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Abstract

There still exist gaps in GAAP relating to accounting for business combinations, and preparation of consol-
idated financial statements including measurement and disclosure of minority interest in international ac-
counting environment. During the past several years, the Financial Accounting Standards Board (FASB) has
issued several proposed statements on issues related to business combinations. However, issues relating to
measurement and presentation of minority interest in consolidated financial statements have not been dealt
with in a way that successfully addresses the differences. This paper describes some approaches to measure
minority interest. Users of financial accounting information may prefer a range of values rather than a single
estimate, such as book value. We believe that providing and disclosing a range of values is likely to enhance
the relevance and reliability dimensions of information relating to minority interest on the date of business

combination.

Introduction

There are differences in Generally Accepted Account-
ing Principle (GAAP) relating to consolidation poli-
cies and procedures followed by various countries.
Major accounting issues affecting business combina-
tions and the preparation of consolidated financial
statements are as follows:

1. The decision to treat a combination as a uniting of
interests or as an acquisition.

2. The proper accounting basis for the assets and lia-
bilities of the combining entities.

3. The appropriate presentation of unidentifiable as-
sets such as goodwill in financial reports.

4. The approach measuring and presenting minority
(non-controlling) interests in financial. statements.

In order to minimize differences and to harmonize ac-
counting standards among countries, several papers
have been published in academic and professional
journals addressing the first three issues above, partic-
ularly on accounting treatment for goodwill. However,
research on accounting treatment for minority interests

is very rare. This paper attempts to provide some al-
ternative measurements and disclosure approaches re-
garding minority interests.

During the past several years, the Financial Account-
ing Standards Board (FASB) has issued several pro-
posed statements on business combinations and re-
lated issues. Following a discussion memorandum
(DM) on Consolidation Policy and Procedures (FASB,
1991), FASB has issued exposure drafts on business
combination and consolidation issues (FASB, 1995;
FASB, February 23, 1999; FASB, September 7, 1999;
FASB, February 14, 2001). After many years of dis-
cussion and review, the FASB issued its Statement of
Financial Accounting Standard (SFAS) No. 141, Ac-
counting for Business Combinations in June, 2001.
Further, several other pronouncements such as SFAS
Nos. 142-144 were issued focusing on some related
aspects of consolidation such as accounting treatment
for goodwill. However, accounting for measurement
and presentation of minority interest in consolidated
financial statements has not been adequately addressed
in any of the recent pronouncements.

Various policies and procedures have been applied for
evaluation and disclosure of minority interest in differ-
ent countries, as shown in Table 1.
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Table 1

Comparison of Measurement and Disclosure of Minority Interest in Consolidated
Financial Statements in Different Countries

Accounting Presentation of Presentation of Basis of Measurement
Practice Minority Intrest Minority Intrest in | of Minority Interest of
. in Balance Sheet Income Statement Aquired subsidary
Countries
As a component As a separate line Historical cost of the in
Australia of  shareholders’ . P
. item vestee
equity
Generall resented . L
caly b As a separate line Historical cost of
Canada outside the  share . .
, . ) item the investee
holders’ equity section
Generally between . .
Jensraly As a separate line Using the parent’s
France liabilities and share . .
, . item revalued basis
holders’ equity
No charge to the
As a separate com- . . ,
income statement, Using the parent’s
Germany ponent of share . .
, . rather charge di- revalued basis
holders’ equity .
rectly to equity.
In the supplementary ac-
Ital As a non-current li- As a separate line counts, generally deter-
y ability item mined using the hsitorical
basis of the investee
In the supplemen- In the supplementary ac-
tary accounts, as As a separate line counts, generally deter-
Japan . . . . C
the last line in the item mined using the historical
liability section basis of the investee
Presented outside of the . S
The Nether- , . As a separate line Historical cost of
share holders’ equity sec- | . .
lands . item the investee
tion
. Presented  immediatel . .
United Y1 As a separate line Using the parent’s
. before or after the share | . .
Kingdom , . . item revalued basis
holders’ equity section
. Generallu between . S
United e As a separate line Historical cost of
liabilities and share . . I
States , . item the investee
holders’ equity
Preferably determined us-
International | Generally between . ing the parents’ revalued
. e As a separate line . .
Accounting | liabilities and share . basis. Alternatively, de-
, . 1tem . . .
Standards holders’ equity termined using the histor-
ical basis.

Source: Consolidation Policy and Procedures, FASB, Discussion Memorandum FAS #107, September 1991.
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Numerous studies have dealt with a variety of issues in
business combination, but literature on the valuation
and disclosure of minority interest is relatively sparse.
The purpose of this paper is to describe various theo-
retically viable approaches to measuring and reporting
minority interest.

Minority Interest

Minority (noncontrolling) interest represents the inter-
est in the subsidiary’s equity (net assets) held by third
party shareholders other than the parent company. A
question may arise as to when a parent and subsidiary
relationship exists. Here again, differences exist for
determining whether an investor company is a parent
company and an investee company is a subsidiary. To
determine whether a parent and subsidiary relationship
exists, some jurisdictions use the concept of “control’””;
others use the concept of majority “ownership.”

In the U.S., Germany, and Japan, among others, a sub-
sidiary is based on majority ownership. However, a
switch to the use of the control concept is being ex-
plored in the U.S.? In October 1995, FASB issued an
Exposure Draft (ED) to propose a new definition for
business combination, and introduced new policy and
procedures for consolidation. In that ED, FASB con-
sidered “control” instead of “ownership” as the basis
for consolidation. Control of an entity is defined as
power over its assets: power to use or direct the use
of the individual assets of another entity in essentially
the same ways as the controlling entity can use its own
assets. FASB, however, has not made any final pro-
nouncement in this regard, as it indicated in its April
17, 2001 Business Combinations: Project Summary 3
and in its Project Updates (April 8, 2003): Consoli-
dations Policy and Procedures. The use of concept of
control instead of concept of ownership to establish
parent company and subsidiary relationship may have
prevented some accounting failures or scandals. When
concept of ownership is used, only the investee entities
that are owned are considered subsidiaries, and their
operations and net assets are consolidated with the in-
vestor’s (parent company’s) accounts. When an in-
vestor company controls an investee company, on the
other hand, the investee’s operations and net assets are
not consolidated. As a result, an investor company is

given the opportunity not to disclose essential data or
information of investee companies that are controlled.

In Canada, Australia, New Zealand, and the United
Kingdom the concept of control is used to determine
whether a parent and subsidiary relationship exists be-
tween an investor and investee company. The United
Kingdom adopted the control concept for determin-
ing parent and subsidiary relationship in 1990. In
1991, Price Waterhouse, in a study analyzing account-
ing policies and practices for consolidation and eq-
uity method in nine industrialized countries, found a
widespread use of control rather than ownership as
the primary condition requiring consolidation (FASB,
1991).

In Canada, the Canadian Institute of Chartered Ac-
countants mandates consolidation of all subsidiaries,
with “subsidiary” defined as an enterprise controlled
by another enterprise. Control is defined as an enter-
prise’s (the parent company’s) continuing power to de-
termine the other enterprise’s (the subsidiary’s) strate-
gic operating, investing, and financing policies with-
out the co-operation of others .

Control over another enterprise usually could be ob-
tained through acquisition of more than 50 percent
voting shares (FASB, 1995)°. If the parent company
owns less than 100 percent, then minority interest in
the subsidiary company would exist. Questions arise
as to how to value minority interest and how to report
minority interest in the consolidated financial state-
ments. As indicated earlier, differences exist in valu-
ing minority interest on the date of business combina-
tion, for example (FASB, 1991):

In the US and Canada — generally, using historical cost
(carrying/ book value) of the investee (subsidiary com-
pany), and In France, Germany and UK — using fair
value basis.

The FASB in its 1995 ED proposed a change in valu-
ation of minority interest. In particular, paragraph 27
of the ED indicates that ”...the noncontrolling interest
in the subsidiary shall be reported at its proportion-
ate amount of the fair value of all of the subsidiary’s
identifiable assets and liabilities. Goodwill shall not
be attributed to the noncontrolling interest.”
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Valuation Approaches

There are a number of logical ways available for valu-
ation of minority interest on the date of business com-
bination. In this regard, numerical examples are used
to explain the various alternative valuation techniques.
In this paper, using an example, we discuss seven ap-
proaches. The choice of each of these approaches
should be guided by the qualitative characteristics of
accounting information (FASB, 1980), such as rele-
vancy, reliability, understandability, and comparabil-

ity.
Example:

On January 1, 2XX3, P Company acquired 80 voting
shares (80%) of S Ltd. for $340 cash. Therefore, 20
shares of S Ltd. are held by third parties (i.e., other
than P Company); these shareholders’ interest in the
subsidiary is labelled as minority interest. Data at
the time of acquisition transaction (immediately be-

fore business combination) appear in Table 2.

Seven Approaches for Valuing Minority (Noncon-
trolling) Interest

1. Parent Company Concept

Under this approach, the focus is on the parent com-
pany shareholders’ equity. The consolidated financial
statements are prepared for the information needs of
the parent company. The minority interests are con-
sidered as outsiders. Accordingly, the minority share-
holders’ interest in the subsidiary’s equity is reported
outside of the shareholders’ (parent company’s) eq-
uity, as a liability. Such a disclosure may be construed
by some to consider minority interest as a liability (i.e.,
minority equity financing its proportionate interest in
the subsidiary company’s net assets). The presenta-
tion of minority interest as a liability has no concep-
tual support because it does not meet the definition of
a liability as defined in Accounting Concept Statement
No. 6°.

Table 2
Data at the Time of Acquisition
#1 #2 #3 #4 #5
(#4 - #3)
P Co. S Co. S Co. (F;r(ij;lue
(Book Value) (Book Value) (Fair Value)
excess)
Cash 200 - -
Marketable securities - 100 110 10
Inventory 500 200 215 15
Equipment 600 60 100 40
Patents 300 30 25 5
Total assets 3400 390 450 60
Liabilities (800) (90) (90) -
Net assets 2600 300 360 60
Shareholders’ 2600 300
equity (100 shares)
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An extension of the parent company concept supports
the disclosure of minority interests after long-term lia-
bilities and deferred taxes but before the consolidated
shareholders’ equity. This is because a minority in-
terest is neither equity nor a liability of the parent.
Most respondents to the FASB Discussion Memoran-
dum supported this disclosure and indicated that this
is the prevailing practice of business enterprise in the
United States (see para. 102 of the ED, 1995). Al-
though the minority interest finances its interest in a
subsidiary’s net assets, it is not a liability /. Another
approach is to disclose minority interest after the con-
solidated (parent company’s) shareholders’ equity.

Under the parent company perspective, the minority
interest on the date of business combination is based
on the book value (carrying value) recorded in the ac-
counting records of the subsidiary company. This is
because the acquisition transaction does not involve
minority interest .

Using the numerical example, the 20% minority in-
terest in the subsidiary company, under this approach,
would be based on the subsidiary company’s book val-
ues as given in column 3 in the example. The mi-
nority interest would be 20% of the book value of
subsidiary’s assets ($390) less liabilities ($90), on the
date of business combination, i.e., $20%*($390-$90)
= $60$.

The parent company’s (80 percent) share of the sub-
sidiary’s net assets as recorded in the books of the sub-

sidiary would be $240 (80% of $300). Parent company
paid ($340) to acquire a basket of net assets (assets less
liabilities assumed), which should be assigned to indi-
vidual elements in the basket of net assets based on fair
values. The amount of $340 exceeds the book value
of acquired net assets of $240 by $100. This excess
(i.e., the cost in excess of book value) of $100 is first
assigned to identifiable assets® net of liabilities in the
amount of $48 (i.e., 80% of $60). The amount of $60
represents the excess of fair value of net assets of the
subsidiary company over the book value (as indicated
in column 5 in the example). The residual ($100 - $48)
of $52 is assigned to goodwill. The $52 for goodwill
(in substance) represents the present value of 80% of
superior excess earnings that would be generated by
the subsidiary. The parent company’s portion (80%)
of identifiable assets (80% * $390 = $312) would be
valued at an acquisition cost of $360 (=$312 +$48).

The subsidiary’s net assets (recorded at $300) would
be consolidated using two valuation bases: the parent
company’s portion (80%) would be based on the cost
consideration given by the parent ($340), and the re-
maining 20% (minority interest) would be based on
carrying values of net assets in the amount of $60 (=
20% * $300). Since the parent company paid an ex-
cess of $100 for its 80 percent interest, the subsidiary
company’s net assets recorded at $300 would be in-
corporated in consolidated statements at $400 (= $300
+$100), as shown in Table 3.

The consolidated work sheet appears in Table 4.

Table 3
Asset Valuation under the Parent Company Concept
, . .. .
Item Parent’s (80‘%3) portion | Minority (20%) portion Total
based on fair value based on book value

Identifiable assets $ 360 $78 $ 438
Goodwill 52 - 52
Liabilities (72) (18) (90)
Total 340 60 400
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Table 4
Consolidated Work Sheet under Parent Company Concept
P Co. | S Co. dll?'erence (80% of fair value Consolidated
in excess of book value)
Cash 1660 - 1660
Marketable securities - 100 8 108
Inventory 500 200 12 712
Equipment 600 60 32 692
Patents 300 30 4) 326
Goodwill 52 52
Liabilities (800) | (90) - (890)
Net assets excluding in- 2260 | 300 100 2660
vestment in subsidary
Investment in subsidary 340
Net assets 2600 300 2660
Minority (noncontrolling) 60
interest
Owner’s equity (control- 2600 | 300 2600
ling interest)

This technique is easy to apply. Since minority inter-
est is not a party in the acquisition transaction (busi-
ness combination), it can be argued that it is appropri-
ate to reflect minority interest at the carrying values of
net assets recorded in the subsidiary’s books. Current
practice in consolidated accounting uses this valuation
approach due to its objectivity for both minority and
majority interests. Majority shareholders’ equity is re-
ported at cost, which reflects the acquisition price paid
by the parent company for its interest. Minority inter-
est is also based on the carrying value, since there is
no arm’s length transaction involving minority share-
holders.

This approach can be criticized on the grounds that it
uses two valuation bases to establish the subsidiary’s
net assets on the date of business combination, viz.,
the parent’s portion of the subsidiary’s net assets are
established based on the parent company’s acquisition
cost (at fair values), and minority interest at book val-
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ues. As alluded to earlier, in some countries fair values
are used to reflect minority interest in the subsidiary
company. The use of fair values to determine minority
interest is described next.

2. Economic Unit Concept or Entity Theory

In this perspective, the minority interest is considered
part of the ownership of the entire business combina-
tion. Accordingly, the noncontrolling (minority) in-
terest in the subsidiary’s equity is disclosed as part
of the consolidated owners’ equity. For the purposes
of disclosure, a parallel could be drawn between part-
nership interest and minority interest. If minority in-
terest is considered as similar to a partner (say a ju-
nior partner), then in a partnership all junior and se-
nior partners’ capital accounts represent partnership’s
owners’ equity. Likewise minority interest (as a ju-
nior/noncontrolling partner) in a business combina-
tion representing only a part of the consolidated eq-
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uity should be considered (and reported) as part of the
owners’ equity in the business combination.

Paragraph 110 of ED (FASB, 1995) has a different in-
terpretation. It refers to the economic unit approach
by indicating the fact that the parent’s control of a sub-
sidiary gives it power over and stewardship responsi-
bilities for all of the subsidiary’s individual assets and
liabilities—not just a portion of each asset and liabil-
ity based on the parent’s equity interest. Consequently,
the value of minority interest on the date of business
combination is based on the fair values of the sub-
sidiary’s net assets (both tangible and intangible assets
including goodwill, less liabilities).

Since minority interest shareholders are not involved
in the business combination transaction, a question
arises as to how to determine fair value of the net as-
sets owned by the minority interest in the subsidiary
company. In this regard, a convenient approach is to
use the price paid by the parent company as the basis to
impute value for the minority interest. The Discussion
Memorandum (FASB, 1991) describes two methods:
the purchased goodwill method and the full goodwill
method. Under the former method, goodwill is mea-
sured in the same way as in the parent company ap-
proach. The latter method, however, measures good-
will by attributing an amount for goodwill to the non-
controlling interest based on the goodwill attributed to
the parent.

Using the numerical example, the minority interest un-

der the entity approach (economic unit concept) would
be based on the fair value of net assets, i.e., all tan-
gible and intangible assets including goodwill, minus
liabilities. The fair value of minority interest can be
estimated based on the purchase price paid by P Com-
pany for its 80 shares (80%).

For 80 shares, P Company paid................ $340
Imputed value for 20 shares held by
minority shareholders ($340/80 *20)........... $85

P Company’s acquisition cost of $340 would be as-
signed, as described in the first approach (the parent
company concept) above, to identifiable assets and li-
abilities at fair values, which is 80%%*($450 -$90)=
$288, and the residual ($340-$288) of $52 to good-
will. The amount of $85 attributable to minority in-
terest exceeds the corresponding book value of $60 by
$25. This excess would be assigned $12 (20% of $60)
to identifiable net assets. The amount of $60 repre-
sents the excess of fair values over the recorded book
values as indicated in column 5 in the example. The
residual of $13 (i.e., $25 - $12) would be assigned to
goodwill. The subsidiary’s net assets recorded at $300
in the books of the subsidiary company would be in-
corporated in the consolidated statements at $425 (i.e.,
$300 + $100 excess paid by parent company + $25 ex-
cess imputed to minority interest or $340 parent cost
of acquisition + $85 imputed value of minority interest
based on parent’s cost). The consolidated work sheet
under this perspective is presented in Table 5.

Table 5
Consolidation Work Sheet under the Economic Unit Concept

P Co. | S Co. | Difference | Consolidated
Net assets exclu(‘ling investment 2260 | 300 60 2620
in sub, & goodwill
Investment in subsidary 340
Goodwill 65 65
Net assets 2600 | 300 125 2685
Minority interest 85
Owner’s equity 2600 | 300 2600
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The make-up of the consolidated net assets of $2620
shown in the first row is:

P Company’s net assets at book value......... $2260
S Company’s net assets at book value.......... $300

Cost in excess of book value paid by parent com-
pany assigned to identifiable assets (other than good-
will) oo $48.

Minority interest in monetary assets net of liabilities
at fair values (20% of $60 fair value in excess of book
value of identifiable assets) .................... $12

The amount of $65 representing goodwill consists of
$52 relating to 80% of the parent company’s interest
and $13 relating to 20% minority interest.

It can be argued that imputing fair value for minority
interest based on the consideration given by the parent
company may not be reliable, particularly with respect
to some of the non-current non-monetary assets (e.g.,
patents, goodwill); and that it violates the cost prin-
ciple. Further, this approach is criticized on the basis
that these two types of ownership interest are in two
different economic environments, e.g., shares held by
minority shareholders usually are harder to sell than it
is to sell shares held by the controlling interest, partic-
ularly in a closely-held firm. This is because of, for
example, a lack of control by minority shareholders
over the subsidiary company.

3. Modified Economic Unit Concept

This approach is an extension of the second approach
(economic unit concept) described above. The par-
ent’s acquisition cost of $340 would be assigned to
net identifiable assets ($288) and residual to good-
will ($52). The minority interest is established at fair
value of identifiable net assets (tangible and identi-
fiable intangible assets less liabilities, i.e., excluding
goodwill).

Based on this approach, minority interest (20 shares)
would be computed using fair values of net identifi-
able assets only (i.e., without assigning any value for
goodwill for determining minority interest).

(20% % $360) . .. oo $72

Like the economic unit concept, this approach uses
fair values of identifiable assets and liabilities for mi-
nority interest. The consolidated work sheet under this
perspective appears in Table 6.

Note that the make-up of the consolidated net assets
of $2620 shown in the first row is the same as for ap-
proach 2 described earlier. The amount of $52 repre-
senting goodwill consists of $52 relating to 80% of the
parent company’s interest, and unlike the second ap-
proach, no goodwill for minority interest is imputed.

This approach for valuing minority interest may be
criticized as unreliable using the same arguments
as for the second approach (economic unit concept)
above, including the following:

Table 6
Consolidated Work Sheet under the Modified Economic Unit Concept
P Company | S Company | Consolidated
Net a§sets excluding .1nvest- 2260 300 2620
ment in sub, & goodwill
Investment in subsidary
Goodwill
Net assets 2600 300 2672
Minority interest 72
Owner’s equity 2600 300 2600
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e This method uses fair values for identifiable net
assets in which minority interest is not a party at
arms length. This violates the cost principle;

e it may be difficult to determine fair values
for identifiable intangibles (e.g., patents, copy-
rights, trade marks); and

¢ valuing identifiable assets net of liabilities at fair
values and not valuing goodwill relating to mi-
nority interest at fair value is not consistent and
may be criticized as arbitrary.

Despite the above criticisms, recognition of the fair
value for all identifiable assets and liabilities at the
date of the acquisition is the basis (to measure/value
majority and minority interests) followed in both Aus-
tralia and the United Kingdom and the allowable alter-
native treatment in International Accounting standard
No. 22, Accounting for Business Combinations. The
FASB in the United States also is considering adopting
this approach, as ED, para.114, (FASB, 1995) states:

The Board concluded that in accounting for the acqui-
sition of a subsidiary by a parent, the purchase price
(cost of the acquisition) should be assigned to each of
the identifiable assets acquired and liabilities assumed
based on the full amount of their fair values at the date
the parent-subsidiary relationship is established. The
Board also decided to require recognition of only the
parent’s share of goodwill. That is, goodwill is the
excess of the cost of the acquisition over the parent’s

share of the net amount assigned to the identifiable as-
sets acquired and liabilities assumed.'”

Approaches 4, 5, 6, and 7, described below are varia-
tions of the above three approaches.

4. Monetary Assets at Fair Values

Since the fair values of monetary assets '! of the sub-
sidiary company on the date of business combina-
tion can be determined reliably, fair values for mon-
etary assets to establish minority interest in the sub-
sidiary’s monetary assets and liabilities would be used.
With respect to non-monetary assets, carrying values
as recorded in the subsidiary’s books would be used.
Accordingly, minority interest would be:

Non-monetary assets at their carrying values

20%*($200+$60+$30) ....oiiii $58
Fair values of monetary assets less liabilities

20%* ($110-$90) . ..o $4
Minority interest . ..........ouvueriniiina... $62

(In this situation, inventory is considered as a non-
monetary item)

This approach is based on the premise that monetary
assets are as good as cash. Therefore, it can be argued
that it is appropriate to use fair values (cash equivalent)
for monetary items for determining minority interest.
The consolidated work sheet under this perspective is
presented in Table 7.

Table 7
Consolidated Work Sheet under Monetary Assets at Fair Values
P Company | S Company | Consolidated

Net a§sets excluding .1nvest— 2260 300 2610
ment in sub, & goodwill
Investment in subsidary
Goodwill 52
Net assets 2600 300 2662
Minority interest 62
Owner’s equity 2600 300 2600
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The make-up of the consolidated net assets of $2610
shown in the first row is:

P Company’s net assets at book value ........ $2260
S Company’s net assets at book value.......... $300

Cost in excess of book value paid by parent com-
pany assigned to identifiable assets (other than good-
will) oo $48

Minority interest in monetary assets net of liabilities at
fair values (20% of $10 fair value of marketable secu-
rities in excess of book value) ................... $2

5. Current Assets and Monetary Assets at Fair Val-
ues

This is an extension of approach 4, described above. It
can be argued that, in addition to fair values of mone-
tary assets, fair values of all current assets, both mone-
tary and non-monetary, can be determined with a high
degree of reliability. Accordingly, under this approach
fair values of all current assets and all other long-
term monetary assets, and carrying values of long-
term non-monetary assets, are used for determining
the minority interest in subsidiary’s equity.

Based on the above (i.e., fair values of all current
assets and monetary assets less fair values of liabili-
ties, plus book values of long term non-monetary as-

would be as follows.

Fair values of monetary items and inventory less lia-

bilities {20% *($110 + $215-$90)}............. $47
Non-monetary items {20% * ($60 + $30)}....... $18
Minority interest. ..ot $65

This approach is based on the premise that fair values
of all monetary assets and non-monetary current assets
(e.g., inventory), are as good as cash. Since fair values
of long-term non-monetary assets such as equipment
or patents may not be objectively determinable in all
situations, it can be argued that the minority interest
attributable to these assets should be based on their
carrying values. The consolidated work sheet under
this perspective appears in Table 8.

The make-up of the consolidated net assets of $2613
shown in the first row is:

P Company’s net assets at book value......... $2260
S Company’s net assets at book value.......... $300

Cost in excess of book value paid by parent com-
pany assigned to identifiable assets (other than good-
will) .o $48

Minority interest at fair values for all current assets
20% of $25 fair value of marketable securities and in-

S ) o ventory in excess of book value)................. $5
sets), the minority interest in the subsidiary’s net assets
Table 8
Consolidated Work Sheet under Current Assets and Monetary Assets at Fair Values
P Company | S Company | Consolidated
Net a§sets excluding .1nvest— 2260 300 2613
ment in sub, & goodwill
Investment in subsidary 340
Goodwill 52
Net assets 2600 300 2665
Minority (noncontrolling) interest 65
O\gner s equity (controlling inter- 2600 300 2600
es
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6. At Lower of Book or Fair Values of Non-
monetary Assets

The valuation method discussed in approach 5 uses the
fair values of current assets (e.g., inventory), and car-
rying values of other non-current non-monetary assets.
This may not be conservative (e.g.) when the carrying
values of non-monetary assets such as patents exceed
fair values.

This approach overcomes the shortcoming of using
carrying values that exceed fair values to reflect mi-
nority interest. According to this approach, minority
interest is established at fair values of monetary assets
less fair values of liabilities, plus the lower of book
or fair values of non-monetary assets. Applying this
technique to the example, the minority interest would
be:

{($110 — $90) + $200 + $60 + $25}  20% = $61

This approach is an extension of approach 5. Non-
monetary assets (current and non-current) are valued
conservatively at the lower of book or fair values. The
consolidated work sheet under this perspective appears
in Table 9.

The make-up of the consolidated net assets of $2609
shown in the first row is:

S Company’s net assets at book value.......... $300

Cost in excess of book value paid by parent com-
pany assigned to identifiable assets (other than good-
will) ..o $48

Attributable to minority interest (20% of $10 at-
tributable to marketable securities, market value in ex-
cessofbook value).............ocviiiiii.n. $2

Attributable to Minority interest at lower of fair value
or book value of non-monetary assets (20% of $5 book
value of patents in excess of fair values) ........ $(1)

7. Lower of Carrying or Fair Value of Assets Ap-
proach

This approach would produce a conservative valua-
tion of minority interest in the subsidiary’s net assets.
Based on this approach (i.e., lower of carrying or fair
values of assets less fair value of liabilities) the minor-
ity interest would be:

{$390 carrying value of assets - $5 to adjust patents to
bring to lower of carrying or fair value - $90 liabilities
= $295, lower of carrying or market value of assets
less liabilities}, i.e., $295 * 20% = $59.

The consolidated work sheet under this perspective ap-

P Company’s net assets at book value......... $2260  pears in Table 10.
Table 9
Consolidated Work Sheet under Lower of Book or Fair Values of Non-monetary Assets
P Company | S Company | Consolidated
Net assets exc.luding investment in 2260 300 2609
sub, & goodwill
Investment in subsidary 340
Goodwill 52
Net assets 2600 300 2661
Minority (noncontrolling) interest 61
Ogner’s equity (controlling inter- 2600 300 2600
es
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Table 10
Consolidated Work Sheet for Lower of Carrying or Fair Value of Assets Approach

P Company | S Company | Consolidated
Net assets exc?luding investment in 2260 300 2607
sub, & goodwill
Investment in subsidary 340
Goodwill 52
Net assets 2600 300 2659
Minority (noncontrolling) interest 59
O\tx;ner’s equity (controlling inter- 2600 300 2600
es

The make-up of the consolidated net assets of $2607
shown in the first row is:

P Company’s net assets at book value. ........ $2260
S Company’s net assets at book value.......... $300

Cost in excess of book value paid by parent com-
pany assigned to identifiable assets (other than good-
will) .o $48

Minority interest at lower of fair value or book value
of assets (20% of $ 5 book value of patents in excess
of fairvalues) ............ ... ... ... .. ... $(1)

Consolidated data on the date of business combination
based on the above seven approaches are shown in Ta-
ble 11.

Proportionate Consolidation

This approach is based on the proprietary theory of
consolidation. In this approach, only the parent com-
pany’s proportionate share in the subsidiary com-
pany’s net assets would be included in the consol-
idated statements, and minority interest in the sub-
sidiary would not be included.

In order to be meaningful and for fair presentation,
the consolidated statements should reflect the net as-
sets controlled by the business combination (the ac-
counting entity). When the parent company controls
the subsidiary, net assets owned by both majority and
minority interests would be under the control of the
accounting entity.

Table 11
Consolidated Data on Date of Business Combination Based on Above Seven Approaches

1 2 3 4 5 6 7
Identifiable Net Assets 2608 | 2620 | 2620 | 2610 | 2613 | 2609 | 2607
Goodwill 52 65 52 52 52 52 52
Total Net Assets 2660 | 2685 | 2672 | 2662 | 2665 | 2661 | 2659
Minority (non-controlling) interest 60 85 72 62 65 61 59
Majority (controlling interest) 2600 | 2600 | 2600 | 2600 | 2600 | 2600 | 2600
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By contrast, proportionate consolidation would be ap-
propriate in accounting for joint ventures. A joint ven-
ture is a venture jointly controlled by two or more ven-
turers, and the relationship between venturers for man-
aging and other matters relating to the joint venture
is usually governed by an agreement 2. Since none
of the individual venturers is in a position to unilater-
ally control the joint venture, only the venturers’ pro-
portionate share of the net assets in the joint venture
would be consolidated with the other net assets of the
venturer. In other words, the inclusion of all net as-
sets of the joint venture in the consolidated financial
statements of any individual venturer would not be ap-
propriate, since none of the venturers individually has
control over the entire net assets of the joint venture.

Subsidiary Company’s Goodwill on the Date of
Business Combination

At the time of acquisition, if the acquiree (the sub-
sidiary) company has goodwill in its books, then the
process of valuation of minority interest would be
along the lines described above under approaches 1
through 7. For example:

e Approach 1: The minority share of goodwill
would be based on the carrying value of good-
will in subsidiary’s books.

e Approach 2: The minority interest in goodwill
would be based on the fair value of the sub-
sidiary’s net assets including goodwill.

e Approaches 3 through 6: The minority share of
goodwill would be based on the carrying value
of goodwill in the subsidiary’s books.

e Approach 7: The minority share of goodwill
would be based on the lower of carrying or fair
value of the subsidiary’s goodwill.

Conclusion

Compared to majority shareholders, minority (non-
controlling) shareholders may be at a disadvantage
(like absentee partners in a partnership) by not receiv-
ing needed information about their ownership interest
for investment decisions. Since a minority shareholder

is not a party to the acquisition transaction, it can be ar-
gued that the current practice in the U.S. and Canada,
to provide for minority interest on the date of business
combination based on the book value of the subsidiary
company, is convenient to apply, neutral, verifiable,
and objective. However, this practice is not universally
accepted.

As discussed above, differences exist in international
accounting practices in measurement of minority in-
terest on the date of business combination. To
achieve uniformity in practice and comparability of
data among enterprises, prescribing uniform interna-
tional accounting standards for measuring and disclos-
ing minority interest in sufficient detail will reduce the
information asymmetry (particularly in closely-held
operations) that may exist between a majority share-
holder and a minority shareholder. Minority share-
holders as users of financial information may prefer
a range of values (that is reliable) rather than a single
amount. For example, in addition to using the book
value for reporting minority interest, the users of fi-
nancial information may find useful the fair value of
minority interest, which could be based on the consid-
eration given by the parent company (approach #2);
or the lower of fair value or book value (approach #7).
The choice should be guided by the financial statement
concepts 3.

To enhance the relevance and reliability of informa-
tion relating to minority interest on the date of busi-
ness combination, we suggest a range of values be dis-
closed, as follows:

o The existing approach (e.g., approach 1) should
be used for the consolidation process to reflect
minority interest at book value of the subsidiary
company because of its simplicity and verifia-
bility characteristics.

e In addition to the above (book value), manage-
ment should use its judgment to select (from
among approaches 2 through 7) an appropriate
(or more than one) value for minority interest,
and describe the approach used and amount in
sufficient detail as a footnote to the financial
statements as a supplementary information.
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Providing additional information will likely protect
minority shareholders, and in addition will assist them
in making informed decisions.
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Endnotes

1. According to Wiley GAAP 2003, both measure-
ment techniques of minority interests (i.e., histor-
ical cost of the investee and the parent revalued ba-
sis) are acceptable in the United States, see page
469.

2. Ibid.

3. ”The Board will not make any final decisions
or consider whether to issue final Statement un-
til it has addressed all of the substantive issues
rose by constituents and has considered the en-
tire set of tentative decisions reached during its re-
deliberations.”

4. CICA Handbook, Section 1590.03 (August 1991).
Toronto: Canadian Institute of Chartered Accoun-
tants.

5. The U.S. GAAP has not yet officially adopted the
control concept for consolidation; however, para-
graph 14 of the ED (FASB, 1995) has proposed for
adoption. The ED has listed the following exam-
ples having one entity effective control over another
entity other than majority ownership:

e Ownership of a large minority voting interest
(approximately 40 percent) and no other party
or organized group of parties has a significant
interest

e An ability demonstrated by a recent election
to dominate the process of nominating candi-
dates for another entity’s governing board and
to cast a majority of the votes cast in an elec-
tion of board members.

o A unilateral ability to obtain a majority vot-
ing interest through ownership of securities
or other rights that may be converted into a
majority voting interest at the option of the
holder without assuming risks in excess of the
expected benefits from the conversion

o A relationship with an entity that it has es-
tablished that has no voting stock or member
voting rights and has provisions in its char-
ter, bylaws, or trust instrument that (1) cannot
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be changed by entities other than its creator
(sponsor) and (2) limit the entity, including
the powers of its board of directors or trustees,
to activities that the creating entity can sched-
ule (or can initiate) to provide substantially
all future net cash inflows or other future eco-
nomic benefits to its creator

e A unilateral ability to dissolve an entity and
assume control of its individual assets, sub-
ject to claims against those assets, without as-
suming economic costs in excess of the ex-
pected benefits from that dissolution

e A sole general partnership interest in a limited
partnership.

6. According to the FASB Statements of Financial

Accounting Concepts No. 6, liability represents
present obligation of an entity, which would be dis-
charged by paying cash or distributing other assets
of the entity.

. According to the FASB Statements of Financial
Accounting Concepts No. 6, liability represents
present obligation of an entity, which would be dis-
charged by paying cash or distributing other assets
of the entity.

8.

10.

11.

12.

13.

Also see CICA Handbook, Section 1600.14 (Au-
gust, 1991). Toronto: Canadian Institute of Char-
tered Accountants.

Assets can be classified as identifiable and uniden-
tifiable (i.e., goodwill), and can be described as re-
sources, owned or controlled by an entity, having
potential future economic benefits. Identifiable as-
sets, in turn, can be classified as (e.g., inventory)
and identifiable intangible (e.g., patents).

The board believes that the amount a parent pays
in excess of the fair value of identifiable net assets
may be paid in part of a subsidiary’s goodwill and
in part as a premium paid to gain control of a sub-
sidiary. Therefore, this should not be attributed to
the minority interest.

The value of assets that is fixed by contract or oth-
erwise.

Canadian Institute of Chartered Accountants, CICA
Handbook, Section 3055.04 (August, 1991), p.
1131.

Financial Accounting Standards Board (1980).
Qualitative characteristics of accounting informa-
tion. Statement of Financial Accounting Concept

2.

JAlliance Journal of Business Research




Mohammed et al

ABOUT THE AUTHORS

Professor Mohammad S. Bazaz received his Ph.D.
from the University of Oklahoma. He specializes in fi-
nancial, managerial and international accounting. He
has taught various courses at the undergraduate and
graduate levels both in the US and overseas universi-
ties. He has also published many articles in account-
ing regulations, foreign currency translation, segmen-
tal reporting, and event studies. Dr. Bazaz has also
published numerous articles in several international
accounting journals including The Journal of Interna-
tional Accounting and Advances in International Ac-
counting. His research in the area of assessment of
currency exchange rate risk was awarded an educa-
tional grant from the National Association of Char-
tered Accountants in the United States. Dr. Bazaz
had two internships with DaimlerChrysler Corpora-
tion in 1994 and 1997. His experience with Daimler-
Chrysler included the areas of activity-based costing,

business process costing and corporate investments in
other countries.

Dr. Trimbak Shastri is in the School of Accountancy
at the University of Louisville. He is a CA, CMA,
CIA, and received his Ph.D. in accounting from the
University of Oklahoma. He has taught in universities
in Canada, the US and in international management
programs in Panama and Greece. He has over 15 years
of public accounting, management consulting and in-
dustry experience, which include as an Audit Partner
of then-Ernst & Ernst, Chartered Accountants in Mon-
treal (Quebec), as an Auditing Examiner of Certified
General Accountants Association of Canada, and in
accounting positions in manufacturing companies in
the automobile, machine tools, aeronautics, and con-
sumer electronics industries. He has co-authored sev-
eral papers that have appeared in academic and practi-
tioner oriented journals.

JAlliance Journal of Business Research





