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PRIMER 

INTRODUCTION 
Advanced Financial Reporting introduces a number of advanced accounting concepts 
such as consolidations, foreign exchange, and accounting for not-for-profit 
organizations.  

PART 1: ACCOUNTING FOR SIGNIFICANT INFLUENCE AND CONTROL 
INVESTMENTS  

Governing standards  
This material reflects IAS 28 Investments in Associates and Joint Ventures, IFRS 9 
Financial Instruments, IFRS 3 Business Combinations, and IFRS 10 Consolidated 
Financial Statements.  

Strategic investments in financial assets  
Strategic investments generally include an investment in the shares of another company 
with the goal of a longer-term relationship with that company. The various classes of 
investments, as categorized by IFRS based on their nature, and the corresponding 
standards are shown below: 

 

As the figure shows, passive investments (less than 20%) follow IFRS 9 Financial 
Instruments, associate investments (20%-50%) follow IAS 28 Investments in Associates 
and Joint Ventures, joint venture investments follow IFRS 11 Joint Arrangements and 
IAS 28 Investments in Associates and Joint Ventures, joint operation investments follow 
IFRS 11 Joint Arrangements, and subsidiary investments (control less than 50%) follow 
IFRS 3 Business Combinations and IFRS 10 Consolidated Financial Statements. 
The first of these five categories, passive investments, is considered non-strategic. 
There are therefore four distinct categories of strategic investments. 



Advanced Financial Reporting  Primer 

 2 / 62 
 

The equity method  
Investments in associates and joint ventures are accounted for using the equity 
method, which is applied in the same manner to both types of investments. This “one-
line consolidation” method essentially collapses income earned from the investment 
into one line item in the statement of comprehensive income; it similarly reports the 
investor’s ownership interest in the individual assets and liabilities of the associate or 
joint venture in one line on the statement of financial position.  

Investments in associates  
IAS 28 defines an associate as an entity over which the investor has significant 
influence, or the power to participate in the financial and operating policy decisions of 
the company, and provides guidance for determining the presence of significant 
influence. Investments in associates occur when the investor holds between 20% and 
50% of the voting shares of the investee, giving the investor significant influence. The 
investor has some ability to affect the associate’s performance and the return on its 
investment, which is why these are accounted for using the equity method.  

Initial measurement: Investments in associates are initially recognized at cost (the 
amount of cash or cash equivalents paid or the fair value (FV) of the other 
consideration given up to acquire an asset at the time of its acquisition). The 
difference between the price paid for an investment and the carrying (or book) value 
of the identifiable net assets (INA) acquired × the percentage ownership purchased is 
called the acquisition differential (AD).  

Once the AD is calculated, it is allocated to the individual assets and liabilities of the 
associate that have an FV that differs from the carrying value at the date of acquisition. 
Any amount in excess of the cost of the investment over the investor’s share of the net 
FV of the investee’s INA is accounted for as goodwill. (The opposite of goodwill is a 
bargain purchase, which occurs when the cost of the investment is less than the 
investor’s share of the net FV of the investee’s INA.) If a company paid $200,000 cash 
to acquire 30% of the ordinary shares of XYZ Co., with carrying values of net assets at 
the acquisition date of $400,000 and FVs of the INA approximating their carrying values, 
the goodwill is $200,000 – ($400,000 × 30%) = $80,000. As the FV and carrying value 
of the net assets are the same, the AD is equal to the amount of goodwill acquired in the 
transaction. 

Subsequent measurement: At year end, the company recognizes its proportionate 
share of the investee’s (associate’s) profit or loss for the year on the statement of 
comprehensive income (per IAS 28.03).  

The investor reports its investment in the associate on the statement of financial 
position under the equity method as non-current assets unless they are held for sale. 
The investment account is increased by the investor’s proportionate share of the 
associate’s comprehensive income as reported in the associate’s statement of 
comprehensive income, and reduced by the amount of dividends received or 
receivable from the associate.  
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If there is a difference between the carrying value and the FV of the net identifiable 
assets acquired, the AD needs to be amortized in subsequent periods. The amortization 
reduces the investment account and the investment income from associate that is 
reported. Additionally, if the investment is found to be impaired, the loss reduces the 
carrying amount of the investment in the associate. Impairment losses recorded by the 
investor can be subsequently reversed to the extent that the recoverable value of its 
investment subsequently increases.  

Business combinations (subsidiaries)  
IFRS 3 Business Combinations defines a business combination as a transaction or 
other event in which an acquirer obtains control of one or more businesses. The 
acquirer is referred to as the parent and the acquired entity is referred to as the 
subsidiary.  

There are three main ways in which a business combination can be achieved:  

• The purchase of assets: The parent buys the net assets of the subsidiary, leaving 
the selling company with cash (or other consideration).  

• The purchase of shares: The parent company purchases sufficient ordinary shares 
of the subsidiary to gain control, and reports results using consolidated financial 
statements.  

• A contractual arrangement: The parent signs an agreement with the subsidiary in 
which the shareholders of the subsidiary give up control to the parent, and the 
parent reports results using consolidated financial statements.  

Investments in subsidiaries can be recorded in the parent’s accounting records using 
the cost method, at FV through profit or loss in accordance with IFRS 9, or using the 
equity method. However, for reporting purposes, consolidated financial statements are 
normally required, and the investment in subsidiaries accounts are removed and 
replaced with the individual assets and liabilities of the subsidiaries, in accordance 
with IFRS 10. 

Overview of consolidation procedures  
The parent and any subsidiaries are legally required to maintain their own accounting 
records, prepare separate entity financial statements, and file their own tax returns.  

Consolidated financial statements are prepared using the parent and the subsidiary’s 
individual financial statements as a starting point, and present in the end the financial 
results as if the parent had purchased the assets of the subsidiary, instead of its shares. 
From an accounting perspective, the two companies are a single economic entity, 
regardless of the fact that they are separate legal entities.  
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Consolidation framework  
Accounting for business combinations is as follows:  
1. Calculate and allocate the AD.  
2. Prepare an AD amortization and impairment schedule.  
3. Prepare a schedule detailing intercompany transactions and balances for the 

period.  
4. Prepare a schedule detailing unrealized and realized profits on intercompany 

transactions.  
5. Calculate net income attributable to the shareholders of the parent and the amount 

attributable to non-controlling interest (NCI).  
6. Calculate NCI on the statement of financial position.  
7. Calculate consolidated retained earnings.  
8. Use the information from the previous steps, together with the parent’s and the 

subsidiary’s separate financial statements, to produce consolidated financial 
statements for the period.  

Allocating the AD  
When the parent acquires 100% of the subsidiary’s shares, it has a 100% interest in 
the net assets and profit of the subsidiary. Suppose, however, the parent obtains 
control by acquiring less than 100% of the outstanding shares. If the parent acquired 
80% of the voting shares, it still controls the subsidiary through voting power. During 
the subsidiary’s life, however, 20% of the distributed profit (dividends) belongs to the 
remaining shareholders of the subsidiary, and upon dissolution, 20% of the net assets 
belong to the non-controlling shareholders. While the non-controlling shareholders 
have a financial interest in the subsidiary, they do not exercise control over it; hence, 
they are collectively referred to as the non-controlling interest in the subsidiary.  

Because 100% of the subsidiary’s net identifiable assets are included in the 
consolidated financial statements, the parent must recognize and measure the NCI’s 
claim on the net assets and profitability of the subsidiary. There are two methods of 
valuing the NCI: the fair value enterprise (FVE) method and the INA approach (refer to 
IFRS 3.19). The price paid to acquire control must be determined before the value of 
the NCIs at the acquisition date can be established.  

Recognition and initial measurement of NCI and goodwill (INA approach)  
The NCI is measured as its percentage claim on the FV of the INA at the acquisition 
date. As goodwill is not an identifiable asset, it is excluded from the determination of 
NCI when the INA approach is used. If a company paid $240,000 to acquire 60% of the 
ordinary shares of XYZ Co., and the carrying values of INA equal the FV of $200,000 on 
the acquisition date, the NCI equals $80,000 ($200,000 × 40%). That is, NCI is equal to 
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40% of the value of the INA. As a result, any goodwill calculated on the acquisition date 
is fully attributable to the parent.  

Recognition and initial measurement of NCI and goodwill (FVE method)  
The NCI is measured as its percentage claim on the FV of the net assets at 
acquisition date. Note that the term “net assets” is used, rather than “INA.” Thus, 
under the FVE method, the value of goodwill is included in the determination of NCI. 
The implied total firm value is determined from the purchase price paid by the parent. 
Using the same example as above, first determine the value of the company had 
100% been bought:  $240,000 ÷ 60% = $400,000. The NCI is therefore $400,000 × 
40% = $160,000. That is, NCI is equal to 40% of the implied value of the entire 
company. 

The only conceptual difference between these two methods is that the FVE method 
allocates goodwill to the NCI, whereas the INA approach does not.  

AD amortization and impairment schedule 
The purpose of consolidated financial statements is to present the group’s financial 
results in the same way as if the parent had acquired control by way of an asset 
purchase. If the assets had been purchased, they would be recorded in the parent’s 
books at their fair market value on the date purchased. Instead, they are recorded on 
the subsidiary’s books at net book value (BV). The AD schedule records the difference 
between FV and BV for each asset and liability, and amortizes this difference over the 
remaining life of the asset or liability, on the same basis as the related asset/liability is 
amortized in the subsidiary’s books. The AD schedule is instrumental in ensuring that 
the consolidated financial statements are accurately prepared. 

Consider the following example: Alison Co. paid $240,000 to acquire 60% of the 
ordinary shares of XYZ Co. The carrying values of net assets equalled their FVs of 
$175,000 at acquisition, with the exception of inventory.  

The following additional information is provided: 

• ordinary shares = $70,000  

• retained earnings = $105,000  

• inventory FV = $152,000; BV = $120,000 
Item INA FVE 

Cost of investment (60% ownership)         $240,000          $240,000 
NCI 82,8001 160,0002 
Implied total firm value           322,800           400,000 
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Next, the BV of XYZ’s INA needs to be removed from the implied total firm value: 

Ordinary shares3 70,000         70,000 
Retained earnings 105,000       105,000  
Acquisition differential 147,800      225,000 

This amount now needs to be allocated to the INA to determine the amount to allocate 
to goodwill:      

Inventory (FV – BV): $152,000 – $120,000          32,000        32,000   
      
Allocated portion of AD                32,000            32,000   
       
Goodwill            $115,800        $193,000 

1 40% of FV of INA: ($175,000 + $32,000) × 40% 

2 40% of whole value of XYZ Co.: ($240,000 / 60% = $400,000) × 40% 
3 The AD is the difference between the FV and the BV of the subsidiary’s INA. 
Standard practice is to use the subsidiary’s equity accounts as a shortcut to 
determine net assets, based on the accounting equation, where Equity = Assets 
– Liabilities. 

Practice questions 
1. Multiple-choice questions: 

i. On January 1, Year 1, Rich Corp. acquired 400,000 shares of Baggle Ltd. at 
$25 per share, for a total price of $10,000,000. This investment allows Rich 
Corp. to participate and provide guidance in the financial and operating policy 
decisions of Baggle Ltd. 

How should this investment in an associate be recorded? 

a) This should be recorded using the cost method. 
b) This should be recorded using the equity method. 
c) This should be recorded using the equity or cost method. 
d) This should be consolidated with the parent. 

Solution 

Option b) is correct. Rich Corp. must use the equity method, as the investment in the 
associate is a significant influence investment. 

Options a), b), and c) are incorrect. As Rich Corp. exercises significant influence, the 
equity method should be used.  



Advanced Financial Reporting  Primer 

 7 / 62 
 

ii. Mantua Co. paid $140,000 cash to acquire 60% of the ordinary shares of Blue 
Co., and uses the INA approach to determine NCI. Additional information 
available at acquisition: 

 

What is the amount of goodwill paid by Mantua Co. at the acquisition of 
Blue Co.? 

a) $40,000  
b) $66,800 
c) $80,000 
d) $111,333 

Solution 

Option b) is correct. 

Explanation Amount 
Cost of investment $140,000   
NCI: INA approach ($100,0001 + $22,0002) × 40%     48,800   
Implied transaction value (INA approach) 188,800   
Less: BV of Blue Co. ($55,000 + $45,000) (100,000) 
Acquisition differential 88,800   
Less: allocation — inventory (FV – BV) = $32,000 – $10,000     22,000  
Goodwill $  66,800   

Option a) is incorrect. You assumed 100% ownership, and did not calculate the 
NCI: $140,000 – $55,000 – $45,000 = $40,000 

Option c) is incorrect. You used net identifiable assets at BV and did not 
account for the FVs: 

NCI = BV of the net identifiable assets × 40% = ($160,700 – $60,700) × 40%  = 
$100,000 × 40% = $40,000 
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Goodwill = AD = $140,000 + $40,000 – $100,000 = $80,000 

Option d) is incorrect. You used the FVE method rather than the INA method. 
Implied transaction value = $140,000 / 60% = $233,333 
AD = $233,333 – $55,000 – $45,000 = $133,333 
Goodwill = $133,333 – $22,000 = $111,333 

iii. GMS Ltd. is a small manufacturing company. Its balance sheet at 
December 31, 20X5 (BVs), is as follows:  

Account Amount 
Cash $     45,000 
Accounts receivable 100,000 
Land 300,000 
Trucks (net) 170,000 
Equipment (net) 2,600,000 
Building (net)   1,085,000 
Total assets $4,300,000 

Accounts payable $     90,000 
Long-term note payable 2,700,000 
Mortgage payable 760,000 
Ordinary shares 530,000 
Retained earnings      220,000 
Total liabilities and shareholders’ equity $4,300,000 

LB Ltd. acquired 75% of the ordinary shares of GMS Ltd. At the time of the 
acquisition, the FVs of GMS Ltd.’s INA approximated their carrying values with 
the exception of land, which had an FV of $430,000. LB Ltd. paid $1,500,000 to 
purchase the shares. How much would be attributed to NCI at acquisition, if 
GMS Ltd. uses the FVE approach?  

a) $187,500 
b) $220,000 
c) $500,000 
d) $673,333 

Solution 

Option c) is correct. 

Item Amount 
Cost of acquisition $1,500,000 
Implied cost of whole entity (100%): $1,500,000 / 75% 2,000,000 
NCI FVE approach: $2,000,000 × 25%  500,000 

Option a) is incorrect. You used the INA approach, without the adjustment for 
FV: ($530,000 + $220,000) × 25% = $187,500. 
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Option b) is incorrect. You used the INA approach: ($530,000 + $220,000 + 
$430,000 – $300,000) × 25% = $220,000. 

Option d) is incorrect. You combined the INA approach with the FVE approach, 
adding the FV adjustment of the land to the cost of acquisition: ($1,500,000 + 
$130,000) ÷ 75% = $2,173,333 – $1,500,000 = $673,333. 

2. Sensational Inc. paid $240,000 cash to acquire 80% of the ordinary shares of 
Amazing Inc. on December 31, 20X5. Amazing Inc.’s statement of financial position 
at the time of acquisition and the FVs of the INA are as follows:  

Amazing Inc.  
Statement of financial position  

As at December 31, 20X5  

 

* The patent has not previously been recorded.  

Required:  
a) Use the INA approach to allocate the AD and determine goodwill and NCI.  
b) Use the FVE method to allocate the AD and determine goodwill and NCI. 
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Solution 

CPA Way step: Analyze Major Issues 

a) INA approach — NCI is $36,600 and goodwill is $93,600, as determined 
below:  

Cost of investment (80% ownership)     $240,000 
NCI: 20% of FV of INA  
($105,0001 + $78,000)2 × 20% 

 
        36,600 

Implied transaction value using the INA approach       276,600 
Less: BV of Amazing Inc. 
  Ordinary shares         $55,000   
  Retained earnings          50,000   105,000 
AD      171,600  

Less: allocation to INA 

Identifiable assets                                   FV – BV 
Investments at amortized cost  22,000 – 20,000 =     $  2,000     
Inventory 12,000 – 10,000 =         2,000     
Equipment  140,000 – 120,000 =   20,000     
Patent  50,000 – 0 =                50,000 

 
Liabilities     
Bonds payable  26,000 – 30,000 =        4,0001    
Allocated portion of AD      78,000 

$  93,600Goodwill (unallocated portion of AD)    

1 When liabilities have an FV less than BV, the net assets of the 
subsidiary are understated. This results in a positive allocation of the 
AD, not a deduction. To illustrate: A building with an FV and BV of 
$100,000 was financed by a mortgage with a BV of $40,000. Due to 
fluctuating interest rates, the FV of the mortgage is $36,000. If the 
building is acquired and the mortgage transferred, the value of the 
net asset is $100,000 – $36,000 = $64,000, not $100,000 – $40,000 
= $60,000. The purchaser pays more because the liability is 
overstated on the books. 

2 The FV of the INA is determined by adding the net FV increment (in 
this case, $78,000) to (or subtracting the net FV decrement from) the 
subsidiary’s equity ($105,000).  
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b) FVE method — NCI is $60,000 and goodwill is $117,000 as 
determined below: 

Cost of investment (80% ownership) $240,000 
NCI: $240,000 / 80% × 20%     60,000 
Implied enterprise value using the FVE method   300,000* 
Less: BV of Amazing Inc. 
Ordinary shares    $55,000 
Retained earnings       50,000  

 105,000 
AD   195,000 

Less: allocation to INA  

Identifiable assets FV – BV 
Investments at amortized cost  22,000 – 20,000 = $  2,000 
Inventory                                   12,000 – 10,000 =     2,000 
Equipment                             140,000 – 120,000 =   20,000 
Patent                                                 50,000 – 0 =   50,000 

Identifiable liabilities 

Bonds payable                          26,000 – 30,000 =     4,000 
    
Explained portion of AD                                        78,000 
Goodwill (unexplained portion of AD)                                     $117,000 

* Note alternate calculation: $240,000 / 0.8 = $300,000  
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PART 2: SUBSEQUENT MEASUREMENT OF CONTROL INVESTMENTS 
Legally, companies must keep separate accounting records. However, consolidated 
financial statements present the results of the parent and any subsidiaries as a single 
accounting entity, irrespective of the legal structure. In the same way as the claim of the 
NCI on the net assets of the subsidiary is reported separately in the equity section of the 
statement of financial position, the NCI’s share in the subsidiary’s profit or loss for the 
period is recognized separately on the profit or loss portion of the consolidated 
statement of comprehensive income.  

AD amortization and impairment schedule  

The AD schedule is created at acquisition and updated each year, prior to preparing 
consolidated financial statements. Recall the information presented in the Alison Co. 
example in Part 1. During 20X4, the year of acquisition, the following occurred: 

• The cash-generating unit was determined to be impaired by $1,500. 100% of the 
impairment was allocated to goodwill. 

• All the inventory owned was sold to an outside party. 

The AD calculated at acquisition must be updated to reflect the above information. 
Using the INA approach, you can see the first column is at acquisition and is the same 
as what was presented in the Part 1 example. 

AD amortization and impairment schedule to the end of 20X4: 

Item 

At acquisition 
 (SFP)  

Jan. 1, 20X4 
SCI  

Dec. 31, 20X4 
SFP  

Dec. 31, 20X4 
Inventory  $ 32,000 $32,000 — 
Goodwill   115,800 1,500 $114,300
Total $147,800 $33,500 $114,300 
Attributed to parent (60% FV 

increment + 100% goodwill) 135,000 20,700 114,300 
NCI (40%) 12,800 12,800  — 

You can see from above that the AD for inventory is completely eliminated due to the 
inventory sold in 20X4. The AD is expensed on the SCI, and its value on the SFP is now 
zero. You can also see that the goodwill impairment is expensed on the SCI, thus 
reducing its value on the SFP. Under the calculation, the amounts attributed to the 
parent and the NCI are shown. The parent is allocated 100% of the goodwill, as only the 
parent’s share of the goodwill was recognized and included in the AD schedule upon 
purchase of the company. Because Alison purchased 60% of XYZ, Alison is allocated 
60% of the FV increment related to the identifiable assets, which had an FV greater 
than their carrying value (BV). When companies use the FVE method, 100% of the 
goodwill is included in the implied transaction price. This results in 100% of the goodwill 
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appearing in the AD schedule, and the goodwill is therefore allocated proportionately 
between the parent and the subsidiary, not 100% allocated to the parent. 

Consolidation — 100% ownership  

The consolidated statement of comprehensive income is prepared by combining, on a 
line-by-line basis, 100% of the parent’s income and expenses with 100% of the 
subsidiary’s income and expenses. The consolidated statement of financial position is 
prepared by combining, on a line-by-line basis, 100% of the parent’s assets and 
liabilities with 100% of the subsidiary’s assets and liabilities. The objective with 
consolidation is to report the same amounts that would be reported if the parent had 
purchased the net assets directly, instead of obtaining control over those assets through 
the purchase of shares. Consolidated retained earnings is calculated as the opening 
consolidated retained earnings, plus 100% of the consolidated net income, less 
dividends declared by the parent. On the date the subsidiary is acquired, the retained 
earnings of the parent are also the opening consolidated retained earnings. Exceptions 
to these rules are similar to those shown in the section that follows, except that there 
are no NCI adjustments. 

Consolidation — Less than 100% ownership 

While the process used to prepare the consolidated statement of comprehensive 
income for a non-wholly owned subsidiary is much the same as for 100% ownership, 
there are three key differences:  

• The consolidated net income must be allocated or “attributed” to the controlling 
(parent) and non-controlling (NCI) shareholders of the subsidiary.  

• The amortization of the AD must be allocated between the parent and the NCI.  

• When dividends are declared or paid by the subsidiary, the portion pertaining to the 
parent is removed from the parent’s income and deducted from the investment in 
subsidiary, as if the equity method was used. Since the investment in the subsidiary 
is removed and replaced by the individual tangible assets and liabilities of the 
subsidiary, only the removal of dividend income received by the parent is adjusted 
upon consolidation. 

When preparing a consolidated statement of financial position for a non-wholly owned 
subsidiary, a portion of net assets of the subsidiary must be allocated to NCI. 

Consolidated retained earnings are only increased by the parent’s share of the profit 
earned by the subsidiary after the subsidiary was acquired. The consolidated statement 
of retained earnings at less than 100% ownership requires specific calculations, as 
shown in the example below. 

Continuing with the Alison Co. example, assume that XYZ was acquired on January 1, 
20X4. A consolidated statement of comprehensive income for the period ended 
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January 1, 20X4, is not prepared as the time of reporting is assumed to be immediately 
following acquisition, and the parent is only entitled to the subsidiary’s income after the 
acquisition date. A consolidated statement of comprehensive income at acquisition date 
would therefore be identical to the parent’s stand-alone financial statement and would 
not provide any useful information. 

Alison and XYZ’s statements of financial position at acquisition are as follows: 

Statements of financial position 
As at January 1, 20X4 

Account Alison Co. XYZ Co. 
Cash  $ 968,080   $ 80,000  
Inventory 523,000 120,000 
Investment in XYZ Co. 240,000 — 
Goodwill — —
Total assets $1,731,080 $200,000 

Accrued liabilities  $ 8,000  $ 25,000 
Ordinary shares 120,000 70,000 
Retained earnings 1,603,080 105,000 
Non-controlling interest — —
Total $1,731,080 $200,000 

To prepare the consolidated statement of financial position at acquisition, start with the 
AD schedule above. The illustration that follows uses the INA approach.  

Statements of financial position 
As at January 1, 20X4 

Account Alison Co. XYZ Co. 
+/– 

adjustment Note Consolidated 
Cash  $ 968,080   $ 80,000   $1,048,080  
Inventory 523,000 120,000   $ 32,000 1  675,000  
Investment in XYZ Co. 240,000 —  (240,000) 2 —
Goodwill — — 115,800 1 115,800
Total assets $1,731,080 $200,000 $ (92,200)  $1,838,880 

Accrued liabilities  $ 8,000  $ 25,000 —   $ 33,000  
Ordinary shares 120,000 70,000  $ (70,000) 2  120,000  
Retained earnings — — — 2  1,603,080  
Non-controlling interest — —   82,800 1 82,800 
Total $1,731,080 $200,000  $ (92,200)  $1,838,880  
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Notes:  
1. These figures come from the AD schedule prepared in Part 1. 
2. Since the objective of consolidation is to present the financial statements as if the 

parent had purchased the assets directly, the investment in the subsidiary is 
eliminated and replaced in the consolidated statements by the net assets of the 
subsidiary reported at FV, goodwill arising upon acquisition, and the NCI, if any. It is 
standard practice to eliminate the subsidiary’s share capital and to calculate the 
ending consolidated retained earnings directly rather than post all the entries to the 
worksheet. This elimination reflects the economic reality of the investment, 
regardless of the legal form used to acquire control of the assets. 

Now assume it is December 31, 20X4, the end of the first year subsequent to 
acquisition. Separate entity statements are presented below. 

Statements of comprehensive income 
For the year ended December 31, 20X4 

Account Alison Co. XYZ Co. 
Sales $1,195,000  $517,500  
Total revenue 1,195,000   517,500  
Cost of goods sold 750,000   150,000  
Other expenses   51,000    117,500  
Net income  $ 394,000   $250,000  

Statements of financial position 
As at December 31, 20X4 

Account Alison Co. XYZ Co. 
Cash $1,295,580  $345,200  
Inventory 629,500 89,800 
Investment in XYZ Co. 240,000 —
Goodwill — —
Total assets $2,165,080 $435,000 

Accrued liabilities $ 48,000 $ 10,000 
Ordinary shares 120,000 70,000 
Retained earnings 1,997,080 355,000 
Non-controlling interest — —
Total $2,165,080 $435,000 

To prepare the consolidated statement of comprehensive income, add both the parent 
and the subsidiary’s revenues and expenses together. Note that the amortization of the 
AD is entered in the adjustment column. None of the adjustments made during 
consolidation is posted to the accounting records of the parent or subsidiary, so all are 
documented as adjustments on the working paper. All the inventory was sold during the 
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year, so the entire difference between the BV and the FV needs to be expensed to the 
cost of goods sold. Additionally, as goodwill was found to be impaired, this needs to be 
expensed as well. 

Statements of comprehensive income 
For the year ended December 31, 20X4 

Account Alison Co. XYZ Co. 
 +/–

adjustment Consolidated 
Sales $1,195,000  $517,500  $1,712,500  
Total revenue 1,195,000   517,500   1,712,500  
Cost of goods sold 750,000   150,000  $32,000  932,000  
Other expenses  1,000   117,500   168,500  
Goodwill impairment 
loss — — 1,500 1,500 
Net income  $ 394,000  $250,000   $ 610,500  

After this has been calculated, the amount of net income must be allocated between 
Alison and the NCI. 

Item Alison Co. NCI Total 
Net income  $394,000 —   $394,000 
XYZ net income, attributed   150,000  $100,000   250,000 
Less: AD amortization   (20,700)   (12,800)   (33,500) 
Net income, attributable to  $523,300  $ 87,200   $610,500 

XYZ’s net income is attributed based on the percentage of ownership, while the AD 
amortization can be found at the bottom of the AD schedule prepared above, where it 
was already attributed to Alison and NCI. 

Next, the consolidated statement of retained earnings is prepared and the NCI is 
calculated. 

Consolidated statement of retained earnings 
Account Amount 
Opening retained earnings (Note 1 below) $1,603,080 
Plus net income attributable to Alison (from above)   523,300  
Ending retained earnings $2,126,380  

NCI — 
Ordinary shares of subsidiary at year end  $ 70,000 
Retained earnings of subsidiary at year end   355,000  
Subsidiary equity  $ 425,000 
NCI’s % ownership   40% 

  $ 170,000 
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Note 1: At the date of acquisition of the subsidiary, the parent’s retained earnings are 
the opening consolidated retained earnings. 

These calculated amounts are used in the equity section of the consolidated statement 
of financial position. 

Statements of financial position 
As at December 31, 20X4 

Account Alison Co. XYZ Co. 
 +/– 

adjustment Consolidated 
Cash $1,295,580  $345,200  — $1,640,780  
Inventory 629,500 89,800 — 719,300  
Investment in XYZ Co.1 240,000 —   $(240,000) —  
Goodwill2 — —  114,300    114,300  
Total assets $2,165,080 $435,000 — $2,474,380  

Accrued liabilities  $ 48,000  $ 10,000 —  $ 58,000  
Ordinary shares1 120,000 70,000  (70,000) 120,000  
Retained earnings3 1,997,080 355,000 — 2,126,380  
Non-controlling 
interest3 — — —   170,000  
Total $2,165,080 $435,000 — $2,474,380 

Notes: 
1. Similar to what is done at acquisition, the investment in the subsidiary is removed 

and replaced by the assets and liabilities reported on the subsidiary’s statement. It is 
standard practice to remove the subsidiary’s ordinary shares. 

2. This is the goodwill calculated at December 31, 20X4, from the AD schedule above. 
3. These are the amounts calculated in the consolidated statement of retained earnings 

and NCI. NCI can also be calculated as $82,800 opening balance + $87,200 
allocated net income amount = $170,000.
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Practice questions 

1. Multiple-choice questions: 

i. In January 20X7, ABC Ltd. acquired 100% of DEF Ltd.’s assets for $111,000 in 
cash. The statements of financial position of the two companies at the end of 
20X6 were as follows: 

Account ABC Ltd. DEF Ltd. 
Current assets $140,000  $ 85,000 
Non-current assets   85,000   55,000 
Total assets $225,000 $140,000 

Liabilities  $ 15,000  $ 29,000 
Ordinary shares 160,000 76,000 
Retained earnings   50,000   35,000 
Total liabilities and equity $225,000 $140,000 

The carrying values of all identifiable assets and liabilities equal their FVs. At the 
acquisition date, what amount would be reported on the consolidated statement 
of financial position for the ordinary share account? 

a) $76,000 
b) $111,000 
c) $160,000 
d) $236,000 

Solution 

Option c) is correct. When consolidating on the date of acquisition, all equity 
accounts of the subsidiary are eliminated. These financial statements were 
prepared before the acquisition, so the investment in subsidiary is not recorded 
yet. The investment is accounted for as an asset on the SFP of ABC, and upon 
consolidation this is replaced by the individual assets and liabilities of the 
subsidiary. 

Option a) is incorrect. You eliminated the equity account of the parent, rather 
than the subsidiary, upon consolidation.  

Option b) is incorrect. This is the purchase price of the investment, not the ending 
value of the ordinary shares. 

Option d) is incorrect. You added together the ordinary shares of both 
companies. The subsidiary’s ordinary shares are eliminated upon consolidation. 
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ii. JMR Inc. purchased 85% of ASJ Ltd. for $840,000 cash on January 1, 20X5. All 
of ASJ’s net identifiable assets of $150,000 were equal to their FVs except for 
the following: 
• Inventory has an FV of $125,000 in excess of BV. 

• ASJ has a customer list that is not currently recorded on the financial 
statements. The FV of the customer list is $258,000.  

The value of equity on acquisition was $150,000. 

At the end of 20X5, the following information is available: 

• All inventory acquired at acquisition was sold during the year. 

• The cash-generating unit was found to be impaired. 100% of the impairment 
loss is allocated to goodwill. The revised value of goodwill is $425,375. 

Assume JMR uses the FVE method. What amount should be attributed to the 
parent in the SCI column at December 31, 20X5, in the AD schedule?  

a) $131,631 
b) $136,110 
c) $154,860 
d) $350,931 

Solution 

Option a) is correct. At acquisition, the implied value of ASJ is $988,235 
($840,000 purchase price divided by 85%). Removing the BV of the equity 
($150,000), the AD is $838,235, and after attributing it to the FV increments of 
the items acquired ($125,000 + $258,000), the goodwill is determined to be 
$455,235. 

Item 
At acquisition 

(SFP) Jan. 1, 20X5 
SCI Dec. 31, 

20X5 
Inventory $125,000 $125,000 
Patent  258,000 — 
Goodwill 455,235 29,860
Total $838,235 $154,860 

Attributed to parent (85%)  $712,500  $131,631 
NCI (15%)  125,735  23,229 

Option b) is incorrect. This uses the INA approach to calculate the amount 
attributed to the parent, but uses the goodwill value obtained through the FVE 
method at the time of acquisition in the INA approach calculations. 125,000 × 
85% + (455,235 – 425,375) = 136,110. 
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Option c) is incorrect. This is the total amount to be recognized on the SCI, not 
the amount attributed to the parent. 

Option d) is incorrect. This uses the FVE method but omits the allocation of the 
acquisition differential to the customer lists when calculating goodwill: 838,235 
AD –125,000 inventory = 713,235 goodwill. Goodwill impairment: 713,235 – 
425,375 = 287,860. Total amortization and impairment: 125,000 + 287,860 = 
412,860. Parent’s share: 412,860 × 85% = 350,931.  

2. On January 1, 20X1, Parker Co. purchased 70% of the outstanding voting shares of 
Schafer Co. for $850,000 in cash. On that date, Schafer had retained earnings of 
$400,000 and ordinary shares of $500,000.  

On the acquisition date, the identifiable assets and liabilities of Schafer had FVs that 
were equal to their carrying values except for the building, which had an FV that was 
$200,000 greater than its carrying value, and long-term liabilities, which had an FV 
that was $100,000 greater than the carrying value. The building had a remaining 
useful life of 10 years on January 1, 20X1, and the long-term liabilities mature on 
December 31, 20X7. Both companies use the straight-line method to calculate all 
depreciation and amortization, so that the AD attributable to each component will be 
amortized on a straight-line basis as well.  

At the date of acquisition, the NCI was calculated using the FVE method. 

The trial balance of Parker and Schafer on December 31, 20X5, was as follows: 

Account Parker Co Schafer Co. 
Cash $50,000 $10,000 
Current receivables 250,000 100,000 
Inventories 3,000,000  520,000 
Equipment — net 6,150,000  2,500,000 
Buildings — net   2,600,000  500,000 
Investment in Schafer (at cost) 850,000 — 
Cost of goods sold   2,000,000  400,000 
Depreciation expense 300,000  100,000 
Other expenses   200,000 150,000 
Dividends declared  200,000 20,000 
Total debits    $ 15,600,000 $ 4,300,000 
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 Account Parker Co. Schafer Co. 
Current liabilities $300,000  $170,000 
Long-term liabilities 4,000,000 1,100,000 
Ordinary shares 3,000,000 500,000 
Retained earnings* 4,500,000 1,600,000 
Sales revenue 3,500,000 900,000 
Other revenue 300,000 30,000 
Total credits $15,600,000 $4,300,000 

* The income statement accounts have not yet been closed out to retained earnings. 
This means that the retained earnings balance presented in the trial balance is the 
opening balance. 

Required: 

For Parker and its subsidiary, Schafer: 
a) Allocate the purchase price and prepare the AD schedule to December 31, 20X5, 

using the following information as a starting point. 

 
b) Prepare the consolidated statement of comprehensive income for the year 

ended December 31, 20X5.  
c) Prepare the consolidated statement of financial position at December 31, 20X5, 

using $6,602,000 as the ending consolidated retained earnings figure. 

Solution 

a)  CPA Way step: Analyze Major Issues 

Purchase price allocation [not needed to solve part a) but provided to show how the 
AD schedule beginning figures were derived]: 
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AD amortization schedule: 

Item 

SFP 
At acquisition 
Jan. 1, 20X1 

SCI 
20X1-20X4 
(4 years) 

SCI 
20X5 

SFP 
Balance 

Dec. 31, 20X5 
Building (10)  $ 200,000  $ 80,000  $ 20,000  $ 100,000 
Long-term liabilities (7)   (100,000) (57,143) (14,286) (28,571)
Goodwill 214,286 — — 214,286
Total $ 314,286 $ 22,857 $ 5,714 $ 285,715

Attributed to parent (70%)  $ 220,000  $ 16,000  $ 4,000  $ 200,000 
NCI (30%)   94,286   6,857   1,714   85,715 

b) CPA Way step: Conclude and Advise 

Consolidated statement of comprehensive income  
For the year ended December 31, 20X5 

(’000s) 

Note: AD refers back to the acquisition differential amortization schedule. 

 
1 As dividends that were declared by Schafer are included in the accounts of 
Parker, it is necessary to determine which account has been credited. Since 
dividends are not sales, they must be posted to other revenues, so this is the 
account used to remove the dividends. 
2 See AD schedule. 
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Notes:  
1. Profit attributable to the equity holders of Parker Co.: 

Parker’s net income $1,300,000 
Less: Dividends received from Schafer ($20,000 × 70%)  (14,000) 
Schafer’s net income ($280,000 × 70%)  196,000 
Parker’s share of AD amortization for 20X5  (4,000) 
Profit attributable to Parker $1,478,000 

2. Profit attributable to the non-controlling interest:

Schafer’s net income $280,000 
NCI’s percentage ownership  × 30% 
 84,000 
NCI’s share of AD amortization  (1,714) 
Profit attributable to the NCI $ 82,286 

c) CPA Way step: Conclude and Advise 

Consolidated statement of financial position 
As at December 31, 20X5 
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NCI in the net assets of Schafer:  

 

1 On date of acquisition, the FV of the debt is greater than its carrying value. This 
is equivalent to a bond premium and it is added to, not subtracted from, the 
carrying value of the debt. It is deducted when determining the value of goodwill 
because the debt of the subsidiary is understated, and adjusting this reduces the 
value of net assets of the subsidiary. 
2 Normally the share capital and retained earnings accounts of the subsidiary can 
be added together as a shortcut method of calculating net assets. As the trial 
balance is before the closing entries have been posted, the retained earnings 
listed is the opening retained earnings, and it is necessary to increase this 
amount by the net income of the subsidiary in the current year, and reduce by the 
dividends declared. 

The calculation of closing consolidated retained earnings is complex, and it is 
shown below for informational purposes only. The concepts underlying this 
calculation are explained in Advanced Financial Reporting. 
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PART 3: INTERCOMPANY BALANCES AND TRANSACTIONS 
It is common for a parent and a subsidiary to enter into business transactions with each 
other. For example, the subsidiary may sell inventory that it manufactures to the parent, 
which then sells it to consumers in its retail outlets.  

Since intercompany transactions do not change the overall wealth of the consolidated 
economic entity, all intercompany assets, liabilities, income, and expenses are fully 
eliminated upon consolidation. This ensures that unrealized profits on unsold goods are 
not included, and that asset and liability accounts as well as revenue and expense 
amounts reported are not overstated.  

Intercompany balances  

Intercompany balances can include accounts receivable/payable, loans 
receivable/payable, interest receivable/payable and sundry other intercompany 
balances, including unpaid management fees. The offsetting assets and liabilities must 
be eliminated upon consolidation to prevent overstating the consolidated entity’s assets 
and liabilities. 

Consider a parent that has total accounts receivable of $250,000, including $20,000 due 
from its subsidiary, and accounts payable of $140,000. The subsidiary has accounts 
receivable of $100,000 and accounts payable of $120,000, including the $20,000 due to 
the parent. If these numbers are totalled without regard for intercompany balances, the 
consolidated entity will report accounts receivable of $350,000 ($250,000 + $100,000) 
and accounts payable of $260,000 ($140,000 + $120,000). But an entity cannot owe 
itself money, so the intercompany balances must be eliminated. Upon elimination of the 
intercompany balances ($20,000 due by the subsidiary to the parent), the consolidated 
entity will properly report accounts receivable of $330,000 ($250,000 + $100,000 – 
$20,000) and accounts payable of $240,000 ($140,000 + $120,000 – $20,000). Note 
that the consolidated assets and liabilities have been reduced by the same amount 
($20,000), and profit is not affected. 

While intercompany assets and liabilities overstate the consolidated entity’s assets and 
liabilities, intercompany revenues and expenses such as interest revenues (expenses), 
management fees earned (expenses) and rental revenues (expenses) also do not affect 
consolidated net income because the respective amounts offset each other. The specific 
line items on the consolidated statement of comprehensive income (SCI), however, 
must be adjusted during the consolidation process to ensure that the group’s revenues 
and expenses, taken individually, are not overstated. 

Unrealized profits on the intercompany sale of assets  

The parent and subsidiary often sell different assets to each other, including inventory, 
land, and depreciable assets. The adjustments required in this case differ somewhat 
from those described in intercompany revenue and expenses because the sale of 
assets will include a profit element when the sales price differs from the asset’s BV. 
There are also differences between the consolidation adjustments required for each of 
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these three classes of assets. This section focuses on the intercompany sale of land 
because it is the most easily understood. In the course materials, you will get practice 
with preparing the adjustments for each class of assets. 

Following is a summary of the required adjustments to the various consolidated financial 
statements related to the sale of land at various times:  

Consolidated 
statement  

Treatment in year of 
intercompany sale 

Treatment in 
intervening years 

Treatment in year of 
sale to outside party 

Consolidated 
statement of 
comprehensive 
income 

The gain on the sale 
of land and the 
income tax expense 
relating to the gain 
must be removed.  

No further 
adjustments are 
normally required if 
the land is still 
owned by the 
consolidated entity. 

When the land is sold to 
a third party, the 
reported gain or loss 
must be based on the 
original cost to the 
consolidated entity, so 
the original gain and 
related income tax 
expense on the 
intercompany sale of 
the land must be added 
to the reported gain. 

Consolidated 
statement of 
financial position 

The land must be 
reported at the 
seller’s BV at the 
time of sale, so the 
purchaser’s land 
account is reduced 
by the amount of the 
gain on sale. A 
deferred tax asset is 
established for the 
tax expense relating 
to the gain.  

The profit included in 
the BV on the 
purchaser’s books 
must continue to be 
eliminated — 
adjusted the same 
way as in the year of 
the intercompany 
sale. The deferred 
tax asset relating to 
the tax expense on 
the gain must be 
reported. 

No adjustments are 
required in the year of 
sale to an outside party 
because the asset is no 
longer reported on the 
statement of financial 
position.  
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Consolidated 
statement  

Treatment in year of 
intercompany sale 

Treatment in 
intervening years 

Treatment in year of 
sale to outside party 

Consolidated 
statement of 
retained 
earnings 

No adjustment is 
required to opening 
retained earnings in 
the year of sale. 
Consolidated net 
income is adjusted 
so ending 
consolidated retained 
earnings is correct. 

Opening retained 
earnings must be 
reduced by the 
parent’s interest in 
the after-tax gain 
initially reported on 
the intercompany 
sale by the selling 
entity. If ending 
retained earnings is 
calculated directly, 
the same 
adjustment is made. 

The opening retained 
earnings balance needs 
to be adjusted for the 
unrealized gain. In the 
year subsequent to 
sale, no further 
adjustments are 
required. 

The high-level differences between the adjustments for land (shown above) and those 
required for depreciable assets and inventory are as follows:  

• For depreciable assets, the purchaser calculates depreciation based on its carrying 
value, so there is excess depreciation that needs to be considered in the year of sale 
and intervening years. 

• For inventory, sales and cost of goods sold (COGS) need to be adjusted to remove 
the selling price of intercompany inventory sales, and COGS needs to be increased 
to remove the profit on unsold inventory. Additionally, COGS needs to be decreased 
to recognize the profit on opening inventory from intercompany sales, as this profit is 
realized when the inventory is sold to an independent third party. The profit 
component of inventory from intercompany sales that is still on hand at year end 
must be added to COGS to eliminate the unrealized profit.  

• Note that the adjustments only apply to the profit component on the unsold inventory 
held by the purchaser at the start of the year and at year end, not on total 
intercompany sales. The profit component on inventory that was sold to third parties 
during the year has already been included in the profit of the company, and no 
adjustment is needed. 

The particularities regarding depreciable assets and inventory will be covered at length 
in the course materials. 

Land — Downstream versus upstream sales  

“Downstream sales” means that the parent sells to the subsidiary, whereas “upstream 
sales” means that the subsidiary sells to the parent. While the consolidated net income 
is the same whether the intercompany sale was upstream or downstream, the amount 
attributed to the parent and the NCI is affected by the direction of the sale. This impacts 
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both consolidated retained earnings and the NCI reported on the statement of financial 
position (SFP).  

The example that follows illustrates many of the foregoing adjustments. 

GDL Co. owns 70% of the ordinary shares of Rachel Inc. and accounts for its 
investment using the cost method. On January 1, 20X5, GDL sold land costing $45,000 
to Rachel for $95,000. Rachel subsequently sold the land to an outside party for 
$105,000 on December 31, 20X6. Excerpts from both companies’ general ledgers and 
other pertinent information follow: 

 

• Both companies have a December 31 year end and are subject to a 40% tax rate.  

• At the time of acquisition, the FVs of Rachel’s net identifiable assets were the same 
as their BVs.  

• Other than the land sale identified above, there were no other intercompany 
transactions from 20X4 to 20X6.  

• In 20X5 and 20X6, GDL and Rachel reported net income of $200,000 and $100,000 
each year, respectively, on their stand-alone statements of comprehensive income. 
The reported income included any gains or losses arising from the sale of land. 

• Neither company reported a deferred tax asset or liability on its stand-alone SFP for 
the years ended December 31, 20X5 and 20X6.  

• Rachel did not declare dividends from 20X4 to 20X6.  

Based on the information above, the unrealized intercompany profit on this transaction 
can be calculated as follows: 

Unrealized profit Before tax 40% tax After tax 
($95,000 – 
45,000) ($50,000) $20,000 ($30,000) 
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As a result, GDL would report the following amounts for land and a deferred tax asset 
on its consolidated SFP at each of December 31, 20X5 and 20X6: 

 

Note that the 20X5 consolidated land balance is the same as before the intercompany 
sale took place. Since the parent has included the profit from the land sale on its tax 
return and paid tax on it, however, a deferred tax asset exists in 20X5 that did not exist 
before the intercompany land sale. 

The consolidated SCI for the years ended December 31, 20X5 and 20X6, will reflect 
how much of the consolidated net income is attributable to the parent and how much is 
attributable to the NCI: 

Item 20X5 20X6 
GDL’s net income $200,000 $200,000 
Less: unrealized gain on sale of land (50,000) — 
Add: CR to deferred tax expense for reduction of profit 20,000 — 
Plus: previously unrealized gain on sale of land             —     50,000 
Less: DR to deferred tax expense for increase to profit           —    (20,000) 
GDL’s adjusted net income 170,000 230,000 
Rachel’s net income    100,000   100,000 
Consolidated net income  $270,000 $330,000 

Consolidated net income attributed to parent  
(100% × GDL’s adjusted income + 70% × Rachel’s net income) $240,000 $300,000 

Consolidated net income NCI (30% × Rachel’s net income)     30,000     30,000 
Consolidated net income  $270,000 $330,000 

Note that in 20X6, when the subsidiary sells the land to an outside party, the total gain 
on the sale is realized. The subsidiary’s 20X6 income includes a gain of $10,000 
($105,000 – $95,000) and income tax expense of $4,000 ($10,000 × 40%). The gain to 
the consolidated entity, however, is the selling price to the third party less the BV to the 
parent $60,000 ($105,000 – $45,000). The total tax on the gain is $24,000 ($60,000 × 
40%), with $20,000 paid by the parent in 20X5 and $4,000 paid by the subsidiary in 
20X6. The objective of the adjustments on consolidation is to report the total profit and 
tax expense on the SCI in the year the sale to an outside party occurs. 
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Practice questions 

1. Multiple-choice questions: 

Use the following information to answer both multiple-choice questions. 

On January 1, 20X7, Marina Co. acquired 80% of the ordinary voting shares of 
Ships Inc. Both entities have a December 31 fiscal year end. During 20X7, Marina 
paid $225,000 to Ships as management fees, and Ships loaned $144,000 to Marina. 

i. Which of the following statements describes the impact on the consolidated 
SFP? 

a) The $144,000 will be added to the balance of the loan payable account as an 
adjustment on the consolidated SFP.  

b) Consolidated assets will be less than the sum of the parent and subsidiary’s 
assets due to the intercompany transactions. 

c) Consolidated retained earnings attributable to the parent will be $225,000 
higher than would be the case had the management fees not been charged. 

d) Consolidated liabilities will be more than the sum of the parent and 
subsidiary’s assets due to the intercompany transactions. 

Solution 

Option b) is correct. The loan was recorded as a loan receivable by Ships. It will 
be subtracted from the combined assets of Ships and Marina when preparing the 
consolidated SFP. Therefore, consolidated assets will be less than the sum of the 
parent’s and subsidiary’s assets. Additionally, the loan payable on Marina’s SFP 
will be eliminated, so consolidated liabilities will also be less than the sum of the 
parent’s and subsidiary’s liabilities. Revenues and expenses on the consolidated 
SCI will be adjusted for the intercompany management fees; since the revenue 
and expense are reduced by the same amount, there is no impact on the 
consolidated SFP. 

Option a) is incorrect. The loan was recorded as a loan receivable by Ships and 
a loan payable by Marina. Therefore, the required adjustment to liabilities upon 
consolidation is to subtract this amount from the parent and subsidiary’s 
liabilities, not add it to them. 

Option c) is incorrect. Consolidated net income, and hence consolidated retained 
earnings attributed to the parent, is not affected by the two intercompany 
transactions. The management fee revenue and expense offset each other when 
they are used to adjust consolidated revenue and consolidated expense, thus 
consolidated net income remains unchanged. This answer ignores the fact that 
the intercompany loan receivable and loan payable must be eliminated, resulting 
in consolidated assets that are less than the assets reported separately by the 
parent and subsidiary. 
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Option d) is incorrect. The loan was recorded as a loan payable by Marina. 
Therefore, the required adjustment to assets upon consolidation is to subtract 
this amount from the parent and subsidiary’s liabilities, not add it to them. 

ii. Which of the following statements describes the impact on the consolidated SCI? 

a) The $225,000 in management fees will be added to revenues as an 
adjustment on the consolidated SCI.  

b) Consolidated net income will be less than the sum of the parent and 
subsidiary’s net income due to the intercompany transactions. 

c) Consolidated retained earnings attributable to the parent will be $180,000 
higher than would be the case had the management fees not been charged. 

d) Consolidated expenses will be less than the sum of the parent and 
subsidiary’s expenses due to the intercompany transactions. 

Solution 

Option d) is correct. The management fees were recorded as an expense by 
Marina. This will be subtracted from the combined expenses of Ships and Marina 
when preparing the consolidated SCI. Therefore, consolidated expenses will be 
less than the sum of the parent’s and subsidiary’s expenses. Assets and liabilities 
on the consolidated SFP will be adjusted for the intercompany loan; this does not 
impact the consolidated SCI. 

Option a) is incorrect. The management fees were recorded as revenue by 
Ships. Therefore, the required adjustment to revenues upon consolidation is to 
subtract this amount from the parent’s and the subsidiary’s revenues, not add it 
to them. 

Option b) is incorrect. Consolidated net income is not affected by the two 
intercompany transactions. The management fee revenue and expense offset 
each other when they are used to adjust consolidated revenue and consolidated 
expense, thus consolidated net income remains unchanged. The loan 
receivable/payable does not impact the SCI. 

Option c) is incorrect. Consolidated net income, and hence consolidated retained 
earnings attributed to the parent, is not affected by the two intercompany 
transactions. The management fee revenue and expense offset each other when 
they are used to adjust consolidated revenue and consolidated expense, thus 
consolidated net income remains unchanged. The loan receivable/payable does 
not impact the SCI. 
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2. Mika Corp. owns 70% of the ordinary shares of Geordie Inc. Condensed statements 
of comprehensive income for the two companies at their common year end of 
December 31, 20X6, follow:  

Condensed statements of comprehensive income 
Year ended December 31, 20X6 

Account Mika Corp.  Geordie Inc.  
Sales revenue  $1,500,000  $425,000  
Management fees  45,000  —  
Rental revenue               —     36,000  
Total income  1,545,000  461,000  

COGS  1,125,000  125,000  
Other expenses      215,000    198,000  
Total expenses  1,340,000  323,000  
Income before taxes  205,000  138,000  
Income tax expense        61,500      41,400  
Net income  $  143,500  $  96,600  

Additional information:  

• During 20X6, Mika charged Geordie a $45,000 management fee.  

• During 20X6, Mika paid Geordie $24,000 to rent a warehouse.  

Required: 

Prepare Mika Corp.’s condensed consolidated SCI for the year ended December 31, 
20X6.  

Solution 
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CPA Way step: Conclude and Advise 

Condensed consolidated statement of comprehensive income 
Year ended December 31, 20X6 

Attributable to:
 Shareholders of Mika  $143,500 × 100% + $96,600 × 70%  $ 211,120  
 NCI  $96,600 × 30%       28,980  
 Consolidated net income  $ 240,100  

Notes:  

• Consolidated total income and total expenses have been reduced by the same 
amount.  

• Consolidated income tax expense is not affected by the adjustments because 
there is no effect on total profit.  

• The allocation of consolidated net income to the parent and NCI is not affected 
by the adjustments because total profit is not affected.  
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PART 4: CONSOLIDATIONS — MISCELLANEOUS ISSUES  
The discussion on preparing consolidated financial statements has previously focused 
on the preparation of the statement of consolidated income, the statement of retained 
earnings and the statement of financial position.  

This week’s Primer focuses on related issues, including subsidiaries with preference 
shares outstanding, indirect shareholdings, consolidated statement of cash flows, 
operating segments, and joint arrangements. 

Subsidiary with preference shares outstanding  
Like ordinary shares, preference shares represent a claim on the net assets of the 
company that issued them. Preference shares not owned by the parent represent 
another type of NCI in the subsidiary. At acquisition, the NCI arising from the 
subsidiary’s preference shares outstanding at acquisition date is measured at FV.  

Indirect shareholdings  
Controlling interest in a subsidiary can be achieved through indirect shareholdings, not 
just through direct control (50% + 1 of the ordinary shares outstanding). For example, 
if the parent owns 60% of the ordinary shares of A Co., which in turn owns 70% of B 
Co., the parent indirectly controls B Co. as it directly controls A Co.  

Consolidated statement of cash flows  
The consolidated financial statements of the group must present its cash flows as 
those of a single economic entity. As such, intercompany cash flows must be fully 
eliminated when the statement of cash flows is prepared. This is accomplished by 
preparing the consolidated SCI and consolidated SFP, and using these to prepare the 
consolidated statement of cash flows. The steps detailed in early financial reporting 
courses are the same as those used to prepare the consolidated statement of cash 
flows. The cash and cash equivalent balances reconciled are the total amounts for all 
corporations within the group, as presented on the consolidated SFP. 

Operating segments  
An operating segment is a component of an entity that engages in business activities 
from which it may earn revenues and incur expenses, whose operating results are 
regularly reviewed by the entity’s chief operating decision maker and for which discrete 
financial information is available. 

An entity must disclose information about its operating segments to enable users of its 
financial statements to evaluate the nature and financial effects of its business activities 
and the economic environment of its operations. A reportable segment is an operating 
segment (or combination of operating segments) that exceeds certain quantitative 
thresholds as described below. The entity must separately provide the information 
stipulated in IFRS 8, paragraphs 20 to 34 for each reportable segment. 
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A segment is reportable if it meets one or more of the following three criteria: 
1. Its revenue from sales to external customers and from intersegment sales or 

transfers (internal sales) is ≥ 10% of the total revenue (both internal and external) of 
all segments. 

2. The absolute amount of its reported profit or loss is ≥ 10% of the greater, in absolute 
amount, of (i) the combined profit of all profitable segments and (ii) the combined 
loss of all segments that reported a loss. 

3. Its assets are ≥ 10% of the combined assets of all segments. 

Additionally, the combined external revenue of reportable segments must be ≥ 75% of 
the entity’s total external revenue. To comply with this requirement, the entity must 
designate sufficient additional operating segments as reportable segments. Consider 
the following example, in which operating segments are based on region. There are no 
internal sales. 

XYZ Conglomerate Co. 
Operating segment % of external revenue Reportable segment 
Africa 4% No 
Asia 9% No 
Australia 9% No 
Europe 30% Yes 
South America 8% No 
North America 40% Yes 
Total 100% — 

XYZ’s two reportable segments, Europe(30%) and North America (40%), have external 
revenue that collectively make up 70% of the company’s total revenue. Because this is 
less than the required minimum, XYZ must designate one or more of the otherwise non-
reportable segments to ensure that the 75% threshold is met. XYZ has the choice of 
designating Asia, Australia, or South America as reportable, as any one of these will 
ensure that it meets the 75% requirement. It cannot designate Africa on a stand-alone 
basis, however, as the total would only be 74% . 

Joint arrangements 

A joint arrangement is one in which two or more parties have joint control. Joint control 
exists when there is a contractually agreed upon sharing of control which requires the 
unanimous consent of the controlling parties. There are two types of joint arrangements: 
joint operations and joint ventures. 

A joint operation exists when parties agree to jointly control a business activity, and 
these parties have the rights to the individual assets used in, and obligations for the 
liabilities incurred by, the joint business activity. These parties are called joint operators. 
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A joint venture exists when parties agree to jointly control a business activity, and the 
parties have rights to the net assets of the business as a whole, rather than on 
individual assets and liabilities. These parties are called joint venturers. 

Whether a joint control situation is a joint operation or a joint venture depends on the 
terms of the arrangement between the parties. The rights and obligations of the parties 
must be assessed by considering factors such as the following: 

Structure 
• A joint arrangement not structured through a separate vehicle (partnership or 

incorporated company) is classified as a joint operation. An example is where a 
manufacturer and a marketer agree to use their individual expertise to enter a new 
market. Each fulfils its obligations from its existing resources in its existing 
corporation. 

• A joint arrangement structured through a separate vehicle may be classified as 
either a joint operation or joint venture, depending on the facts in the specific 
situation. 

Legal form of separate vehicle   
• Partnerships give the joint operators rights to the joint arrangement’s assets and 

liabilities, rather than net assets. Therefore, it is a joint operation. 

• Incorporated companies give the parties a claim on the net assets of the company, 
rather than specific assets. Hence, it is normally a joint venture.   

Contractual terms 
If the contract provides the parties with rights to specific assets or obligations for 
liabilities, or if it allocates revenue and expenses based on relative performance, then 
the joint arrangement is accounted for as a joint operation irrespective of the structural 
form.  

Other facts and circumstances  
If the joint arrangement’s output flows to the controlling parties, then the parties have 
rights to substantially all the economic benefits of the arrangement. The effect of this is 
that the parties have an obligation for the liabilities of the arrangement as these 
liabilities are satisfied by the cash they pay for their purchased output. The arrangement 
is accounted for as a joint operation.  

Initial and subsequent measurement for joint operations 
A separate investment account is not created for a joint operation. When a new joint 
operation is formed, the investor will record the cost of any new assets acquired or 
liabilities incurred for the joint operation; goodwill cannot exist.  
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Statement of financial position   
The investor (the joint operator) recognizes the following:  

• 100% of its wholly owned assets that are used in the joint operation and 100% of 
its own liabilities incurred to support the joint operation 

• its proportional interest in jointly held assets and jointly incurred liabilities 

SCI  
The investor (the joint operator) recognizes the following:  

• 100% of its revenue and expenses related to the sale of its share of the joint 
operation’s output  

• its proportional interest in the revenue and expenses related to the sale of the 
output by the joint operation  

The example that follows illustrates how a joint operation with a jointly owned asset is 
accounted for. 

On December 31, 20X6, three companies (X, Y and Z) jointly purchased a corporate jet 
at a cost of $9,000,000. They agreed to share equally in the purchase price and in all 
the jet’s ongoing operating expenses. During 20X7, the total operating expenses of 
operating the jet amounted to $1,200,000. 

The journal entries that the joint operators would record on December 31, 20X6 and 
20X7, with regard to their share of the jet purchased by the joint operation are as 
follows: 

December 31, 20X6 
DR Share of jet ($9,000,000 / 3) 3,000,000

CR Cash 3,000,000 

December 31, 20X7 
DR Operating expenses — jet 400,000

CR Cash 400,000 
$1,200,000 / 3

The jet account balance that Company X will report on its statement of financial position 
as at December 31, 20X6 is as follows: 

 
Asset — Jets BV 

Inclusion  
rate Amount

Jointly owned by the joint operation 9,000,000 1/3    3,000,000 
Amount reported on Company X’s SFP as at 
December 31, 20X6 n/a n/a 

 
$3,000,000 
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Initial and subsequent measurement for joint ventures 
The investor accounts for its investment in the joint venture using the equity method.  

If a new joint venture is formed, the investor’s interest is initially measured at the total 
of the cash and/or FV of the net assets contributed.  

Contribution or sale of assets to the joint venture 
When the investor contributes or sells assets to the joint venture, assuming that the 
transaction has commercial substance, a gain on disposition is only recognized to the 
extent of the other parties’ interest in the joint venture. For example, if the investor has a 
40% interest in the joint venture, then 60% of the gain would be immediately 
recognized. Recognition of the unrealized portion of the gain is deferred until sale to an 
outside party (for goods held for resale) or realized through use (for goods for use by 
the joint venture). 100% of losses on the sale or contribution of assets by the investor to 
the joint venture are normally recognized immediately. 

The realized portion of the gain is taken into income and reported on the SCI in the 
normal manner. The unrealized portion of the gain is credited to the investment in joint 
venture account. The tax effects arising from the unrealized gain are recognized as 
follows: 

• For asset contributions, the deferred tax component (the offset to income tax 
expense) is added (debited) to the investment in joint venture account and the 
income tax expense (recovery) is added (credited) to the deferred income tax 
expense reported on the SCI.   

• For asset sales that occur subsequent to the formation of the joint venture, the 
deferred tax component (the offset to income tax expense) is added (debited) to the 
investment in joint venture account and the income tax expense (recovery) is added 
(credited) to the investment income account.  

Purchase of assets from a joint venture 
The accounting treatment for the purchase of assets by the investor from the joint 
venture are like those outlined above. Specifically, the investor shall not recognize its 
share of the gains until it resells those assets to a third party whereas losses will be 
immediately recognized. Recall, however, that for both downstream and upstream 
transactions, it is only the investor’s share of the unrealized profit that is eliminated. This 
is consistent with the fact that when the equity method is used, the investor records only 
its share of the profits.  

The example that follows illustrates how joint ventures are accounted for. 

On January 1, 20X5, Harrison Corp. and James Co. created a joint venture called Har-
Jam Inc. Harrison contributed an asset with an FV of $5,100,000 in exchange for a 51% 
interest in the joint venture and James contributed $4,900,000 of cash to the joint 
venture. Harrison’s asset had a net BV of $4,000,000 ($6,000,000 original cost and 



Advanced Financial Reporting  Primer 

 39 / 62 
 

$2,000,000 of accumulated depreciation) and a remaining useful life of 20 years. This 
transaction was deemed to have commercial substance. 

During 20X5, the joint venture’s net income was $1,300,000 and it paid dividends of 
$300,000. During the year ended 20X5, the following transactions occurred between the 
venturers and the joint venture: 
1. Harrison sold $200,000 of goods to Har-Jam at a gross profit of 45%. Har-Jam has 

$80,000 of these goods in its inventory at December 31, 20X5. 

2. Har-Jam sold $500,000 of goods to each of Harrison and James at a gross profit of 
25%. One-half of these goods remain in the inventory of Harrison and one-third 
remain in the inventory of James at December 31, 20X5. 

All companies have a tax rate of 40%. 

The journal entries required to record the above transactions on the books of Harrison 
for the year ended December 31, 20X5 are as follows: 

DR Investment in joint venture 5,100,000 
DR Accumulated depreciation 2,000,000 

CR Asset   6,000,000 
CR Realized gain on asset transfer  1,100,000 

To record initial investment in joint venture. 

DR Realized gain on asset transfer 561,000 
CR Investment in joint venture  561,000 

To record the unrealized gain — investor’s share. 

DR Investment in joint venture 224,400 
CR Income tax expense — deferred  224,400 

To record tax effect on the unrealized gain on asset transfer ($561,000 × 40%). 

DR Investment in joint venture 16,830 
DR Income tax expense — deferred 11,220 

CR Realized gain on asset transfer  28,050 
To record annual realization of the after-tax gain on asset transfer  
[$561,000 / 20 years × (1 – 40%)]. 

DR Investment in joint venture 632,859  
CR Investment income in joint venture   632,859 

To record investment income in joint venture for the year (see note below). 

DR Cash  153,000  
CR Investment in joint venture  153,000 

To record dividend income received ($300,000 × 51%). 
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Note: 
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Practice questions 
1. Multiple-choice questions 

Use the following information to answer both multiple-choice questions. 

Abba Co. owns a 40% interest in Jay Ltd., a joint venture. Information for these two 
entities for the year ended July 31, 20X4, is as follows: 

Item Abba Co.  Jay Ltd. 
Sales  $5,000,000  $3,900,000 
Net income 1,500,000 800,000 

During the year, Jay had sales of $20,000 to Abba and earned a gross margin of 
40% on these sales. At year end, Abba had resold 50% of these goods. 

During the year, Abba had sales of $60,000 to Jay and earned a gross margin of 
50% on these sales. At year end, none of these goods had been resold. 

Both companies’ tax rate is 30%. 

i. What will be the total sales reported on Abba’s final statement of income and 
comprehensive income for the year ended July 31, 20X4? 

a) $4,940,000 
b) $5,000,000 
c) $6,480,000 
d) $6,560,000 

Solution 

Option b) is correct. Abba will only report its own sales. Jay’s sales will be 
indirectly reported in the investment income calculated using the equity method. 

Option a) is incorrect. It reduces Abba’s income by the $60,000 sales to Jay. 

Option c) is incorrect. It includes 40% of Jay’s sales with the sale of Abba (that 
is, $5,000,000 + 3,900,000 × 40%) and reduces the sales by the intercompany 
sales of $20,000 and $60,000. 

Option d) is incorrect. It includes 40% of Jay’s sales with the sale of Abba. 

ii. What is the investment income in Jay that will be reported on Abba’s SCI for 
the year ended July 31, 20X4? 

a) $306,400 
b) $310,480 
c) $318,880 
d) $320,000 
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Solution 

 Option b) is correct. 

 

Option a) is incorrect. It does not consider income taxes.  

Option c) is incorrect. It does not consider the unrealized profits when Abba 
sells to Jay. 

Option d) is incorrect. It does not adjust for the unrealized profits in inventory. 

2. International Products Inc., a publicly listed company in Canada, is organized by 
region. Group executive directors receive information on the following regions: 

• Canada 

• European Union (E.U.) countries 

• Rest of Europe 

• South America 

• North America (excluding Canada) 

• Africa 

• Middle East 
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Discrete information is available for each region. The following information is 
available for each region for the year ended March 31, 20X1 (translated to Canadian 
dollars). 

 

Required: 

Identify reportable segments for International Products Inc. for the year ending 
March 31, 20X1.  

Solution 

CPA Way step: Conclude and Advise 

Percentage revenue, income (loss) and assets 

Country or region 
Revenue 

% 

Income 
(loss) 

% 
Assets 

% 
Canada   28 33   29 
E.U. countries   15 17   11 
Rest of Europe   11 22   6 
South America   4 7   14 
North America 

(excluding Canada)   18 17   17 
Africa   15 4   12 
Middle East   9 11   11 
Total   100 —   100 

Note: A segment is reportable if it meets one or more of the following three criteria: 
i. Revenue is a percentage of total revenue (external + internal = 500). As 10% is 

the threshold for a reportable segment, South America and the Middle East are 
not reportable under this criterion. Technically, these are the only regions for 
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which an income/(loss) percentage result needs to be calculated, though for 
completeness, percentages for all regions are shown. 

ii. Results: Calculate the total income of the regions in profit and the total loss of all 
regions making a loss and take 10% of the greater result. Use absolute values 
for the threshold and the segment’s reported profit or loss: 

Item Amount 
Total income of all segments that reported a profit $90 million 
Total losses of all segments that reported a loss $10 million 
Equal to or greater than the following:  
• 10% of the total income of all segments that reported a 

profit (10% × $90 million = $9 million); and  

• 10% of the combined loss of all segments that reported 
a loss (10% × $10 million = $1 million) 

$9 million 

Each region’s absolute result is compared to this figure. 

South America’s and Africa’s results are less than the $9 million threshold; 
however, Africa is already a reportable segment under the revenue criteria (#1). 
The Middle East is now a reportable segment, but South America is not, based 
on the first two criteria (revenues and percentage of income/ losses). 

iii. South America has more than 10% of the total assets. That region now qualifies 
as a reportable segment under the asset criterion. 

 Conclusion: All seven regions are reportable segments.  

3. IOL had the following results from its operating segments for the year ended 
December 31, 20X2 (in millions): 

Segment Revenue 
Operating 

profit (Loss) Assets 

A   $83 $12 $249 

B     38   11   125 

C       9    (4)     31 

D       8    1     29 

Total $138 $20 $434 
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Required: 

Based on the quantitative thresholds, which segments should be reported 
separately? 

Solution 

CPA Way step: Conclude and Advise 

• A and B’s revenues are greater than 10% of combined revenues. 

• The absolute amount of A and B’s profit is greater than 10% of the greater, in 
absolute amount, of (i) the combined profit of all profitable segments ($24) and 
(ii) the combined loss of all segments that reported a loss ($4). $24 is the 
benchmark used. 

• The absolute amount of C’s loss is greater than 10% of the greater, in absolute 
amount, of (i) the combined profit of all profitable segments ($24) and (ii) the 
combined loss of all segments that reported a loss ($4). $24 is the benchmark 
used. 

• A and B’s assets are greater than 10% of combined assets. 

• Therefore, A, B, and C should be separately reported. 
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PART 5: FOREIGN CURRENCY TRANSACTIONS AND TRANSLATION 
A foreign currency transaction occurs when a company buys or sells in a currency other 
than its functional currency (an entity’s functional currency is the currency of the primary 
economic environment in which the entity operates). For most companies, this will be 
the currency of the country in which they are located. The functional currency of most 
Canadian companies is the Canadian dollar.  

Canadian companies can have routine and non-routine transactions with companies in 
other countries. These transactions may be in Canadian currency (for example, a 
Canadian company sells inventory to an Italian company and requests payment in 
Canadian dollars) or in the foreign country’s currency (for example, a Canadian 
company buys inventory from an American company and is required to pay in U.S. 
dollars). 

Whenever a transaction denominated in a foreign currency occurs, the accountant must 
determine how best to record it in Canadian dollars. The underlying objective is to 
accurately measure the impact of the transaction on the company and to facilitate 
integration with the company’s other financial information. If the cash flow related to the 
transaction will occur in the future, the accountant must also determine how the 
receivable or payable should be valued at the transaction date, at any interim reporting 
or intervening year-end date, and at the time the cash is paid or received. 

Exchange rates may be quoted either directly or indirectly: 

• A direct quotation provides the number of Canadian dollar units required to purchase 
one unit of foreign currency. For example, if US$1 = C$1.4100, buying 
US$1,000,000 would require C$1,410,000. This is called the Canadian dollar 
equivalent method.  

• An indirect quotation provides the number of foreign currency units needed to 
purchase one Canadian dollar. For example, if C$1 = US$0.7092, buying 
C$1,000,000 would require US$709,200. This is called the foreign currency 
equivalent method. 

Initial measurement 
For both monetary (accounts receivable and payable) and non-monetary (inventory, 
prepaid expenses) items, when a company enters into a foreign currency transaction, 
the transaction should be recorded using the exchange rate at the date the transaction 
occurs (the spot exchange rate). For practical purposes, an average rate may be used 
for transactions during a given period (such as sales over a year) if the transactions 
occur evenly throughout the year and the exchange rate does not fluctuate significantly 
during the period in question. 



Advanced Financial Reporting  Primer 

 47 / 62 
 

Subsequent measurement — Non-monetary items 
Non-monetary items are subsequently measured at historical cost, and the foreign 
currency must be translated using the historical exchange rate (the rate at the date of 
the initial transaction). 

Subsequent measurement — Monetary items 

Statement of financial position 
Foreign currency denominated monetary assets and liabilities are translated at the 
closing rate on the SFP date. As a result, monetary items are reflected on the SFP as if 
they were to be paid or received and exchanged for Canadian dollars at the SFP date. 
This requires the effect of the exchange rate changes between the date of the 
transaction and the year end to be reflected in the financial statements for that period. 
Gains or losses on unsettled or outstanding monetary items are recognized in profit or 
loss on the SCI in the period in which they occur. 

SCI 
Foreign currency denominated income and expense items are translated at the spot 
rate in effect at the time the revenue or expense is recognized (an average can be used 
if the transactions occurred evenly throughout the year and the exchange rate did not 
fluctuate significantly during the period). For revenue and expenses that occur with the 
passage of time (such as accrued interest earned or paid), the average exchange rate 
is used to translate the income or expense, irrespective of the spot rate. Any differences 
between the translated amount of income/expense and the amount paid/received is 
recorded as a foreign exchange gain or loss on the SCI for the period. 

Consider the following example: Import Co., a Canadian company, received inventory 
from a U.S. supplier and was invoiced for US$200,000 on December 18, 20X6. Import 
Co. paid the account on January 15, 20X7. Import Co.’s year end is December 31. 
Relevant exchange rates are as follows: 

December 18, 20X6  US$1.00 = C$1.10 
December 31, 20X6  US$1.00 = C$1.13 
January 15, 20X7  US$1.00 = C$1.12 

To account for the transaction with the U.S. supplier, Import Co. would record the 
following journal entries:  
a) December 18, 20X6 

DR Inventory  220,000 
CR Accounts payable (US$200,000 × C$1.10 / US$1.00)  220,000 

To record the purchase of inventory. 
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b) December 31, 20X6 

DR Foreign exchange (FX) loss 6,000 
CR Accounts payable  
[US$200,000 × (C$1.13 – C$1.10) / US$1.00]  6,000 

To adjust the accounts payable at year end. 

Note: The payable is reported on the SFP at the closing rate (at year end: 
US$200,000 × C$1.13 / US$1.00 = C$226,000; C$220,000 + C$6,000 = 
C$226,000); the inventory is reported at the historical rate (US$200,000 × C$1.10 / 
US$1.00). 

c) January 15, 20X7 

DR Accounts payable 2,000 
CR Foreign exchange (FX) gain  
[US$200,000 × (C$1.13 – C$1.12) / US$1.00]  2,000 

To adjust the accounts payable at payment date. 

DR Accounts payable ($220,000 + $6,000 – $2,000) 224,000 
CR Cash  224,000 

To pay the foreign denominated accounts payable. 

Hedging a foreign currency exchange risk 
When monetary items denominated in a foreign currency are outstanding, the company 
may incur either foreign exchange gains or foreign exchange losses as the spot 
exchange rate fluctuates over time. This risk can be eliminated by entering into a foreign 
currency hedge. Simply, if a company has a liability in a foreign currency, it can 
eliminate the foreign exchange risk by acquiring a receivable in the same amount of the 
same foreign currency. If the spot rate fluctuates so that the liability in Canadian dollars 
increases, the resulting foreign exchange loss is offset by the foreign exchange gain 
that occurs on the receivable, which increases in value by the same amount. 

A company can acquire a foreign currency hedge without applying hedge accounting, or 
it may elect to use hedge accounting if the criteria to do so are met and the resulting 
accounting treatment is preferable for the company. 

Hedge accounting 
The objective of hedge accounting is to provide an accounting treatment that reflects 
the substance, or economic reality, of the transaction. Since acquiring a hedge 
eliminates spot rate exchange risk, hedge accounting is used to avoid reporting 
exchange gains and losses in different periods that arise due to valuation and/or timing 
mismatches between the hedged item (such as an account receivable or payable) and 
the hedging instrument (such as a forward contract). Hedge accounting matches the 
timing of income recognition of the hedging instrument with that of the hedged item. 
There are two types of hedging relationships: 
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• An FV hedge hedges all or part of the risk exposure to changes in FV of a financial 
instrument or an unrecognized firm commitment that could affect profit or loss. When 
hedge accounting is used for an FV hedge, offsetting foreign exchange gains and 
losses flow through profit and loss. 

• A cash flow hedge hedges the variability in cash flows of financial instruments or 
highly probable forecast transactions that could affect profit or loss. When hedge 
accounting is used for a cash flow hedge, exchange gains and losses are posted 
temporarily to other comprehensive income, instead of flowing through profit and 
loss. 

Although a variety of hedging instruments exist, the course focuses on the use of 
forward contracts. A forward contract is an agreement with an independent entity that 
agrees to either buy or sell a specific value of a foreign currency at an agreed-upon 
exchange rate at a stated future date. A forward contract may be classified as either an 
FV hedge or a cash flow hedge. 

Translation and consolidation of foreign subsidiaries 
The financial results of foreign subsidiaries (FSUBs) owned by a Canadian parent must 
be consolidated with the financial statements of the parent in much the same manner as 
domestic subsidiaries. Prior to consolidation, the subsidiary’s financial statements must 
be translated into the same currency as is used in the parent’s financial statements. For 
a Canadian parent, this is normally Canadian dollars. 

It is important to determine whether the subsidiary is a self-sustaining foreign operation 
(the subsidiary’s functional currency differs from that of the parent) or an integrated 
foreign operation (the subsidiary’s functional currency is the same as that of the parent). 

The parent’s exposure to foreign exchange risk is different for a self-sustaining foreign 
operation than for an integrated operation, so different methods are used to translate 
the financial statements. It is important to translate an FSUB’s financial statements into 
the parent’s presentation currency in a manner that best reflects the parent’s exposure 
to changes in the exchange rate.  

When the parent and the FSUB’s functional currencies are the same, the FSUB is an 
integrated foreign operation and the financial statements are translated using the 
foreign currency transaction approach. This is known as the temporal method — 
“temporal” meaning “over time.” This results in the subsidiary’s financial statements 
incorporating the same Canadian dollar amounts as it would have if the transactions 
had been carried out from Canada and translated as they occurred. 

When the parent and the FSUB’s functional currencies differ, the FSUB is considered a 
self-sustaining foreign operation and the FSUB’s financial statements are translated 
under the current rate method — “current” meaning “now.” 
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The table below summarizes the exchange rates for translation: 

Financial statement item Temporal method Current rate method 
Revenue and most expenses Historical* Historical** 
Depreciation and amortization Historical — rate on later of 

date asset acquired and 
date subsidiary purchased 

Average exchange rate 
for the current period 

COGS 
• Opening inventory 

• Purchases 

• Ending inventory 

Calculated based on: 
• Historical 

• Historical* 

• Historical 

Historical** 
• N/A 

• N/A 

• N/A 

Monetary assets and liabilities Closing Closing 
Non-monetary assets and 
liabilities — historical cost 

Historical Closing 

Non-monetary assets and 
liabilities — FV 

Valuation date — becomes 
the historical until the next 

adjustment to FV 

Closing 

Goodwill Historical Closing 
Ordinary shares Historical — rate on later of 

date issued and date 
subsidiary acquired 

Historical — rate on later 
of date issued and date 

subsidiary acquired 
Retained earnings Calculated Calculated 
Dividends Historical — rate on date 

declared 
Historical — rate on date 

declared 

* In the case of income statement accounts, it is normally not practicable to translate 
individual transactions. As long as the transactions occur evenly throughout the year, 
“historical” means average over the period, as the income statement covers a period of 
time, not a point in time. If only a few transactions occur during the year, it is practicable 
to translate each transaction separately, and each would be translated at the spot rate 
in effect on the date of the transaction. 

** For the current rate method, “historical” means average over the period, as the 
income statement covers a period of time, not a point in time.  
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Practice questions 
1. Multiple-choice questions: 

i. FRC Ltd. is located in Australia and is a self-sustaining foreign subsidiary of a 
Canadian company. At the end of the first fiscal year (December 31), the 
following balances appeared on FRC’s financial statements, denominated in 
Australian dollars: 

Accounts receivable (A/R) A$ 85,000 
Sales  960,000 
Purchases  625,000 
Inventory   55,000 

Other information: 

• A/R relates to sales that occurred evenly over the fourth quarter. 

• Sales, purchases, and expenses occurred evenly throughout the year. 

• Exchange rates were as follows: 
January 1  A$1 = C$0.85 

December 31  A$1 = C$0.70 

Average for the year  A$1 = C$0.82 

Average for the fourth quarter  A$1 = C$0.73 

If the functional currency is the Australian dollar, what amount should appear on 
the current year’s translated financial statements of FRC (in Canadian dollars) for 
A/R? 

a) C$59,500 
b) C$62,050 
c) C$69,700 
d) C$72,250 

Solution 

Option a) is correct. In this case, a self-sustaining foreign operation translates its 
financial statements using the current rate method. Assets and liabilities are 
translated using the December 31 exchange rate of C$0.70, and income 
statement items are translated using the C$0.82 average rate for the year: A/R 
= A$85,000 × C$0.70 = C$59,500.  

Option b) is incorrect. This calculation used the average rate for the fourth 
quarter: A/R = A$85,000 × C$0.73 = C$62,050.  
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Option c) is incorrect. This calculation used the average rate for the year: 
A/R = A$85,000 × C$0.82 = C$69,700.  

Option d) is incorrect. This calculation used the rate at the beginning of the year 
rather than the end of the year: A/R = A$85,000 × C$0.85 = C$72,250.  

ii. On December 9, 20X1, ABC Co., a Canadian company, acquired inventory from 
a foreign supplier located in France for €100,000, with payment due in euros on 
January 8, 20X2. Exchange rates for euros were as follows: 

December 9, 20X1 €1 = $1.50 

December 31, 20X1 €1 = $1.55 

January 8, 20X2 €1 = $1.57 

ABC has a December 31 year end. What gains and/or losses would be recorded 
by ABC for the inventory transaction? 

a) A loss of $5,000 in 20X1 and a loss of $7,000 in 20X2 
b) A loss of $5,000 in 20X1 and a loss of $2,000 in 20X2 
c) A gain of $5,000 in 20X1 and a gain of $2,000 in 20X2 
d) A gain of $5,000 in 20X1 and a gain of $7,000 in 20X2 

Solution 

Option b) is correct. When a foreign currency transaction gives rise to a 
receivable or a payable, the balance is monetary and must be translated into 
Canadian dollars at the spot rate in effect at year end, and then the spot rate in 
effect when payment is made. 

The transaction was recorded at the date the inventory was received — $1.50 
per €1. At December 31, 20X1, the exchange rate had risen to $1.55, so ABC 
should recognize a loss of $5,000 [($1.55 – $1.50) × €100,000] in 20X1. The 
20X2 recognized loss is $2,000 [($1.57 – $1.55) × €100,000]. ABC must spend 
C$157,000 to acquire the euros needed to pay the supplier. This amount is 
greater than the original amount recorded and results in the recording of a loss. 

Option a) is incorrect. While the 20X1 loss is correct, the loss recognized in 20X2 
is not cumulative — it is only the difference between the rate at year end and the 
rate at the payment date.  

Option c) is incorrect. The change in exchange rate results in a loss, not a gain, 
for ABC. 

Option d) is incorrect. The change in exchange rate results in a loss, not a gain. 
Additionally, the 20X2 amount is the difference between the rate at year end and 
the rate at the payment date, not the rate at the initial measurement date and the 
rate at year end. 



Advanced Financial Reporting  Primer 

 53 / 62 
 

2. On January 1, 20X6, Stephanie Inc., a Canadian company, borrowed ¥100,000,000 
from a Japanese bank. Interest is payable at 10% on December 31 each year, 
coinciding with Stephanie’s year end. The exchange rate information is as follows:  

January 1, 20X6  ¥1 = C$0.0110  
December 31, 20X6  ¥1 = C$0.0095  
Average for 20X6  ¥1 = C$0.0100  

Required:  

a) Prepare the journal entry to record the receipt of the loan proceeds on January 1, 
20X6.  

b) Prepare the journal entry to record the accrual and payment of interest on 
December 31, 20X6.  

c) Prepare the journal entry for any adjustments required at the December 31, 
20X6, year end.  

Solution 

CPA Way step: Analyze Major Issues 

a) January 1, 20X6 

DR Cash 1,100,000 
CR Bank loan payable (¥100,000,000 × C$0.0110 / ¥1) 1,100,000 

To record receipt of loan proceeds. 

b) December 31, 20X6 

DR Interest expense  
(¥100,000,000 × 10% × C$0.0100 / ¥1) 100,000 
CR Cash (¥100,000,000 × 10% × C$0.0095 / ¥1) 95,000 
CR FX gain ($100,000 – $95,000) 5,000 

To record interest on loan payable at year end. 

Note: The interest expense is recorded at the average rate, but the payment at 
year end will occur at the spot rate, resulting in a foreign exchange gain for 
Stephanie. 

c) December 31, 20X6 
DR Bank loan payable  

[¥100,000,000 × (C$0.0095 – C$0.0110) / ¥1] 150,000 
CR FX gain 150,000 

To adjust loan payable at year end. 
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PART 6: ACCOUNTING FOR NOT-FOR-PROFIT ORGANIZATIONS AND THE 
PUBLIC SECTOR 
The not-for-profit and public sectors have unique accounting needs, as the primary goal 
of organizations in these sectors is something other than maximizing profit. As such, 
each sector has distinct sections in the CPA Canada Handbook – Accounting to guide in 
the preparation of financial statements. 

The CPA Canada Public Sector Accounting Handbook defines the public sector as 
comprising governments, government components, government organizations, and 
government partnerships, each of which being referred to as a public sector entity. 

The CPA Canada Handbook – Accounting defines a not-for-profit organization (NFPO) 
as “an entity, normally without transferable ownership interests, organized and operated 
exclusively for social, educational, professional, religious, health, charitable or any other 
not-for-profit purpose. An NFPO’s members, contributors and other resource providers 
do not, in such capacity, receive any financial return directly from the organization.” 

All NFPOs and public sector entities need to provide clear information to stakeholders. 
While a for-profit business can measure its success by profit and shareholder 
satisfaction, these metrics do not exist for NFPOs. 

Despite their many differences, for-profit organizations and NFPOs have common 
financial reporting objectives in that they both must provide users with financial 
information in the following areas: 

• economic resources, obligations, and net assets 

• changes in economic resources, obligations, and net assets 

• economic performance 

Users of an NFPO’s financial statements can include contributors and members, 
management, the board of directors, creditors, and governments. NFPOs must 
demonstrate to current and potential supporters that they behave in a business-like way. 
Supporters want evidence that their contributions are being used judiciously, and not 
wasted or misappropriated. 

Users of public sector financial statements, who consist primarily of elected 
representatives of the public and investors in government securities, receive information 
such as the government’s financial position, the source and types of government 
revenues and the allocation and use of economic resources, and learn whether those 
resources were managed in accordance with legislative authorities. 
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Accounting for NFPOs 
NFPOs receive many different types of funding contributions. A contribution is a non-
reciprocal transfer of cash or other assets to an NFPO or a non-reciprocal settlement or 
cancellation of its liabilities. Simply, a contribution is a donation. Accounting standards 
identify three types of contributions: 

• Unrestricted contributions can be used for any purpose consistent with the 
NFPO’s objectives. 

• Restricted contributions are subject to externally imposed stipulations that specify 
the purpose for which the contributed asset is to be used — for example, a 
contribution that must be used to purchase a specified capital asset. 

• Endowment contributions (or more simply, endowments) are a special type of 
restricted contribution whereby the contributed resources must be permanently 
maintained. Endowments are often held as investments, and the income generated 
by the investments is available for use for general purposes, if the donor has not 
restricted its use for a specific purpose. 

Fund accounting 
A significant difference between for-profit organizations and NFPOs is that NFPOs often 
use fund accounting to track and report the results of specific operating activities, such 
as individual projects and programs. Separate income statements will be prepared for 
each fund, reporting all the revenues and expenses associated with the specific activity. 

While NFPOs are not required to use fund accounting, they do so commonly in practice. 
Fund accounting facilitates tracking of externally restricted contributions and internally 
restricted net assets, something that specific donors often request and government 
grants may require. 

Revenue recognition of contributions 
The CPA Canada Handbook – Accounting establishes two accepted methods of 
accounting for contributions to NFPOs: the deferral method and the restricted fund 
method. 

• The deferral method recognizes contributions that are not externally restricted as 
revenue in the period received or receivable. The NFPO only records restricted 
contributions as revenue when the related expenses are recognized. In other words, 
the NFPO waits until the expenses associated with a restricted contribution are 
recognized before recording the contribution as revenue. For example, a contribution 
that stipulates the funds must be used to provide nutritious breakfasts to 
underprivileged school-aged children would be deferred until the expenses related to 
providing the breakfasts are incurred. 

• The restricted fund method is a specialized type of fund accounting that involves 
reporting contributions by their respective fund. NFPOs that receive a significant 
amount of their funding through externally restricted contributions may find it 
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beneficial to use this method because it facilitates the tracking of restricted 
contributions. For example, an NFPO that provides speech therapy services to 
children with speech issues may set up a restricted fund to track all the contributions 
related to providing that service. 

The restricted fund method differs from the deferral method in that all contributions 
are recorded as revenue in the period received, as long as any fund that has 
governing restrictions is reported separately on the financial statements. For 
example, a contribution that can only be used for the construction of new premises 
would be reported as revenue when received, as long as the NFPO reports a 
building fund on its statement of financial position. This means that a restricted fund 
may show that the NFPO has not spent all the funds in one accounting period. The 
excess of revenues over expenses in the fund is the amount that will be available to 
the NFPO to spend on that purpose in future periods. 

The restricted fund method requires the establishment of a general fund (for 
unrestricted contributions), one or more restricted funds, and, if necessary, an 
endowment fund. If restricted contributions are received and a specific fund does not 
exist for the restricted activity, the deferral method is used for those particular 
restricted contributions. 

The tables below contrast how contributions and their related expenses are recorded 
using the deferral and restricted fund methods. 

Restricted contribution 
Deferral method Restricted fund method 

DR Cash XX 
CR Deferred contribution XX 

To record deferred contribution. 

DR Expense XX 
CR Accounts payable or cash XX 

To record expense related to deferred 
contribution. 

DR Deferred contribution XX 
CR Revenue XX 

To recognize portion of contribution 
related to expenses incurred. 

DR Cash XX 
CR Contribution revenue 

(specify fund) XX 
To record revenue for related fund. 

DR Expense (specify fund) XX 
CR Accounts payable or cash XX 

To record expense related to restricted 
fund. 
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Unrestricted contributions 
Deferral method Restricted fund method 

DR Cash XX 
CR Contribution revenue XX 

To record unrestricted contribution. 

DR Expense XX 
CR Accounts payable or cash XX 

To record general expense incurred. 

DR Cash XX 
CR Contribution revenue  

(general fund) XX 
To record unrestricted contribution. 

DR Expense (general fund) XX 
CR Accounts payable or cash XX 

To record general expense incurred. 

Endowment contribution 
Deferral method Restricted fund method 

DR Asset XX 
CR Net assets XX 

To record endowment contribution 
received. 

DR Asset XX 
CR Contribution revenue 

(endowment fund) XX 
To record endowment contribution 
received. 

Asset (PPE) purchased 
Deferral method Restricted fund method 

DR Asset XX 
CR Cash or accounts payable XX 

To record purchase of asset. 

DR Asset (specify fund) XX 
CR Cash or accounts payable 

(specify fund) XX 
To record purchase of asset. 

Amortization expense 
Deferral method Restricted fund method 

DR Amortization expense XX 
CR Accumulated amortization XX 

To record amortization for the period. 

DR Deferred contribution XX 
CR Contribution revenue XX 

To record contribution revenue on asset. 
 

DR Amortization expense   
(specify fund) XX 
CR Accumulated amortization 

(specify fund) XX 
To record amortization for the period. 

DR Amortization expense  
(specify fund) XX 
CR Accumulated amortization 

(specify fund) XX 
To record amortization for the period. 
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Operating expense 
Deferral method Restricted fund method 

DR Expense (specify) XX 
CR Cash or accounts payable XX 

To record (xxx) expense. 
 

DR Expense (specify)  
(general fund) XX 
CR Cash or accounts payable 

(general fund) XX 
To record (xxx) expense. 

Note that the net assets account is not an asset account. It is an equity account, similar 
to retained earnings for an NFPO. 

Accounting for the public sector 
The Public Sector Accounting Board, through CPA Canada, establishes financial 
accounting and reporting standards as set out in the Public Sector Accounting 
Handbook. 

The four main objectives of government financial statements are as follows: 

• Account for the full scope of the government’s resources, including consolidating 
related enterprises. 

• Measure the financial position of the government. 

• Measure the changes in the financial position of the government, including sources 
and uses of funds and change in the net debt. 

• Measure the government’s stewardship over its resources and compliance with 
Parliament. 

To meet these objectives, governments are required to prepare financial statements on 
an accrual basis in accordance with the applicable governing standards. 

Below is a summary of the financial statements prepared under the different reporting 
frameworks: 
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Practice questions 
1. Multiple-choice questions: 

i. Anne-Marie, an accountant, prepared the annual financial statements for Treetop 
Charity, an NFPO, for her usual rate of $1,000. In the previous year, Treetop paid 
$2,000 for this service and was expecting to pay $2,000 this year. Which of the 
following is the correct set of journal entries for recording this contribution? 

a) DR Accounting fees 2,000 
CR Accounts payable  2,000 

To record accounting fees for the year. 

b) DR Accounting fees 1,000 
CR Accounts payable  1,000 

DR Deferred revenue 1,000 
CR Contribution revenue  1,000 

To record accounting fees for the year. 

c) DR Accounting fees 2,000 
CR Accounts payable  1,000 
CR Contribution revenue  1,000 

To record accounting fees for the year. 

d) DR Accounting fees — general fund 1,000 
CR Accounts payable  1,000 

To record accounting fees for the year. 

Solution 

Option d) is correct. Accounting fees would be a general expense, and this 
expense would go through the general fund. 

Option a) is incorrect. It would be incorrect to record at the amount Treetop is 
willing to pay because that is not the true value of what Anne-Marie charges; 
recording in this way would overstate the expense. 

Option b) is incorrect. Accounting fees would not have restricted revenue 
associated, as these are a general administrative expense. 

Option c) is incorrect. Anne-Marie did not donate her services but charged her 
market rate of return. Thus, the expense should be recorded at $1,000, not 
$2,000. 
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ii. How do public sector financial statement users differ from for-profit financial 
statement users? 

a) For-profit financial statement users are interested in how funds are spent, 
whereas public sector financial statement users are interested in revenue 
growth. 

b) For-profit financial statement users include contributors and members, 
whereas public sector financial statement users include investors. 

c) For-profit financial statement users want to measure the changes in net debt 
during a period, whereas public sector financial statement users want to 
measure increases in retained earnings. 

d) For-profit financial statement users are interested in financial metrics to 
assess changes, whereas public sector financial statement users are 
interested in compliance with statutes and appropriate spending of resources. 

Solution 

Option d) is correct. For-profit financial statement users are interested in 
financial metrics to measure things like changes in revenues year over year. In 
contrast, public sector financial statement users are interested in knowing that 
the statements were prepared in accordance with the appropriate government 
statutes and that there is adequate stewardship over taxpayer dollars. 

Option a) is incorrect. This statement is reversed. Public sector financial 
statement users are not interested in metrics like revenue growth because they 
are not making an investment in the government. 

Option b) is incorrect. For-profit financial statement users include investors. 
Contributors and members are users of not-for-profit financial statements, not 
public sector financial statements. 

Option c) is incorrect. This statement is reversed. Public sector financial 
statement users are interested in changes in net debt; for-profit financial 
statement users are interested in the increase in retained earnings. 
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2. PL Recreation, an NFPO, received the following in 20X2: 

• $250,000 of unrestricted grants for the general fund 

• $100,000 of donations related to the new building fund 

• $6,000 of interest income from an endowment fund investment set up in 20X1 
(all endowment interest earned is unrestricted) 

In addition, the following transactions took place: 

• $50,000 of restricted donations received at the end of 20X1 was spent on 
equipment at the beginning of 20X2. The equipment has a useful life of five years 
with no expected salvage value. 

• $35,000 was spent on 20X2 general operating activities. 

PL Recreation uses the restricted fund method of accounting for contributions and 
does not set up a separate fund for restricted donations for equipment. 

Required: 

Prepare the journal entries for 20X2. 

Solution 

CPA Way step: Analyze Major Issues 

Each transaction needs to be assessed and aligned with the standards. 

CPA Way step: Conclude and Advise 

Completing the analysis of the transactions and aligning them with the standards 
resulted in the following journal entries: 

DR Cash 250,000 
CR Contribution revenue — general fund  250,000 

To record unrestricted contribution to the general fund. 

DR Cash 100,000 
CR Restricted contribution revenue — building fund  100,000 

To record donations received for the new building fund. 

DR Cash 6,000 
CR Interest revenue — general fund  6,000 

To record interest received from the endowment, to be used for general expenses. 

DR Equipment — general fund 50,000 
CR Cash  50,000 

To record purchase of equipment. 
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DR Depreciation expense 10,000 
CR Accumulated depreciation — equipment  10,000 

To record depreciation expense for the year. 

DR Operating expenses — general fund 35,000 
CR Cash  35,000 

To record general operating expenses. 
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