits or losses, or assets are greater than 10% of the combined revenues, profits and assets of all operating segments.

· At least 75% of a firm’s external revenues must be reported by segment disclosures

· Segmented information includes:

· General information about the segment

· Information about profits and assets 

· Reconciliation to total revenues, profits/losses and assets (and liabilities if such amounts are regularly provided to the chief operating decision maker) of the entity

Chapter 10

1. Translate foreign-currency transactions and balances into the presentation currency 


· To accommodate different currencies and different users, an entity may have to prepare three sets of accounting records/financial statements as follows: general ledger maintained in one currency (internal record keeping currency), financial statements translated to functional currency and financial statements translated to presentation currency. IFRS states how to determine and use the functional currency and how to translate to the presentation currency. The reporting entity can choose any currency for internal record keeping and for its presentation currency. 

· Functional currency is defined as the currency of the primary economic environment in which the entity operations. 

· For Canadian companies operating in Canada, the functional currency is usually the Canadian dollar.  Most Canadian companies operating in Canada will choose to use the Canadian dollar as the presentation currency. 

· In chapter 10, we assume that the Canadian dollar is the internal record keeping currency, the functional currency and the presentation currency. In chapter 11, we will consider situations where the presentation currency is different than the functional currency. 

· Foreign currency transactions should be translated into the functional currency at the exchange rate in effect on the date of the transaction.  

· At each reporting date, monetary assets/liabilities should be translated at the closing rate. Non-monetary balances are translated at historical rates except for items that are reported at market value, which are translated at the exchange rate at the date when the fair value was determined. Since the fair value is usually determined at the year-end date, these items are usually translated at the closing rate. 

· Foreign exchange gains/losses related to foreign transactions should be recognized in net income immediately with one exception. When a gain or loss on a non-monetary item is recognized in other comprehensive income, any exchange adjustment pertaining to that item shall also be recognized in other comprehensive income. 
2. Describe when to use the closing rate and when to use the historical rate when translating assets and liabilities denominated in a foreign currency.  Evaluate whether this practice produces results consistent with the normal measurement and valuation of assets and liabilities for domestic transactions and operations.


· First, determine the valuation method required under GAAP i.e. historical cost or fair value.  Then, choose a translation method to achieve the intended results of either historical cost in Canadian dollars or fair value in Canadian dollars.  
· To derive historical cost in Canadian dollars, start with historical cost in foreign currency and apply the historical rate.
· To derive fair value in Canadian dollars, start with fair value in foreign currency and apply the closing rate.

3. Describe the concept of hedging, and prepare a list of items that could be used as a hedge 


· The purpose of a hedge is to fix the amount required to settle an asset/liability that is or will be denominated in a foreign currency.

· A hedge can be an equal but opposite foreign currency item which fixes and offsets the gains or losses on the item that is hedged. 

· A common form of hedge is a forward exchange contract.  Other forms of hedges include futures, swaps and anticipated future transactions of an offsetting nature.  

· If a company holds a receivable (payable) denominated in foreign currency, it could hedge this with a forward contract to sell (buy) the foreign currency it will receive (need) at a predetermined future rate.


4. Describe forward contracts


· A forward contract is a contract to exchange foreign currency at a future date at a predetermined rate e.g. give C$100 to get US$95 in 3 months

· The forward contract can be broken down into a receivable from the other party and a payable to the other party.  Either the receivable or the payable is fixed in Canadian dollars and the other side is denominated in a foreign currency.

· The receivable/payable denominated in a foreign currency must be revalued to fair value at each reporting date.

· The receivable from and payable to the other party can be offset against each other and only the net difference needs to be reported as an asset or liability at each reporting date.

· The forward contract is selling at a premium when the forward rate is greater than the spot rate (when a direct quotation is used).  

· The forward contract is selling at a discount when the forward rate is less than the spot rate (when a direct quotation is used).  


5. Prepare journal entries and subsequent financial statement presentation for forward exchange contracts that are entered into for speculative purposes


· The purpose of the forward exchange contract is to generate an exchange gain by correctly anticipating the direction of any change in exchange rates

· The foreign denominated receivable/payable is valued at fair value at each reporting date and the exchange gain/loss is reported in net income.  Fair value is the forward rate for contracts of the remaining term and is not the spot rate.


6. Prepare journal entries and subsequent financial statement presentation for forward exchange contracts that hedge existing monetary positions


· The purpose of this hedge is to fix the amount to settle the existing receivable/payable.  
· The hedge will typically be accounted for in the same manner as a speculative contract.  Any unrealized exchange gains/losses will be reported in net income.
· Alternatively, the forward contract can be designated as a fair value hedge whereby any unrealized exchange gains/losses will be reported in net income.
· The premium/discount on a hedge of an existing monetary asset/liability ends up being recognized in net income over the life of the hedge as the forward contract is revalued to fair value each reporting period.
· If there is an intervening year-end, the foreign-denominated monetary items are revalued at fair value and the exchange adjustment is reported in net income.      

7. Prepare journal entries and subsequent financial statement presentation for forward exchange contracts that hedge firm commitments

· The purpose of this hedge is to fix the price of a firm commitment or an expected transaction.  The hedge will typically be accounted for as a cash flow hedge from the date of the hedge to the date of the anticipated transaction.  Any unrealized exchange gains/losses will be reported in other comprehensive income (OCI) until the date the item being hedged is brought into net income.  

· For ease of accounting, the unrealized gain/loss will typically be taken out of OCI and incorporated in the purchase/sale price of the item being bought or sold on the date of the anticipated transaction.  

· OCI is either reported in a separate category on the bottom of the traditional income statement or in a new statement called a statement of comprehensive income.  Accumulated OCI is reported separately in shareholders’ equity.

· In effect, the anticipated transaction is recorded at the forward rate and no exchange gain or loss is reported in net income prior to the date of the anticipated transaction.

· If the forward contract extends beyond the period of the anticipated transaction, then the exchange adjustment in this subsequent period will be reported in regular net income similar to the fair value hedge of an existing monetary position.


8. Apply the concept of hedge accounting to long-term debt acting as a hedge of a future revenue stream


· The portion of the debt being used to hedge a future revenue stream will be accounted for as a cash flow hedge similar to the practices described in 7 above.
· The excess portion of the debt not being used as a hedge is exposed to exchange risk.  The exchange gains/losses on this excess position are reported in net income as they occur.

9. Differentiate between the accounting for a fair value hedge and a cash flow hedge


· In both cases, the foreign currency denominated component of the forward contract is revalued to fair value at each reporting date.
· Under a fair value hedge, the revaluation adjustment is reported in net income.
· Under a cash flow hedge, the revaluation adjustment is reported in other comprehensive income.  It is taken out of other comprehensive income and reported in net income when the asset or liability hedged affects net income.
UPDATE

· IASB ISSUED AN EXPOSURE DRAFT ON HEDGE ACCOUNTING IN DECEMBER 2010. THE NEW REQUIREMENTS ARE PROPOSED TO BE EFFECTIVE AS OF JANUARY 1, 2013 WITH EARLY ADOPTION PERMITTED. AS OF MAY 1, 2012, THE EXPOSURE DRAFT IS STILL OUTSTANDING AND FINAL STANDARDS HAVE NOT YET BEEN ADOPTED. THE MAIN CHANGES BEING PROPOSED ARE DESCRIBED BELOW.

· The proposed model will more closely align hedge accounting with risk management activities undertaken by companies by 

· Extending the use of hedge accounting to net positions i.e. net difference between exposed assets and exposed liabilities

· Allowing a broader range of hedged items as long as the risk component can be identified and measured e.g. components of non-financial items

· The ED proposes comprehensive disclosures focusing on the risks that entities are managing, how they are managing those risks and the outcomes of that risk management activity, including the effect on the financial statements. This is to help investors to understand better the extent and effect of companies’ hedging activities and to assist them in forecasting future cash flows. 

· The ED proposes changing the mechanics of fair value hedge accounting so that the remeasurement of the hedged item is presented separately. It is also proposed that information about fair value hedges (like cash flow hedges) is reflected in other comprehensive income (OCI). This will improve transparency for investors by including all information about hedging in OCI.
Chapter 11


1. Contrast an enterprise’s foreign-currency accounting exposure with its economic exposure to exchange rate changes


· Accounting exposure is the component of foreign currency risk that results from translating the statements of foreign subsidiaries into the reporting currency. The unrealized gains/losses will vary depending on the translation method used.  Accounting exposure exists only on those financial statement elements translated at the closing rate or future rates.
· Economic exposure is the risk that changes to foreign exchange rates have on the economic well being of the reporting entity.  Economic welloffness is difficult to measure precisely.
· Financial statements attempt to reflect economic results.  If so, foreign exchange gains/losses recognized in the financial statements ideally should reflect the true economic impact of foreign currency fluctuations. Unfortunately, financial statements do not always accurately reflect economic reality especially when we use historical cost accounting as our basis of measurement.
2. Differentiate between an integrated and a self-sustaining foreign operation and describe the translation method and functional currency that is used in the translation of each type

· Foreign entities will usually maintain their general ledger using their local currency. The Canadian parent must translate the trial balance and/or financial statements of the foreign subsidiary to the functional currency, and if applicable to the presentation currency. 

· If the Canadian dollar is determined to be functional currency, this is essentially the same as determining that the foreign subsidiary is an integrated subsidiary. The subsidiary’s financial statements will be translated into Canadian dollars using the temporal method. 

· If a currency other than the Canadian dollar is determined to be the functional currency, this is essentially the same as determining that the foreign subsidiary is a self-sustaining subsidiary. The subsidiary’s financial statements will be translated into Canadian dollars using the current rate method. 

· Whether a foreign operation is integrated or self-sustaining depends on the exposure of the parent to exchange rate changes. 

· The criteria to consider when determining exposure are cash flows, sales prices, sales market, labour, material and other costs, financing and the degree of interrelationship between the parent and the foreign operation.

· An integrated foreign operation is one in which the parent actively participates in the subsidiary’s operating, investing and/or financing activities. The parent’s exposure is as if they had directly undertaken the transactions of the foreign operation themselves.

2. Differentiate between an integrated and a self-sustaining foreign operation and describe the translation method and functional currency that is used in the translation of each type (continued)

· A self-sustaining foreign operation is one that operates fairly independently of the parent.  Although the parent controls the subsidiary, it does not actively participate in the subsidiary’s operating, investing and financing activities. The parent’s exposure is limited to its net investment in the foreign operation.
· Where the economic environment of the foreign operation is highly inflationary, the financial statements must first of all be adjusted for inflation, then translated to the functional currency, and if applicable to the presentation currency.  

3. Prepare translated financial statements using the temporal method and explain how the temporal method produces results consistent with the normal measurement and valuation of assets and liabilities for domestic transactions and operations 

· For the financial statement elements that would normally be valued at historical cost, the historical exchange rate will be applied to the historical cost in foreign currency of the financial statement item.  

· For the financial statement elements that would normally be valued at fair value, the current exchange rate will be applied to the fair value in foreign currency of the financial statement item.

· Foreign exchange gains/losses are reported in net income.

· The average rate is the average of historical rates.

· The above practices will preserve the normal basis of valuation of these financial statement elements and presents the results as if the parent itself had entered into these transactions in the first place.

4. Prepare translated financial statements using the current-rate method and explain why the reporting enterprise’s exposure to exchange rate changes is limited to its net investment if the investment is a self-sustaining foreign operation

· The current-rate method translates assets and liabilities at the closing rate, revenues and expenses at the rates in effect when the revenues and expenses were recognized in income, and dividends and share capital at the historical rates.

· Foreign exchange gains/losses are reported in OCI.  When the investment is sold, the foreign exchange gains/losses will be taken out of OCI and reported in net income.

· Since the foreign operation is financially and operationally independent, the exposure to exchange rate changes is limited to the net investment in the foreign operation i.e. the net difference between assets and liabilities.  Accordingly, all assets and liabilities are revalued at the same rate i.e. the closing rate.  
· When the closing rate is applied to the historical cost of an item in foreign currency, the resulting figure is neither historical cost nor fair value in Canadian dollars. Consequently, the normal basis of valuation is not preserved for certain financial statement items.

5. Calculate and translate the acquisition differential for a purchased foreign subsidiary 


· When calculating the acquisition differential, each component of the calculation must be translated into the reporting currency.

· The exchange rate in effect on the date of acquisition is used to translate each of the underlying assets and liabilities.  DO NOT use the exchange rate in effect when the subsidiary acquired the assets/ liabilities prior to acquisition.

· Under the current rate method, the yearly amortization and impairment are translated at the average exchange rate for the current year and the unamortized amount at the end of the year is translated at the closing rate. The resulting gain/loss is included in OCI and is segregated between controlling and NCI.

· Under the temporal method, the yearly amortization/impairment is usually translated at historic rates and there is no resulting gain/loss from this translation.  Only the acquisition differential relating to monetary items is translated at the closing rate and the exchange adjustment is reported in net income.


6. Use translated financial statements to prepare consolidated financial statements, particularly in situations where there is a acquisition differential and a non-controlling interest 


· First translate the financial statements using the principles and techniques learned in chapters 10 and 11.  Then, consolidate using the principles and techniques learned in chapters 3 through 9.

· The investment account is replaced with the assets and liabilities of the subsidiary, the unamortized acquisition differential and the NCI.

· The acquisition differential is not recorded on the subsidiary’s books but only appears on the consolidated worksheet.  Foreign exchange gains/losses pertaining to the acquisition differential will only be included on the consolidated worksheet.

Chapter 12


1. Explain the similarities and differences between the financial reporting objectives of not-for-profit and profit-oriented organizations

· The objectives of reporting for NFPO and profit-oriented companies (POC) are very similar.  Both want information that will assist users:

· In making resource allocation decisions

· In assessing management performance

· In assessing stewardship

· One difference is how they make their resource allocation decisions.  For NFPO, users want to assess the efficiency and effectiveness of the NFPO, that is, whether the entity is achieving its objectives at the lowest possible cost.  For POC, the users want to assess profitability and return on their investment.

· The fundamental difference is the relative differences in the users’ interest in the ability of the entity to earn a profit. 

· In both cases, the information should be reliable, timely and useful to readers.

· IN DECEMBER 2010, THE CICA RELEASED THE NEW STANDARDS FOR NOT-FOR-PROFIT ORGANIZATIONS (NFPOS). AS EXPECTED, THE STANDARDS FOR GOVERNMENT NFPOS ARE INCLUDED IN THE PUBLIC SECTOR ACCOUNTING HANDBOOK. THE STANDARDS FOR NON-GOVERNMENT NFPOS ARE NOW INCLUDED IN PART III OF THE CICA HANDBOOK AND ARE EFFECTIVE FOR FISCAL YEARS BEGINNING ON OR AFTER JANUARY 1, 2012. EARLIER APPLICATION IS PERMITTED. UNTIL PART III IS APPLIED, NFPOS MUST APPLY PART V. ► THE TEXTBOOK ONLY DEALS WITH STANDARDS FOR NON-GOVERNMENT NFPOS. 

· NON-GOVERNMENT NFPOS MUST FOLLOW PART I OF THE CICA HANDBOOK OR PART III COMBINED WITH RELEVANT SECTIONS FROM PART II. THE 4400 SERIES OF STANDARDS IN PART III ARE SUBSTANTIALLY THE SAME AS THE 4400 SERIES OF STANDARDS IN PART V. ► THE TEXTBOOK REFERS TO THE STANDARDS IN PART V. 

2. Describe the not-for-profit accounting practices currently mandated in the CICA Handbook

· The accrual basis of accounting is used to better present the financial position and results of operations.  

· Expenses are recognized when goods or services are used or consumed.  

· Fund accounting can be used.  Program reporting can also be used.

· Contributions receivable should be recognized as an asset when the amount to be received can be reasonably estimated and ultimate collection is reasonably assured.  The credit side of the entry would follow the rules for revenue recognition. 

2. Describe the not-for-profit accounting practices currently mandated in the CICA Handbook (continued)
· When a NFPO controls another NFPO, consolidated financial statements should be prepared or summarized financial information for the controlled entity should be disclosed.

· Related party transactions should be disclosed.

· NFPO with annual revenues in excess of $500,000 should capitalize their capital assets and amortize them over their useful lives.  This practice will present a better measure of the total cost of operating the NFPO on a year-by-year basis.

· Collections held by NFPO need not be capitalized and amortized since they have unlimited lives.  Details of the collections should be disclosed in the notes.

· Contributions of materials and services may be recognized if the donated materials and services are used in normal operations, would otherwise have been purchased and a fair value can be reasonably determined. Some disclosure recommendations include description and scope of the organization, external restrictions on contributions, and interfund transfers
· Net assets invested in capital assets is no longer required to be shown separately in the net assets section of the balance sheet. This amount can be shown as an internal restriction and grouped with other restricted net assets, disclosed in the notes or not dealt with as a separate component.

· When an NFPO acts as a principle in a transaction, revenues and expenses are to be reported at their gross amounts.

· When an NFPO allocates fundraising and general support costs to other functions, the basis on which allocations have been made and the amounts allocated from/to these functions should be disclosed.

3. Explain the purpose of fund accounting


· Fund accounting involves a segregation of the accounting records in a self-balancing set of accounts for each fund established by legal, contractual or voluntary action of an organization

· It allows organizations to separately monitor different sources of revenue, diverse activities, and specific resources.

· Separate funds can be set up regardless of the method of accounting for contributions.  However, the same method should be used for all contributions.  


4. Prepare journal entries and financial statements using the deferral method and the restricted fund method of recording contributions


· Journal entries should be segregated by fund.

· The statement of financial position for NFPO consists of sections for assets, liabilities and fund balances. NFPO do not issue shares so there is no contributed capital.  Instead of retained earnings, NFPO have a fund balance or net assets section.

· The fund balances/net assets section will be segregated between endowments, internally restricted amounts and unrestricted amounts. These balances represent the cumulative surplus/deficit.

· The statement of operations is similar to the income statement.  It includes revenues and expenses. Instead of net income, the last line is usually called excess of revenues over expenses.  

· The statement of changes in fund balances/net assets is similar to the statement of changes in equity.  It includes the balance at the beginning of the year, excess of revenues over expenses, interfund transfers and the balance at the end of the year.

· The statement of cash flows for NFPO is the same as the statement for a POC except that financing and investing activities may be presented together. 

5. Summarize the difference between the deferral method and the restricted fund method of accounting for contributions

· When the restricted fund method is used

· Restricted contributions for which a separate restricted fund has been established should be recognized as revenue of the restricted fund in the current period

· Other contributions should be accounted for using the deferral method

· Under the deferral method, revenues are matched to expenses as follows:

· If the contribution is for expenses of the current year or is unrestricted, revenue is recognized in the current year

· If the contribution is for expenses of a future year, then revenue is deferred and recognized in the future year

· If the contribution is for capital assets that will be amortized, then revenue is deferred and amortized as the capital assets are amortized

· If the contribution is for an endowment or for capital assets that will never be amortized, then the contribution is never shown as revenue but is credited directly to net assets/fund balance (surplus)

6. Explain the use and the workings of a budgetary control system that uses encumbrances  

· Budgeting accounts are incorporated into the accounting and reporting system as a means of monitoring the activities of the organization.

· When the software does not allow for inputting budget information in separate columns, the budgeted revenues and expenditures can be put into the regular general ledger accounts in reverse fashion to the actual amounts as follows:

· DR
Estimated revenues

80

(a) CR
Appropriations for expenditures
78

(b) CR
Budgetary fund balance

  2

· The encumbrance system requires all commitments to be formally recorded in the accounting records at the time the commitment is made.  It shows what resources have been committed for a specific purpose and controls the use of funds.

· To record a commitment (e.g. a purchase order is issued):
DR
Encumbrance (similar to an expense)


10,000

CR
Estimated commitments (similar to a payable)
10,000

· When the goods or services are received, the above entry is reversed and the purchase is recorded at its actual amount using the following entry:
DR
Purchases or expense


8,500

CR
Accounts payable


8,500

· Neither the encumbrance nor estimated commitments accounts meet the definition of an asset, liability, revenue or expense. When the encumbrance is set up there is only an intention or commitment to purchase but since the items are yet to be received no legal liability exists to pay for them. Accordingly, at year-end, any outstanding encumbrances and commitments are reversed or are offset against each other and are not reported on the entity’s financial statements.


7. Analyze and interpret not-for-profit financial statements

· The financial statements of a NFPO should be analyzed to assess:

· NFPO’s ability to meet its financial obligations both short and long term

· The cost of services provided and how those costs are funded

· NFPO’s financial ability to maintain or improve the level and quality of its programs

The performance of the NFPO in the management of its financial resources for which it has been entru
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