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Advanced Leadership

INNOVATION
The twelfth edition of Advanced Accounting raises the standard in accounting education.
Providing the most innovative, up-to-date, and comprehensive coverage of advanced financial
accounting topics on the market today, this edition incorporates pedagogically strong elements
throughout. The end result is a valuable and useful resource for both the present and the future.
Fischer/Taylor/Cheng’s Advanced Accounting offers the learner the ability to understand, and
then to apply, new knowledge like no other advanced accounting text available. Leading the
way are these unique, innovative, and helpful features:

^ Understanding and applying the new Financial Accounting Standards Board
codification terms:

^ Coverage of International Financial Reporting Standards (IFRS).
^ References throughout have been updated to reflect codification terms.
^ All subsidiary accounts are adjusted to full fair value whenever control is achieved. The

noncontrolling interest is adjusted to fair value.
^ Instead of allocating the available amount to fixed assets in a bargain purchase, all

accounts are recorded at full fair value and the bargain results in a gain.
^ Changes in the parent’s ownership interest are treated as equity transactions with no

impact on income.
^ Changes in the subsidiary’s equity are treated as equity transactions with no impact on

income.

^ Excelling with ease—easy-to-follow Excel® tutorials and convenient electronic working
papers available on the text’s Web site (www.cengagebrain.com):

^ This unique tutorial teaches a step-by-step process for completing consolidations
worksheets in an Excel-based environment. The tutorial makes it possible to master
consolidations worksheets more quickly.

^ The tutorial guides the student through the creation of Excel worksheets. Each chapter of
the tutorial adds the consolidations processes to parallel those presented in Chapters 1–6
of the text.

^ The electronic working papers in Excel format provide students with the basic worksheet
structure for selected assignments throughout the text. These assignments are identified in
the text by the icon shown here.

^ Comprehending through consistency—common coding for the worksheets:

^ All consolidations worksheets use a common coding for the eliminations and
adjustments. A complete listing of the codes is presented on the inside of the front cover.
Students are now able to quickly recall worksheet adjustments as they move from one
chapter to the next.

^ Within the chapter narrative, the worksheet eliminations and adjustments are shown in
journal entry form and are referenced using the same coding. This provides consistent

P R E F A C E
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reinforcement of the consolidations process and aids students in their understanding of
the worksheet procedures. An example follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

(EL) Eliminate 80% of subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2011—Company S . . . . . . . . . 56,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

^ The same codes are continued in the Excel tutorial and the worksheet solutions.

^ Taming a tough topic—coverage of derivatives and related accounting issues in a module:

^ A comprehensive module deals with derivative instruments and related accounting issues.
This module, located just before Chapter 10, sets forth the basic characteristics of derivative
financial instruments and explains the features of common types of derivatives. Accounting
for derivatives held as an investment and as a part of a hedging strategy is discussed. Although
covering the derivatives module prior to Chapter 10 is recommended, Chapter 10 can be
taught without coverage of the derivatives module.

^ Fair value and cash flow hedges are clearly defined, and the special accounting given such
hedges is set forth in a clear and concise manner. Options, futures, and interest rate swaps
are used to demonstrate accounting for fair value hedges and cash flow hedges.

^ New explanations, examples, and end-of-chapter problems have been added to help
simplify this complex topic.

^ The more complex issues that are associated with the use of forward contracts are introduced
in the module and then fully addressed in Chapter 10. Thus, Chapter 10’s discussion of
hedging foreign currency transactions is more streamlined and less cumbersome.

^ Most of the chapter’s discussion of hedging foreign currency transactions involves the use
of forward contracts. The focus is on the use of such contracts to hedge foreign currency
transactions, commitments, and forecasted transactions.

^ Accounting for change—coverage of government reporting model and estate tax planning:

^ Comprehensive coverage of governmental standards through GASB Statement No. 71,
including the historic changes to the reporting model.

^ Government and not-for-profit chapters include material for CPA Exam preparation.
^ Chapters are designed for use in advanced accounting courses or in standalone

governmental and not-for-profit courses.

^ Measuring student mastery—Learning Objectives:

^ Each chapter begins with a list of measurable learning objectives, which are repeated in
the margin near the related coverage.

^ The exercises and problems at the end of the chapter indicate the specific learning
objectives that they reinforce. This helpful indicator, along with the assignment titles,
provides a quick reference for both student and instructor.

^ Staying up to date—IASB Perspectives:

^ Within relevant chapters, a new box feature provides information and commentary
regarding how standards differ between U.S. GAAP and IFRS.

^ This feature provides students with a clear understanding as to how IASB proposals may
differ and what questions to consider moving forward with their studies.

1
O B J E C T I V E

Explain why transactions

between members of a

consolidated firm should

not be reflected in the

consolidated financial

statements.

iv PREFACE
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^ Communicating the core content—Reflection:

^ Concluding every main section is a reflection on the core information contained in that
section.

^ These reflections provide students with a clear picture of the key points they should grasp
and give them a helpful tool for quick review.

R E F L E C T I O N

� The combining of the statements of a parent and its subsidiaries into consolidated

statements is required when parent ownership exceeds 50% of the controlled firm’s

shares.

� Consolidation is required for any company that is controlled, even in cases where less

than 51% of the company’s shares is owned by the parent.

^ Thinking it through—Understanding the Issues:

^ These questions at the end of the chapter emphasize and reinforce the core issues of the
chapter.

UNDERSTANDING THE ISSUES

1. A parent company paid $500,000 for a 100% interest in a subsidiary. At the end of
the first year, the subsidiary reported net income of $40,000 and paid $5,000 in divi-
dends. The price paid reflected understated equipment of $70,000, which will be
amortized over 10 years. What would be the subsidiary income reported on the
parent’s unconsolidated income statement, and what would the parent’s investment
balance be at the end of the first year under each of these methods?

a. The simple equity method
b. The sophisticated equity method
c. The cost method

2. What is meant by date alignment? Does it exist on the consolidated worksheet under
the following methods, and if not, how is it created prior to elimination of the invest-
ment account under each of these methods?

a. The simple equity method
b. The sophisticated equity method
c. The cost method

vPREFACE
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^ They encourage students to think in greater depth about the topics and expand their
reasoning skills. Discussion skills are also developed through use of the questions as
springboards for class interaction.

THEORY BLENDED WITH APPLICATION
With a strong tradition of combining sound theoretical foundations with a hands-on, learn-by-
example approach, the twelfth edition continues its prominent leadership position in advanced
accounting classrooms across the country. The authors build upon Advanced Accounting’s clear
writing style, comprehensive coverage, and focus on conceptual understanding.

Realizing that students reap the greatest benefits when they can visualize the application of
theories, Advanced Accounting closely links theory and practice by providing examples through
relevant exhibits and tables that are common to real-world accounting. When students can visu-
alize the concept being discussed and apply it directly to an example, their understanding
greatly improves. This focus on conceptual understanding makes even the most complex topics
approachable.

Assignments are clearly defined. End-of-chapter questions are used to reinforce theory, and
exercises are short, focused applications of specific topics in the chapter. These exercises are very
helpful when students use them as preparation for possible class presentations. The book’s prob-
lems, which are designed to be more comprehensive than the exercises, often combine topics
and are designed to work well as after-class assignments. For group projects, the cases found in
the business combinations chapters provide an innovative way to blend theoretical and numeri-
cal analysis.

ENHANCED COVERAGE
Advanced Accounting reflects changes in accounting procedures and standards while improving
on those features that aid in student comprehension.

^ Chapter 1
^ New material on Goodwill including ability of non-public companies to amortize

goodwill and new impairment procedures for goodwill.
^ Expanded coverage of contingent consideration in the purchase of a business.

^ Chapter 2
^ New, simplified procedure for valuation schedule that covers all potential situations.
^ Introduction of Variable Interest Entities (VIE) as another application of consolidation

procedures.
^ Expanded and updated coverage of reverse acquisitions.

^ Chapter 3
^ New information on disclosure for an intraperiod purchase.

^ Chapter 4
^ Updated end-of-chapter material.

^ Chapter 5
^ Updated end-of-chapter material.

^ Chapter 6
^ Improved coverage of amortizations of excess cost as they impact cash flow statement.
^ Section on nonconsolidated investments has been moved to an appendix.
^ Updated consolidated statement of cash flows example.
^ Revised coverage of consolidated earnings per share.
^ Revised coverage of taxation of consolidated companies including foreign subsidiaries.

vi PREFACE
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^ Chapter 7
^ Updated coverage on sale of parent interest in a subsidiary.

^ Chapter 8
^ Revised discussion of subsidiary stock dividends.
^ New section called ‘‘Parent Company Shares Purchased by Subsidiary.’’
^ Section on stick swap has been removed.
^ The reciprocal method of consolidating ownership of parent shares by the subsidiary has

been eliminated.

^ Special Appendix 1: Accounting for Influential Investments
^ Revised content to reflect current FASB Codification updates.
^ Updated section called ‘‘Fair Value Option.’’
^ Updated end-of-appendix material.

^ Special Appendix 2: Variable Interest Entities
^ Defining a VIE.
^ Application of the consolidations model to a VIE.

^ Chapter 9
^ Updated discussion of the scale of international activity and how it relates to foreign

currency transactions, foreign currency translation, and international standard setting.
^ Added coverage of the current positions of the Financial Accounting Standards Board

(FASB), the International Accounting Standards Board (IASB), and the Securities and
Exchange Commission (SEC) regarding convergence to IFRS.

^ Chapter 10
^ Simplified entries necessary to account for derivatives.
^ Revised end-of-chapter materials place a greater focus on the impact of hedging on both

financial position and operating results.
^ Updated coverage of highlights of the IASB’s proposed standard on hedging are set forth

in the ‘‘IASB Perspectives’’ feature.

^ Chapter 11
^ New illustration of the consolidation of a U.S. parent and a foreign subsidiary.
^ Incorporated new standards as they relate to consolidations.

^ Chapter 12
^ End-of-chapter materials have been updated and revised.
^ All footnotes have been changed to reference relevant sections of the Accounting

Standards Codification (ASC).

^ Chapter 13
^ End-of-chapter materials have been updated and revised.
^ All footnotes have been changed to reference relevant sections of the Accounting

Standards Codification.

^ Chapter 14
^ End-of-chapter materials have been updated and revised.
^ All footnotes have been changed to reference relevant sections of the Accounting

Standards Codification.

^ Chapter 15
^ Include a discussion of deferred inflows of resources and deferred outflows of resources.
^ Updated entries for examples.
^ Updated end-of-chapter material.

viiPREFACE
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^ Chapter 16
^ Updated entries for examples.
^ Updated end-of-chapter material.

^ Chapter 17
^ Updated entries for examples.
^ Updated end-of-chapter material.

^ Chapter 18
^ Updated entries for examples.
^ Updated end-of-chapter material.

^ Chapter 19
^ Updated entries for examples.
^ Updated end-of-chapter material.

^ Chapter 20
^ Revised exclusions and rates are employed and an explanation for this logic is set forth at

the beginning of the chapter.
^ Updated pedagogical aspects of accounting for estates and trusts are firmly set forth.
^ Updated website material is conveyed regarding Congressional actions concerning estate

taxation (www.cengagebrain.com).

^ Chapter 21
^ End-of-chapter materials have been updated and revised.
^ All footnotes have been changed to reference relevant sections of the Accounting

Standards Codification.

^ Appendix
^ Applies the equity method to nonconsolidated (influential) investments.
^ Updated coverage includes the fair value option.

FLEXIBILITY
The book’s flexible coverage of topics allows for professors to teach the course at their own pace
and in their preferred order. There are no dependencies between major sections of the text
except that coverage of consolidations should precede multinational accounting if one is to
understand accounting for foreign subsidiaries. It is also advisable that students master the mod-
ule on derivatives before advancing to the chapter on foreign currency transactions. The book
contains enough coverage to fill two advanced courses, but when only one semester is available,
many professors find it ideal to cover the first four to six chapters in business combinations.

The text is divided into the following major topics:

Business Combinations—Basic Topics (Chapters 1–6)

Chapter 1 demonstrates the FASB rules for assigning the cost of an acquired company to its
assets and liabilities. Goodwill impairment replaces amortization and is fully explained.

Chapters 2 through 5 cover the basics of preparing a consolidated income statement and
balance sheet. In 1977, we introduced two schedules that have been much appreciated by stu-
dents and faculty alike—the determination and distribution of excess schedule and income dis-
tribution schedule. The determination and distribution schedule (quickly termed the D&D
schedule by students) analyzes the difference between the fair value of the acquired company
and the underlying equity of the subsidiary. The D&D schedule has been reconfigured to
revalue the entire company, including the noncontrolling interest. It provides a check figure for
all subsequent years’ worksheets, details all information for the distribution of differences

viii PREFACE
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between book and fair values, and reveals all data for the amortization of the differences. The
schedule provides rules for all types of acquisition situations. The income distribution schedule
(known as the IDS) is a set of T accounts that distributes income between the noncontrolling
and controlling interests. It also provides a useful check function to ensure that all intercom-
pany eliminations are properly accounted for. These chapters give the student all topics needed
for the CPA Exam. (For easy reference, the text contains a callout in the margin, as shown here,
that ties the narrative to the worksheets. In addition, the related narrative pages are indicated in
the upper right side of each worksheet. This allows the reader to quickly locate important
explanations.)

With regard to the alternative worksheet methods and why we follow the approaches we do,
consider the method used to record the investment in the subsidiary’s and the parent’s books.
There are two key points of general agreement. The first is that it doesn’t really matter which
method is used, since the investment account is eliminated. Second, when the course is over, a
student should know how to handle each method: simple equity, full (we call it sophisticated)
equity, and cost. The real issue is which method is the easiest one to learn first. We believe the
winner is simple equity, since it is totally symmetric with the equity accounts of the subsidiary.
It simplifies elimination of subsidiary equity against the investment account. Every change in
subsidiary equity is reflected, on a pro rata basis, in the parent’s investment account. Thus, the
simple equity method becomes the mainline method of the text. We teach the student to con-
vert investments maintained under the cost method to the simple equity method. In practice,
most firms and the majority of the problems in the text use the cost method. This means that
the simple equity method is employed to solve problems that begin as either simple equity or
cost method problems.

We also cover the sophisticated equity method, which amortizes the excess of cost or book
value through the investment account. This method should also adjust for intercompany profits
through the investment account. The method is cumbersome because it requires the student to
deal with amortizations of excess and intercompany profits in the investment account before
getting to the consolidated worksheet, which is designed to handle these topics. This means
teaching consolidating procedures without the benefit of a worksheet. We cover the method
after the student is proficient with a worksheet and the other methods. Thorough understand-
ing of the sophisticated method is important so that it can be applied to influential investments
that are not consolidated. (This is covered in the Appendix.)

Another major concern among advanced accounting professors has to do with the work-
sheet style used. There are three choices: the horizontal (trial balance) format, the vertical
(stacked) method, and the balance sheet only. Again, we do cover all three, but the horizontal
format is our main method. Horizontal is by far the most appealing to students. They have used
it in both introductory and intermediate accounting. It is also the most likely method to be
found in practice. On this basis, we use it initially to develop all topics. We cover the vertical
format but not until the student is proficient with the horizontal format. There is no difference
in the elimination procedures; only the worksheet logistics differ. It takes only one problem
assignment to teach the students this approach so they are prepared for its possible appearance
on the CPA Exam. The balance-sheet-only format has no reason to exist other than its use as a
CPA Exam testing shortcut. We cover it in the Appendix.

Chapter 6 may be more essential for those entering practice than it is for the CPA Exam. It
contains cash flow for consolidated firms, consolidated earnings per share, and taxation issues.
Support schedules guide the worksheet procedures for consolidated companies, which are taxed
as separate entities. Taxation is the most difficult application of consolidation procedures. Every
intercompany transaction is a tax allocation issue. Teaching the tax allocation issues with every
topic as it is introduced is very confusing to students. We prefer to have the students fully
understand worksheet procedures without taxes and then introduce taxes.

Business Combinations—Specialized Topics (Chapters 7 and 8)

These chapters deal with topics that occasionally surface in practice and have seldom appeared
on the CPA Exam. Studying these chapters perfects the students’ understanding of consolida-
tions and stockholders’ equity accounting, thus affording a valuable experience. Chapter 7 deals
with piecemeal acquisitions of an investment in a subsidiary, sale of the parent’s investment,

Worksheet 3-1: page 150
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and the impact of preferred stock in the subsidiary’s equity structure. Chapter 8 deals with the
impact of subsidiary equity transactions including stock dividends, sale of common stock
shares, and subsidiary reacquisitions of shares. The chapter also considers indirect or three-tier
ownership structures and reciprocal holdings where the subsidiary owns parent shares.

Accounting for equity method investments is located in the Appendix that follows Chapter 8.
The methods used for consolidations are adapted to influential investments. The IDS schedule
used to distribute consolidated net income is used to calculate investment income.

Multinational Accounting and Other Reporting Concerns
(Chapters 9–11 and Module)

As business has developed beyond national boundaries, the discipline of accounting also has
evolved internationally. As our global economy develops, so, too, does the demand for reliable
and comparable financial information. Chapter 9 discusses the international accounting envi-
ronment and current efforts to converge U.S. generally accepted accounting principles with
international standards.

The use of derivative financial instruments and the related accounting is a very complex
subject that is discussed in a separate module. The principles set forth in FASB Codification are
set forth in a clear manner. The module may be used to support a standalone topic dealing
with derivatives or as a preface to the multinational chapter dealing with foreign currency
transactions. Regardless of how one chooses to use the module, students will benefit from an
understanding of this important topic. The nature of derivatives is discussed along with a more
in-depth look at the common types of derivative instruments. The basic accounting for deriva-
tives held as an investment is illustrated. Options, futures, and interest rate swaps are used for
illustrative purposes. The accounting for derivatives that are designated as a hedge is illustrated
for both fair value and cash flow hedges. More specifically, the use of a derivative to hedge a
recognized transaction (asset or liability), an unrecognized firm commitment, or a forecasted
transaction is discussed and illustrated. Throughout the module, illustrative entries and
graphics are used to improve the students’ understanding of this topic.

Chapter 10 discusses the accounting for transactions that are denominated or settled in a
foreign currency. Following this discussion, the hedging of such transactions with the use of for-
ward contracts is introduced. Hedging foreign currency recognized transactions, unrecognized
firm commitments, and forecasted transactions is discussed in order to illustrate the business
purpose and special accounting associated with such hedging strategies in an international set-
ting. The chapter is not overly complicated, given the fact that the concept of hedging and the
special accounting given hedges have already been discussed in a separate module on derivatives
and related accounting issues.

Chapter 11 demonstrates the remeasurement and/or translation of a foreign entity’s finan-
cial statements into a U.S. investor’s currency. Wherever possible, examples of footnote disclo-
sure relating to international accounting issues are presented.

The usefulness of financial information naturally increases if it is communicated on a timely
basis. Therefore, interim financial statements and reporting requirements are now widely
accepted. In Chapter 12, the concept of an interim period as an integral part of a larger annual
accounting period is set forth as a basis for explaining the specialized accounting principles of
interim reporting. Particular attention is paid to the determination of the interim income tax
provision including the tax implications of net operating losses. Chapter 12 also examines seg-
mental reporting and the various disclosure requirements. A worksheet format for developing
segmental data is used, and students are able to review the segmental footnote disclosure for a
large public company.

Accounting for Partnerships (Chapters 13 and 14)

Chapters 13 and 14 take students through the entire life cycle of a partnership, beginning with
formation and ending in liquidation. Although new forms of organization such as the limited
liability corporation are available, partnerships continue to be a common form of organization.
Practicing accountants must be aware of the characteristics of this form of organization and the
unique accounting principles. The accounting aspects of profit and loss agreements, changes in
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the composition of partners (admissions and withdrawals), and partnership liquidations are
fully illustrated. The end-of-chapter material in this area focuses on evaluating various alterna-
tive strategies available to partners, for example, deciding whether it would be better to liquidate
a partnership or admit a new partner.

Governmental and Not-for-Profit Accounting (Chapters 15–19)

Chapters 15–19 provide comprehensive coverage of accounting and financial reporting of state
and local governments, colleges and universities, health care entities, and not-for-profit organi-
zations. Since the eleventh edition of this text was released, standards-setting bodies have issued
several accounting, auditing, and financial reporting standards that impact topics covered in
these chapters. This edition discusses recent developments in state and local government
accounting and financial reporting.

Chapter 15 covers the unique accounting and financial reporting issues of state and local
governments. It describes the basics of accounting and financial reporting of the general fund
and account groups. The chapter incorporates GASB guidance on accounting for revenues and
expenditures using a financial resources measurement focus and a modified accrual basis of
accounting. The unique ways of accounting for capital assets and long-term debt are detailed.

Chapter 16 details accounting for the specialized funds of government, e.g., those estab-
lished to account for restricted operating resources, long-term construction projects or acquisi-
tion of major fixed assets, and servicing of principal and interest on long-term debt. The
chapter also covers the unique accounting for various trust funds, including permanent funds
and proprietary (business-type) funds. Illustrated examples include accounting for pensions,
postretirement benefits other than pensions, recognition of assets and liabilities and related dis-
closures arising from securities lending transactions, accounting for certain investments at fair
value, and accounting for landfill operations.

Chapter 17 presents the required governmental basic financial statements. The unique fea-
tures of the funds-based statements, which maintain the traditional measurement focus and basis
of accounting for both governmental and proprietary funds, and the government-wide state-
ments, which use the flow of economic resources measurement focus and full accrual basis of
accounting for both the government and proprietary activities, are detailed. The chapter
includes a discussion of the requirement for governments to report all capital assets, including
reporting of infrastructure assets. Detailed illustrations help to clarify the requirements to report
depreciation or use the modified approach. The chapter contains a sample government-wide
statement of net assets that reports governmental and proprietary activities in separate columns
and a program- or function-oriented statement of activities. The requirements for the manage-
ment’s discussion and analysis (MD&A) are highlighted. End-of-chapter problems are designed
to link theory to practice through the use of electronic working papers and supporting sched-
ules. Additional coverage surrounds key issues in governmental audit, including the single audit
requirements, from AICPA, OMB, and GAO authoritative sources.

Chapter 18 begins with an overall summary of the accounting and financial reporting stand-
ards as they apply to all not-for-profit organizations. Coverage of ASC 958 is included.
Expanded illustrations enable the student to better grasp the unique requirements for revenue
and expense recognition of not-for-profit organizations. External financial statements are illus-
trated without a funds structure. Since the FASB standards have shifted financial reporting away
from fund accounting, funds are viewed as internal control and management tools throughout
this chapter. The appendix to the chapter includes a discussion of the fund structure tradition-
ally used in not-for-profit organizations and illustrates financial statements incorporating the
funds.

Chapter 19 offers a complete description of accounting for private and governmental uni-
versities and private and governmental health care organizations. The concepts from Chapters
15–18 are applied to college and university accounting. A comparison of the governmental and
nongovernmental reporting requirements and/or practices is highlighted to enable the student
to gain a better understanding of differences between them. Updated illustrations and end-of-
chapter materials are also designed to compare and contrast the government and private-sector
requirements.

xiPREFACE
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Fiduciary Accounting (Chapters 20 and 21)

The role of estate planning and the use of trusts are important to many individuals and present
some unique accounting principles. The tax implications of estate planning are discussed so that
the student has a basic understanding of this area. Various accounting reports necessary for the
administration of an estate or trust are illustrated in Chapter 20. Current estate tax rates and
unified credit amounts are set forth in the chapter.

No business is immune from financial difficulty. Chapter 21 discusses various responses to
such difficulties, including troubled debt restructuring, quasi-reorganizations, corporate liqui-
dations, and corporate reorganizations.

UNPARALLELED SUPPORT

Supplementary Materials for the Instructor

Solutions Manual. This manual provides answers to all end-of-chapter ‘‘Understanding the
Issues’’ questions and solutions to all exercises, problems, and cases. The electronic files for this
ancillary can be found on the Instructor’s Resource CD and in the Instructor Resources section
of the text’s Web site (www.cengagebrain.com).

Test Bank. Consisting of a variety of multiple-choice questions and short problems and the
related solutions, this test bank had been updated. The content includes testing questions for
the text chapters and the derivatives module.

PowerPoint® Slides. Instructor PowerPoint presentations are available in electronic format.

Instructor Web Site (www.cengagebrain.com). All supplemental materials are available online
at www.cengagebrain.com.

Valuable Supplementary Material for the Student

Excel® Tutorial and Working Papers. Provided on the text’s Web site (www.cengagebrain
.com), this step-by-step tutorial carefully guides students as they learn how to set up worksheets
in Excel and apply their consolidations knowledge learned in Chapters 1–6 of the text.

xii PREFACE
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T
he acquisition of one company by another is a
commonplace business activity. Frequently, a com-
pany is groomed for sale. Also, the recent prolifera-

tion of new technology businesses and financial services
firms that merge into larger companies is an expected, and
often planned for, occurrence. For three decades, prior to
2001, accounting standards for business combinations had
remained stable. Two models of recording combinations
had coexisted. The pooling-of-interests method brought
over the assets and liabilities of the acquired company at
existing book values. The purchase method brought the ac-
quired company’s assets and liabilities to the acquiring
firm’s books at fair market value. FASB Statement No. 141,
issued in July 2001, ended the use of the pooling method
and gave new guidance for recording business combinations
under purchase accounting principles.

Two new FASB Statements issued in 2007 brought
major changes to accounting for business combinations.
FASB Statement 14lr required that all accounts of an
acquired company be recorded at fair value, no matter the
percentage of interest acquired or the price paid. FASB
Statement 160 required new rules for accounting for the
interest not acquired by the acquiring firm. This interest is
known as the noncontrolling interest. It is now recorded at
fair value on the acquisition date and is considered a part of
the stockholder’s equity of the consolidated firm.

The contents of FASB Statements 14lr and 160 are now
incorporated into FASB ASC 805 and 810, respectively.
ASC stands for Accounting Standards Codification. These
statements are unique in that they were produced in a
joint effort with the International Accounting Standards

Board (IASB). Some minor differences still exist between
U.S. GAAP and international rules. They are described in
Chapter 2. Throughout this book, a new feature called
‘‘IASB Perspectives’’ will address the ever-changing rela-
tionship between U.S. GAAP and International Financial
Reporting Standards (IFRS).This feature is not found in
all chapters, but has been included where applicable.

There are two types of accounting transactions to accom-
plish a combination. The first is to acquire the assets and
liabilities of a company directly from the company itself by
paying cash or by issuing bonds or stock. This is called a direct
asset acquisition and is studied in Chapter 1. The assets and
liabilities of the new company are directly recorded on the
parent company’s books. All of the theory involving acquisi-
tions is first explained in this context.

The more common way to achieve control is to acquire
a controlling interest, usually over 50%, in the voting com-
mon stock of another company. The acquiring company
simply records an investment account for its interest in the
new company. Both companies maintain their own account-
ing records. However, when two companies are under com-
mon control, a single set of consolidated statements must
be prepared to meet external reporting requirements. The in-
vestment account is eliminated and the individual assets and
liabilities of the acquired company are merged with those of
the parent company. Chapters 2 through 8 provide the meth-
ods for consolidating the separate statements of the affiliated
firms into a consolidated set of financial statements. The
consolidation process becomes a continuous activity, which
is further complicated by continuing transactions between
the affiliated companies.

P A R T
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1
C H A P T E R

1
Business Combinations:

New Rules for a Long-Standing
Business Practice

Business combinations have been a common business transaction since the start of commercial
activity. The concept is simple: A business combination is the acquisition of all of a company’s
assets at a single price. Business combinations is a comprehensive term covering all acquisitions of
one firm by another. Such combinations can be further categorized as either mergers or consoli-
dations. The term merger applies when an existing company acquires another company and
combines that company’s operations with its own. The term consolidation applies when two or
more previously separate firms join and become one new, continuing company. Business combi-
nations make headlines not only in the business press but also in the local newspapers of the
communities where the participating companies are located. While investors may delight in the
price received for their interest, employees become concerned about continued employment,
and local citizens worry about a possible relocation of the business.

The popularity of business combinations grew steadily during the 1990s and peaked in 1998.
From then until 2003, activity slowed considerably, with the dollar amount of deals falling even more
than the number of deals. From 2003 to 2007, there was a steady rise in deals and the dollar amount
of acquisitions. By 2009, the number of deals and their value fell to roughly half of their 2007 levels.
Exhibit 1-1 includes the Merger Completion Record covering 1999 through 2009. The data include
all acquisitions in which a U.S. company was involved as either a buyer or seller. The drastic change
in business combinations can be attributed to several possible causes, such as the following:

^ The growth period prior to 2002 reflects, in part, the boom economy of that period,
especially in high-tech industries. There was also a motivation to complete acquisitions prior
to July 1, 2001, when FASB Statement No. 141, Business Combinations, became effective.
FASB Statement No. 141 eliminated the pooling-of-interests method. Pooling allowed
companies to record the acquired assets at existing book value. This meant less depreciation
and amortization charges in later periods. When the alternative purchase method was used
prior to 2001, any goodwill that was recorded could be amortized over 40 years. After 2001,

Learning Objectives

When you have completed this chapter, you should be able to

1. Describe the major economic advantages of business combinations.

2. Differentiate between accounting for an acquisition of assets and accounting for an
acquisition of a controlling interest in the common stock of a company.

3. Explain the basics of the acquisition model.

4. Allocate the acquisition price to the assets and liabilities of the acquired company.

5. Demonstrate an understanding of the tax issues that arise in an acquisition.

6. Explain the disclosure that is required in the period in which an acquisition occurs.

7. Apply the impairment test to goodwill and adjust goodwill when needed.

8. Estimate the value of goodwill. (Appendix)
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FASB Statement No. 141 required goodwill impairment testing, which meant there was a
risk of a major goodwill impairment loss in a future period.

^ The decline in acquisition activity could also be attributed to the soft economy during the
post-2001 period. The high-tech sector of the economy, which had been a hotbed of
combinations, was especially weak. Add to it the increased scrutiny of companies being
acquired, as caused by the accounting and business scandals of the period, and the
motivation to acquire was lessened.

^ Aside from broad-based accounting infractions, specific allegations of precombination
beautification arose. It became clear that adjustments were made to the books of the
company being acquired to make it look more valuable as a takeover candidate. This
included arranging in advance to meet the pooling-of-interests criteria and making
substantial write-offs to enhance post-acquisition income. In the fall of 1999, it was alleged
that Tyco International arranged to have targeted companies take major write-downs before
being acquired by Tyco. This concern caused a major decline in the value of Tyco shares and
led to stockholder suits against the company.

^ The steady increase in acquisition activity after 2002 could be attributed to a growing
economy and stabilization in the accounting method used.

^ The steep decline in activity since 2007 is likely a result of the deep recession during that time
period. With improvements in the economy during 2010, business acquisitions have accelerated.

^ Acquisitions per year have been fairly level since 2010. For an updated count of activity, do a
computer Internet search using ‘‘Thomson-Reuters Mergers and Acquisitions Review’’ and
select the latest quarterly report.

ECONOMIC ADVANTAGES OF COMBINATIONS
Business combinations are typically viewed as a way to jump-start economies of scale. Savings may
result from the elimination of duplicative assets. Perhaps both companies will utilize common facil-
ities and share fixed costs. There may be further economies as one management team replaces two
separate sets of managers. It may be possible to better coordinate production, marketing, and
administrative actions. The U.S. Federal Trade Commission defines six types of mergers. They are:

Exhibit 1-1
10-Year Merger Completion Record: 1999–2009

10-Year Merger Completion
Record: 1999 to 2009

10-Year Merger Completion
Record: 1999 to 2009

No. of % Value %
Year Deals Change ($bil) Change

1999 9,248 1,423.1— ——
2000 8,974 –3.0 25.51,786.3
2001 28.4 1,155.4 –35.3
2002 5,685

6,423
–11.5 626.7 –45.8

2003 6,269 526.9 15.910.3
2004 7,350 17.2 866.4 64.4
2005 8,249 12.2 1,012.2 16.8
2006 9,141 10.8 1,431.3 41.4
2007 9,575 4.7 1,808.1 26.3
2008 7,917 –17.3 999.2 –44.7
2009 5,514 –30.4 703.1 –29.6
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Source: Mergers and Acquisitions Almanac, February 2010, p. 31.
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Backward Vertical Integration. This is a deal where a company moves down the production–
marketing cycle by acquiring a supplier of products or services it provides.

Example: The acquisition of Smith International by Slumberger. Smith International is a
provider of drilling bits and fluids to the oil industry. Slumberger is an oil field service company
providing a range of services to oil companies including drilling of oil wells. The transaction
was stock for stock and will likely be a tax-free exchange for investors (to be explained in
a following section).

Forward Vertical Integration. This is a merger where a company moves up the production–
marketing cycle by acquiring a company that uses its products.

Example: The acquisition of Healthvision Solutions, Inc., by Lawson Software. Lawson is a pro-
vider of software solutions including healthcare applications. Healthvision provides integrated
healthcare technologies directly to healthcare organizations. This was an acquisition for cash.

Horizontal Merger. This is a merger of companies that offer similar products or services and
are likely competitors in the same market space.

Example: The huge drug store chain, Walgreen Company, acquired the New-York-based
drug store chain of Duane Reade Holdings, Inc. This cash acquisition quadrupled the number
of stores Walgreen has in the metro New York area.

Product Extension Merger. This is a merger where the acquiring company is expanding its pro-
duct offerings in the marketplace in which it already sells products and/or services.

Example: R. R. Donnelley & Sons Company acquired, for cash, Browne & Company.
Donnelley provides integrated communication services for a wide range of customers. Browne
provides critical capital markets communications.

Market Extension Merger. This merger increases the geographic market coverage of the same
products or services already offered by the acquiring company.

Example: First Energy acquired Allegheny Energy. Both companies are power companies.
The acquisition expands First Energy’s market in Pennsylvania and extends its market to include
portions of West Virginia, Maryland, and Virginia.

Conglomerate Merger. Example: This is an acquisition of a firm in an unrelated line of busi-
ness. In effect, the acquiring firm has a portfolio of investments. Some have said that a conglom-
erate is similar to a mutual fund in its purpose to maximize returns over a range of companies.

Thomas H. Lee Partners acquired for cash CKE Restaurants, Inc. CKE owns the Carl’s Jr. and
Hardee’s quick service restaurant chains. Thomas H. Lee Partners businesses include information
services, lending, publishing, music, and consumer products, including Snapple.

Tax Advantages of Combinations

Perhaps the most universal economic benefit in business combinations is a possible tax advantage.
The owners of a business, whether sole proprietors, partners, or shareholders, may wish to retire
from active management of the company. If they were to sell their interest for cash or accept debt
instruments, they would have an immediate taxable gain. If, however, they accept the common
stock of another corporation in exchange for their interest and carefully craft the transaction as a
‘‘tax-free reorganization,’’ they may account for the transaction as a tax-free exchange. No taxes are
paid until the shareholders sell the shares received in the business combination. The shareholder
records the new shares received (for tax purposes) at the book value of the exchanged shares.

In early 2014, Iberiabank Corporation filed a form 8K with the SEC which provided the
following information concerning its merger with Teche Holding Company:

On January 12, 2014, IBERIABANK Corporation (‘‘IBKC’’) the parent company of
IBERIABANK, entered into an Agreement and Plan of Merger (the ‘‘Merger Agreement’’) with
Teche Holding Company (‘‘TSH’’), the parent company of Teche Federal Bank. Under the
Merger Agreement, TSH will merge into the IBKC (the ‘‘Merger’’) after which Teche Federal
Bank will merge with and into IBERIABANK. Each outstanding share of TSH’s common
stock will be converted into the right to receive 1.162 shares of IBKC common stock at the effec-
tive time of the Merger (the ‘‘Exchange Ratio’’) plus cash in lieu of any fractional interest. The
Exchange Ratio will be adjusted if the market price of IBKC common stock on the NASDAQ

5Chapter 1 BUSINESS COMBINATIONS: NEW RULES FOR A LONG-STANDING BUSINESS PRACTICE
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Global Select Market during the prescribed measurement period to the merger falls below
$55.80 or rises above $68.20, pursuant to the formula set forth in the Merger Agreement. All
TSH stock options, whether or not vested, will be cashed out and shares of restricted stock will
become fully vested in connection with the transaction and will be exchanged for shares of
IBKC common stock like the other shares of TSH common stock.

The Merger is intended to qualify as a tax-free reorganization for federal income tax pur-
poses. The Merger is expected to close during the second quarter of 2014. If the Merger is not
consummated under certain circumstances, TSH has agreed to pay IBKC a termination fee up
to $5,000,000, and IBKC has agreed to pay TSH a termination fee of up to $4,000,000 in
certain circumstances.1

Further tax advantages exist when the target company has reported losses on its tax returns
in prior periods. Section 172 of the Internal Revenue Code provides that operating losses can
generally be carried back two years to obtain a refund of taxes paid in previous years. In an effort
to stimulate the economy, Congress enacted a special 5-year carryback for 2008 and 2009 oper-
ating losses. Should the loss not be offset by income in the allowed prior years, the loss may be
carried forward up to 20 years to offset future taxable income, thus eliminating or reducing
income taxes that would otherwise be payable. These loss maneuvers have little or no value to a
target company that has not had income in the two prior years and does not expect profitable
operations in the near future. However, tax losses are transferable in a business combination. To
an acquiring company that has a profit in the current year and/or expects profitable periods in
the future, the tax losses of a target company may have real value. That value, viewed as an asset
by the acquiring company, will be reflected in the price paid. However, the acquiring company
must exercise caution in anticipating the benefits of tax loss carryovers. The realization of the
tax benefits may be denied if it can be shown that the primary motivation for the combination
was the transfer of the tax loss benefit.

A tax benefit may also be available in a subsequent period as a consolidated tax return is filed
by the single remaining corporation. The losses of one of the affiliated companies can be used
to offset the net income of another affiliated company to lessen the taxes that would otherwise
be paid by the profitable company.

R E F L E C T I O N
� Business combinations may have a wide range of economic advantages to a firm

including vertical and horizontal integration, market and product expansion and

diversification as a conglomerate company.

� Potential sellers may be motivated by the tax advantages available to them in a business

combination.

ACQUISITION OF CONTROL
Control of another company may be achieved by either acquiring the assets of the target com-
pany or acquiring a controlling interest (typically over 50%) in the target company’s voting
common stock. In an acquisition of assets, all of the company’s assets are acquired directly from
the company. In most cases, existing liabilities of the acquired company also are assumed. When
assets are acquired and liabilities are assumed, we refer to the transaction as an acquisition of
‘‘net assets.’’ Payment could be made in cash, exchanged property, or issuance of either debt or
equity securities. It is common to issue securities since this avoids depleting cash or other
assets that may be needed in future operations. Legally, a statutory consolidation refers to the

1 Iberiabank Corp (IBKC) form 8-K filed with SEC on January 13, 2014.
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combining of two or more previously independent legal entities into one new legal entity. The
previous companies are dissolved and are then replaced by a single continuing company. A stat-
utory merger refers to the absorption of one or more former legal entities by another company
that continues as the sole surviving legal entity. The absorbed company ceases to exist as a legal
entity but may continue as a division of the surviving company.

In a stock acquisition, a controlling interest (typically, more than 50%) of another company’s
voting common stock is acquired. The company making the acquisition is termed the parent
(also the acquirer), and the company acquired is termed a subsidiary (also the acquiree). Both
the parent and the subsidiary remain separate legal entities and maintain their own financial
records and statements. However, for external financial reporting purposes, the companies
usually will combine their individual financial statements into a single set of consolidated state-
ments. Thus, the term ‘‘consolidation’’ may refer to a statutory combination or, more com-
monly, to the consolidated statements of a parent and its subsidiary.

There may be several advantages to obtaining control by acquiring a controlling interest
in stock. The most obvious one is that the total cost is lower, since only a controlling inter-
est in the assets, and not the total assets, must be acquired. In addition, control through
stock ownership may be simpler to achieve since no formal negotiations or transactions with
the acquiree’s management are necessary. Further advantages may result from maintaining
the separate legal identity of the acquiree company. First of all, risk is lowered because the
legal liability of each corporation is limited to its own assets. Secondly, separate legal enti-
ties may be desirable when only one of the companies, such as a utility company, is subject
to government control. Lastly, tax advantages may result from the preservation of the legal
entities.

Stock acquisitions are said to be ‘‘friendly’’ when the stockholders of the acquiree corpora-
tion, as a group, decide to sell or exchange their shares. In such a case, an offer may be made
to the board of directors by the acquiring company. If the directors approve, they will recom-
mend acceptance of the offer to the shareholders, who are likely to approve the transaction.
Often, a two-thirds vote is required. Once approval is gained, the exchange of shares will be
made with the individual shareholders. If the officers decline the offer, or if no offer is made,
the acquirer may deal directly with individual shareholders in an attempt to secure a control-
ling interest. Frequently, the acquirer may make a formal tender offer. The tender offer typi-
cally will be published in newspapers and will offer a greater-than-market price for shares
made available by a stated date. The acquirer may reserve the right to withdraw the offer if an
insufficient number of shares is made available to it. Where management and/or a significant
number of shareholders oppose the acquisition of the company by the intended buyer, the
acquisition is viewed as hostile. Unfriendly offers are so common that several standard
defensive mechanisms have evolved. Following are the common terms used to describe these
defensive moves.

Greenmail. The target company may pay a premium price (‘‘greenmail’’) to buy back its own
shares. It may either buy shares already owned by a potential acquiring company or purchase
shares from a current owner who, it is feared, would sell to the acquiring company. The price
paid for these shares in excess of their market price may not be deducted from stockholders’
equity; instead, it is expensed.2

White Knight. The target company locates a different company to acquire a controlling inter-
est. This could occur when the original acquiring company is in a similar industry and it is
feared that current management of the target company would be displaced. The replacement
acquiring company, the ‘‘white knight,’’ might be in a different industry and could be expected
to keep current management intact.

Poison Pill. The ‘‘poison pill’’ involves the issuance of stock rights to existing shareholders to
purchase additional shares at a price far below fair value. However, the rights are exercisable
only when an acquiring company purchases or makes a bid to purchase a stated number of
shares. The effect of the options is to substantially raise the cost to the acquiring company. If
the attempt fails, there is at least a greater gain for the original shareholders.

2 FASB ASC 505-30-25-4, Equity-Treasury Stock—Recognition (Norwalk, CT , 2010).
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Selling the Crown Jewels. This approach has the management of the target company selling
vital assets (the ‘‘crown jewels’’) of the target company to others to make the company less
attractive to the acquiring company.

Leveraged Buyouts. The management of the existing target company attempts to purchase a
controlling interest in that company. Often, substantial debt will be incurred to raise the funds
needed to purchase the stock; hence the term ‘‘leveraged buyout.’’ When bonds are sold to pro-
vide this financing, the bonds may be referred to as ‘‘junk bonds,’’ since they are often high-
interest and high-risk due to the high debt-to-equity ratio of the resulting corporation.

Further protection against takeovers is offered by federal and state law. The Clayton Act of
1914 (Section 7) is a federal law that prohibits business combinations in which ‘‘the effect of
such acquisition may be substantially to lessen competition or to tend to create a monopoly.’’

The Williams Act of 1968 is a federal law that regulates tender offers; it is enforced by the
Securities and Exchange Commission (SEC). Several states also have enacted laws to discourage
hostile takeovers. These laws are motivated, in part, by the fear of losing employment and taxes.

Accounting Ramifications of Control

When control is achieved through an asset acquisition, the acquiring company records on its
books the assets and assumed liabilities of the acquired company. From the acquisition date on,
all transactions of both the acquiring and acquired company are recorded in one combined set
of accounts. The only new skill one needs to master is the proper recording of the acquisition
when it occurs. Once the initial acquisition is properly recorded, subsequent accounting
procedures are the same as for any single accounting entity. Combined statements of the
new, larger company for periods following the combination are automatic.

Accounting procedures are more involved when control is achieved through a stock acquisi-
tion. The controlling company, the parent, will record only an investment account to reflect its
interest in the controlled company, the subsidiary. Both the parent and the subsidiary remain
separate legal entities with their own separate sets of accounts and separate financial statements.
Accounting theory holds that where one company has effective control over another, there is
only one economic entity and there should be only one set of financial statements that combines
the activities of the entities under common control. The accountant will prepare a worksheet,
referred to as the consolidated worksheet, that starts with the separate accounts of the parent and
the subsidiary. Various adjustments and eliminations will be made on this worksheet to merge
the separate accounts of the two companies into a single set of financial statements, which are
called consolidated statements.

This chapter discusses business combinations resulting from asset acquisitions, since the
accounting principles are more easily understood in this context. The principles developed are
applied directly to stock acquisitions that are presented in the chapters that follow.

R E F L E C T I O N
� Control of another company is gained by either acquiring all of that firm’s assets (and

usually its liabilities) or by acquiring a controlling interest in that company’s voting

common stock.

� Control through an acquisition of assets requires the correct initial recording of the

purchase. Combined statements for future periods are automatically produced.

EVOLUTION OF ACCOUNTING METHODS
Prior to the issuance of FASB Statement No. 141 in 2001, two methods were used to account
for business combinations. These were the purchase method and the pooling-of-interests
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method. The purchase method usually recorded all assets and liabilities of the company acquired
at fair value. The purchase method was the primary method in use. However, under some cir-
cumstances, the pooling-of-interests method was allowed. The pooling-of-interests method
recorded the assets and liabilities of the acquired firm at their existing book values. This method
was intended to be applied to business combinations that were a ‘‘merger of equals.’’ Specific
criteria existed as to combinations that would qualify. Ninety percent of the stock of the firm
acquired had to be received in exchange for the shares of the acquiring firm. All shareholders of
the acquired firm had to be treated equally. Numerous other criteria also attempted to guarantee
a fusion of existing owners rather than a takeover of one company by another. In the end, some
companies engaged in a series of equity transactions prior to the combination so that they
would be able to meet the pooling criteria. Pooling allowed the carry over of book values to the
acquiring firm. That resulted in greater future income because of typically lower depreciation
and amortization charges on assets. Pooling did not result in new goodwill being recorded. At
that time goodwill was amortized. Thus, pooling also led to greater income in the future since
there would be no goodwill amortization.

FASB Statement No. 141 eliminated the pooling method. Assets and liabilities acquired in
a pooling of interests, that began prior to the effective date of FASB Statement No. 141, were
allowed to continue as originally recorded. This means that current-era financial statements still
include assets and liabilities of a firm acquired in a pooling that were initially recorded at their
book values on the acquisition date.

The purchase method required under FASB Statement No. 141 focused only on recording
fair values for the portion of the assets and liabilities acquired in the purchase. The accounts of
the acquired company would only be adjusted to full fair value if the parent company acquired
a 100% interest in the acquired firm. If, for example, the purchasing company bought only an
80% interest in the acquired firm, accounts would be adjusted by only 80% of the difference
between book and fair value. Thus, in an 80% purchase, an asset with a book value of $6,000
and a fair value of $10,000 would be recorded at $9,200 ($6,000 book value plus 80% �
$4,000 excess of fair value over book value).

The new acquisition method included in FASB Statement No. 14lr (now included in FASB
ASC 805), issued in 2007, requires that all assets and liabilities be recorded at fair value regard-
less of the percentage interest purchased by the acquiring company (provided that the interest
purchased is large enough to constitute a controlling interest). In the above example, the asset
illustrated would be recorded at the full $10,000 fair value even though the acquiring company
only purchased an 80% interest in the company that owns the asset. The acquisition method
also eliminated the prior practice of discounting of fixed and intangible assets to a value less
than fair value. This would happen under the purchase method when, in a rare case, the acquir-
ing firm made a ‘‘bargain purchase.’’ A bargain purchase occurs when the price paid for a com-
pany is less than the sum of the fair value of its net assets (sum of all assets minus all liabilities).

Applying the Acquisition Method

The four steps in the acquisition method are as follows:

1. Identify the acquirer.

2. Determine the acquisition date.

3. Measure the fair value of the acquiree (the company being acquired).

4. Record the acquiree’s assets and liabilities that are assumed.

Identify the Acquirer. In an asset acquisition, the company transferring cash or other assets
and/or assuming liabilities is the acquiring company. In a stock acquisition, the acquirer is, in
most cases, the company transferring cash or other assets for a controlling interest in the voting
common stock of the acquiree (company being acquired). Some stock acquisitions may be
accomplished by exchanging voting common stock. Most often, the company issuing the voting
common stock is the acquirer. In some cases, the acquiree may issue the stock in the acquisition.
This ‘‘reverse acquisition’’ may occur when a publicly traded company is acquired by a privately
traded company. The appendix at the end of Chapter 2 considers this situation and provides the
applicable accounting methods.
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When an acquisition is accomplished through an exchange of equity interests, the factors
considered in determining the acquirer firm include the following:

1. Voting rights—The entity with the largest share of voting rights is typically the acquirer.

2. Large minority interest—Where the company purchases only a large minority interest (under
50%) and no other owner or group has a significant voting interest, the company acquiring
the large minority interest is likely the acquirer. Determination of control could be based on
domination of the decision-making process to obtain the related economic benefits.

3. Governing body of combined entity—The entity that has the ability to elect or appoint
a majority of the combined entity is likely the acquirer.

4. Terms of exchange—Typically, the acquirer pays a premium over the precombination
market value of the shares acquired.

Determine the Acquisition Date. This is the date that the acquiring firm makes payment by
transferring assets, issuing stock, and assuming the liabilities of the acquired company. Nor-
mally, this is also the legal closing date. The closing can, however, occur after the acquisition
date if there is a written agreement that the acquirer obtains control of the acquiree.

The acquisition date is critical because it is the date used to establish the total fair value of
the company acquired, and it is usually the date that fair values are established for the assets and
liabilities of the acquired company.

Measure the Fair Value of the Acquiree. Unless there is evidence to the contrary, the fair value
of the acquiree as an entity is assumed to be the price paid by the acquirer. The price paid is
based on the sum of the fair values of the assets transferred, liabilities assumed, and the stock
issued by the acquirer. If the information to establish the fair value of the acquiree is not avail-
able on the acquisition date, a measurement period is available to ascertain the value. This period
ends when either the needed information is available or is judged to not be obtainable. In no
case can the measurement period exceed one year from the acquisition date.

Specific guidance as to what may be included in the price calculation is as follows:

a. The price includes the estimated value of contingent consideration. Contingent considera-
tion is an agreement to issue additional consideration (assets or stock) at a later date if speci-
fied events occur. The most common agreements focus on a targeted sales or income
performance by the acquiree company. An estimate must be made of the probable settle-
ment cost and that amount is included in the price paid. The measurement period is avail-
able to refine the estimated value.

A contingent agreement that would require the issuance of stock is classified as either a
liability or equity. Subsequent to the measurement period, agreements that create a liability
are remeasured and the changes are included in the income of the subsequent period. Agree-
ments classified as equity are not remeasured. Generally, an agreement is classified as equity
if the settlement is to be in shares (or shares or cash at the option of the acquirer). However,
even if the settlement is in shares, the agreement is considered a liability if:

1. It is a fixed amount known at the time of the purchase.

2. It is an agreement to make up for a decline in the value of the acquirer’s shares.

3. It is an amount that varies on something other than the fair value of the acquirer shares.

To qualify as equity, the agreement would have to be the grant of additional shares based
solely on the performance of the acquiree company. The agreement could be fixed as to the
number of shares or could base the settlement on the value of the shares used for settlement.
There would be no adjustments for the change in the estimated value during the duration of
the agreement. Guidance for the classification of contingent consideration as a liability or
equity comes from FASB ASC 815-40-25-1 through 28.

b. The costs of accomplishing the acquisition, such as accounting costs and legal fees, are
not included in the price of the company acquired and are expensed. In the period of the
acquisition, the notes to the financial statements must disclose the amount of the acquisi-
tion costs and state the line item expense on the income statement that includes these costs.
(3) Where the consideration used is the stock of the acquirer, the issue costs may also be
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expensed or they can be deducted from the value assigned to paid-in capital in excess
of par, but they are not included in the price paid.

Record the Acquiree’s Assets and Liabilities That Are Assumed. The fair values of all identifi-
able assets and liabilities of the acquiree are determined and recorded. Fair value is the amount
that the asset or liability would be bought or sold for in a current, normal (nonforced) sale
between willing parties. Fair values are determined following the guidance of FASB ASC 820, Fair
Value Measurement and Disclosure. FASB ASC 820-10-35-37 to 54A provides a hierarchy of
values, where the highest level measurement possible should be used. The hierarchy is as follows:

^ Level 1—Unadjusted quoted market value in an actively traded market. This method would
apply to actively traded investments and to inventory.

^ Level 2—Adjusted market value based on prices of similar assets or on observable other
inputs such as interest rates. This approach might apply to work-in-process inventory and
plant and equipment that sells in an organized market.

^ Level 3—Fair value based on unobservable inputs, such as the entities’ best estimate of an
exit (sale) value. The value of plant and equipment, not normally sold in an active market,
would likely be calculated under this approach.

There are a few exceptions to the fair value rule that will be discussed. The sum of all identifiable
assets, less liabilities recorded, is referred to as the fair value of the net assets. The identifiable
assets never include goodwill that may exist on the acquiree’s books. The only goodwill recorded
in an acquisition is ‘‘new’’ goodwill based on the price paid by the acquirer. The fair value
recorded for the net assets is not likely to be equal to the fair value of the acquiree as an entire
entity (which is normally equal to the price paid).

Goodwill. Goodwill results when the price paid exceeds the fair value of the acquiree’s net
identifiable assets. The excess of the fair value of the acquiree over the values assigned to net
identifiable assets is ‘‘new’’ goodwill. The goodwill recorded is not amortized but is impairment
tested in future accounting periods.

Bargain Purchase. A bargain purchase occurs when the fair value assigned to the net identifiable
assets exceeds the price paid. When this occurs, every effort should be made to revalue the amounts
assigned to net identifiable assets to eliminate the difference. If, after reconsideration of the fair values,
an excess of fair value of the net identifiable assets over the price paid still exists, the excess is recorded
as a ‘‘gain’’ on the acquisition by the acquirer. Disclosure for the period of the acquisition must show
the gain as a separate line item on the income statement or identify the line item that includes the
gain. Exhibit 1-2, the 2014 Ralph Lauren Corporation, Consolidated Statements of Income, includes
a ‘‘gain on the acquisition of Chaps.’’ The note, just below the income statements, explains the calcu-
lation of the gain.

Exhibit 1-2
Ralph Lauren Corporation
Consolidated Statements of Income

Fiscal Years Ended

March 29,
2014

March 30,
2013

March 31,
2012

(millions, except per share data)

Net sales $ 7,284 $ 6,763 $ 6,679
Licensing revenue 166 182 181

Net revenues 7,450 6,945 6,860
Cost of goods sold(a) (3,140) (2,789) (2,862)

Gross profit 4,310 4,156 3,998

(continued)
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Other costs and expenses:
Selling, general, and administrative expenses(a) (3,142) (2,971) (2,916)
Amortization of intangible assets (35) (27) (29)
Gain on acquisition of Chaps 16 — —

Impairments of assets (1) (19) (2)
Restructuring and other charges (18) (12) (12)

Total other costs and expenses, net (3,180) (3,029) (2,959)

Operating income 1,130 1,127 1,039
Foreign currency losses (8) (12) (2)
Interest expense (20) (22) (24)
Interest and other income, net 3 6 11
Equity in losses of equity-method investees (9) (10) (9)

Income before provision for income taxes 1,096 1,089 1,015
Provision for income taxes (320) (339) (334)

Net income $ 776 $ 750 $ 681

Net income per common share:
Basic $ 8.55 $ 8.21 $ 7.35

Diluted $ 8.43 $ 8.00 $ 7.13

Weighted average common shares
outstanding:
Basic 90.7 91.3 92.7

Diluted 92.0 93.7 95.5

Dividends declared per share $ 1.70 $ 1.60 $ 0.80
(a)Includes total depreciation expense of: $ (223) $ (206) $ (196)

See accompanying notes.

Ralph Lauren Corporation
Consolidated Statements of Comprehensive Income

Fiscal Years Ended

March 29,
2014

March 30,
2013

March 31,
2012

(millions)

Net income $776 $ 750 $681
Other comprehensive income (loss), net of tax:
Foreign currency translation adjustments 52 (93) (50)
Net realized and unrealized gains (losses) on derivatives (27) (13) 32
Net realized and unrealized gains (losses) on available-for-sale

investments (5) 4 1
Net realized and unrealized losses on defined benefit plans — (1) (2)

Other comprehensive income (loss), net of tax 20 (103) (19)

Total comprehensive income $796 $ 647 $662

Chaps Menswear License Acquisition On April 10, 2013, in connection with the transition of
the North American Chaps-branded men’s sportswear business (‘‘Chaps Menswear Business’’) from
a licensed to a wholly-owned operation, the Company entered into an agreement with The Warnaco
Group, Inc. (‘‘Warnaco’’), a subsidiary of PVH Corp. (‘‘PVH’’), to acquire certain net assets in
exchange for an aggregate payment of approximately $18 million (the ‘‘Chaps Menswear License
Acquisition’’). Warnaco was the Company’s licensee for the Chaps Menswear Business. The Com-
pany funded the Chaps Menswear License Acquisition during the first quarter of Fiscal 2014 with
available cash on-hand.

(continued)
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The Company accounted for the Chaps Menswear License Acquisition as a business combina-
tion during the first quarter of Fiscal 2014. The acquisition cost was allocated to the assets
acquired and liabilities assumed based on an assessment of their respective fair values, as follows
(in millions):

Assets acquired:
Inventory $ 30
Accounts receivable 19

Licensed trademark intangible asset 9

Total assets acquired 58
Liabilities assumed:
Accounts payable (22)
Other net liabilities (2)

Total net liabilities assumed (24)

Fair value of net assets acquired 34
Consideration paid 18

Gain on acquisition(a) $16

(a) Represents the difference between the acquisition date fair value of net assets acquired and the contractually-
defined purchase price under the Company’s license agreement with Warnaco, which granted the Company the
right to early-terminate the license upon PVH’s acquisition of Warnaco in February 2013.

The licensed trademark intangible asset was valued using the excess earnings method, discount-
ing the estimated after-tax cash flows associated with the Chaps-branded men’s sportswear licensed
trademark as of the acquisition date, factoring in market participant-based operating and cash flow
assumptions. The reacquired licensed trademark intangible asset was amortized over a nine-month
period through December 31, 2013, representing the remaining term of the prior license agreement
that was terminated in connection with this acquisition.

The operating results of the Chaps Menswear Business have been consolidated into the Com-
pany’s operating results beginning on April 10, 2013. Transaction costs of $3 million were
expensed as incurred and classified within SG&A expenses in the consolidated statement of income
for Fiscal 2014.

Prior to FASB 141r, there was an extraordinary gain when the price paid exceeded the total
of only current assets minus all liabilities. Under current rules, there is an ‘‘ordinary’’ gain when
fair value of the net identifiable assets exceeds the price paid.

R E F L E C T I O N
� The acquisition method records all accounts of the acquiree at fair value. Any goodwill

on the acquiree’s books is ignored.

� An acquisition cost in excess of the fair value of the acquiree’s net identifiable assets

results in goodwill.

� An acquisition cost less than the fair values of the acquiree’s net identifiable assets results

in an ordinary gain being recorded by the acquirer.
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VALUATION OF IDENTIFIABLE ASSETS
AND LIABILITIES
The first step in recording an acquisition is to record the existing asset and liability accounts
(except goodwill). As a general rule, assets and liabilities are to be recorded at their individually
determined fair values. The preferred method is quoted market value when an active market
for the item exists. Where there is not an active market, independent appraisals, discounted
cash flow analysis, and other types of analysis are used to estimate fair values. There are some
exceptions to the use of fair value that apply to accounts such as assets for resale and deferred
taxes.

The acquiring firm is not required to establish values immediately on the acquisition date.
A measurement period of up to one year is allowed for measurement. Temporary values would
be used in financial statements prepared prior to the end of the measurement period. A note to
the statements would explain the use of temporary values. Any change in the recorded values is
adjusted retroactively to the date of the acquisition. Prior-period statements are revised to reflect
the final values and any related amortizations.

The procedures for recording the assets and liabilities of the acquired firm are as follows:

1. Current assets—These are recorded at estimated fair values. This would include recording
accounts and notes receivable at the estimated amounts to be collected. Accounts and notes
receivable are to be recorded in a net account that represents the probable cash flows; a
separate valuation account for uncollectible accounts is not allowed. All accounts share the
rule that only the net fair value is recorded, and valuation accounts are not used.

2. Existing liabilities—These are also recorded at fair value. For current contractual liabil-
ities, that is likely to be the existing recorded value. For estimated liabilities, a new fair value
may be used in place of recorded values. Long-term liabilities will be adjusted to a value
different from recorded value if there has been a material change in interest rates.

3. Property, plant, and equipment—Operating assets will require an estimate of fair value
and will be recorded at that net amount with no separate accumulated depreciation account.

4. Existing intangible assets, other than goodwill—These will also be recorded at estimated
fair value. The valuation of these items, such as patents and copyrights, will typically
require the use of discounted cash flow analysis.

5. Assets that are going to be sold rather than used in operations—Such assets are not
recorded at fair value. They are recorded at net realizable value and are listed as current assets.

6. When the acquiree is a lessee with respect to assets in use—The original classification of
a lease as operating or capital is not changed by the acquisition unless the terms of the lease
are modified as part of the acquisition. The acquiree has no recorded asset for assets under
operating leases. If, however, the terms of the lease are favorable as compared to current
market rent rates, an intangible asset would be recorded equal to the discounted present
value of the savings. If the lease terms are unfavorable, an estimated liability would be
recorded equal to the discounted present value of the rent in excess of fair rental rates.

EXAMPLE
The acquiree is a party to a 5-year remaining term operating lease requiring payments of
$1,000 per month at the start of each month. The current rental rate for such an asset on a
new 5-year lease would be $1,300 per month. Assuming an annual interest rate for this type
of transaction of 8%, the calculation would be as follows:

Payment $ 300 (excess of fair rent value over contractual amount)
n 60
Rate 8%/12
Present Value $14,894 (beginning mode)

6. An intangible asset, Favorable Operating Lease Terms, would be recorded and amortized
over five years. The effective interest method of amortization should be applied.

4
O B J E C T I V E

Allocate the acquisition

price to the assets and

liabilities of the acquired

company.
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6. If the acquiree is a party to a capital lease, the asset would be recorded at fair value as
would the liability under the capital lease.

7. When the acquiree may have acted as a lessor—Again, the classification of the lease is
not changed unless the terms are changed. For operating leases, the acquiree has the asset
recorded on its balance sheet. The asset is recorded at fair value, and it is not impacted by
the terms of any lease applicable to that asset. If the terms of the operating lease include
rental rates that are different than current rental rates, an intangible asset or estimated liabi-
lity is recorded. An intangible asset would be recorded for favorable lease terms, and an esti-
mated liability would be recorded for unfavorable terms. Note that the lessor terms are
favorable when the contract rental rate exceeds fair rental value, and terms are unfavorable
when the fair rental value exceeds the contract rate. The value of the intangible asset or esti-
mated liability uses the same procedure as illustrated for the lessee above.

7. If the lease is a capital lease, the acquiree has no asset recorded other than the minimum
lease payments receivable account. This account would be remeasured at the discounted
present value of the payments at the current market interest rate for such a transaction.

EXAMPLE
The acquiree/lessor has a minimum lease payment receivable on its books at $178,024 (96
beginning-of-the-month payments of $2,500 at 8% annual interest rate). If the current
market rate of interest for this transaction is 12% annual, the fair value of the minimum
lease payment receivable would be calculated and recorded as follows:

Payment $ 2,500, beginning of the month
n 96 months
Rate 12%/12¼ 1%
Present Value $155,357 (This is the amount of the minimum lease payment

receivable that would be recorded.)

8. Intangible assets not currently recorded by the acquiree—Identifiable intangible assets
must be separately recorded; their value cannot be swept into the ‘‘goodwill’’ classification.
An intangible asset is identifiable if it arises from contractual or other legal rights (even if it
is not separable) or is separable. For example, the acquiree may have a customer list that
could be sold separately and has a determinable value. The acquiree cannot record the value
of this self-developed intangible asset. However, this value must be estimated and recorded
as one of the assets acquired in the acquisition.

8. FASB ASC 805-20-55 provides examples of intangible assets that are identifiable. They
include:

^ Marketing-related intangible assets including trademarks, trade names, service
marks, collective marks, and certification marks

^ Internet domain names
^ Customer-related intangible assets including customer lists, order or production

backlog, customer contracts and related customer relationships, and non-contractual
customer relationships

^ Artistic-related intangible assets including plays, operas, ballets, books, magazines,
newspapers, musical works, pictures, and video materials

^ Contract-based intangible assets including licensing, royalty and standstill
agreements, advertising, construction, management, service and supply contracts,
construction permits, franchise agreements, operating and broadcast rights, servicing
contracts, employment contracts, and use rights

^ Technology-based intangible assets including patented technology, computer
software and mask works, unpatented technology, databases, and trade secrets
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9. Research and development assets—The fair values of both tangible and intangible
research and development assets are recorded even where the assets do not have alternative
future uses (the usual criteria for capitalization of R&D assets). Where the assets included
in the acquisition have value only for a given project, the assets are considered to have an
‘‘indefinite’’ life and are not amortized until the project is completed. Upon completion,
the useful life is to be estimated and used as the amortization period. The assets are to be
expensed at the completion or abandonment of an unsuccessful project.

9. Tangible and intangible R&D assets that are used for multiple R&D projects are sepa-
rately recorded and are amortized based on the projects served by the assets.

10. Contingent assets and liabilities—This refers to contingent assets and liabilities possessed
by the acquiree on the acquisition date and must not be confused with contingent consid-
eration that is part of the acquisition agreement. The fair value of a contingent asset or lia-
bility is recorded at its fair value on the acquisition date, if such a value exists. The
measurement period allows added time to estimate these values.

10. If a fair value does not exist on the acquisition date, guidance for estimating the value
comes from FASB ASC 805-20-25-20. Two criteria must be met for an estimate of the
contingent asset or liability to be recorded:

^ Information available by the end of the measurement date indicates that it is probable
that an asset existed or a liability had been incurred as of the acquisition date. It is
implicit in this condition that it must be probable at the acquisition date that one or
more future events confirming the existence of the asset or liability will occur.

^ The amount of the asset or liability can be reasonable estimated.

10. Examples of contingent assets would include possible bonuses, refunds stemming from
tax disputes, and possible favorable outcomes of lawsuits. Contingent assets can not be
recorded except as a part of a business acquisition. Contingent liabilities include pending
claims such as unfavorable lawsuits, warranty costs, premiums and coupons, and environ-
mental liabilities.

11. Liabilities associated with restructuring or exit activities—The fair value of an existing
restructuring or exit activity for which the acquiree is obligated is recorded as a sep-
arate liability. To record a liability, there must be an existing obligation to other entities.3

The possible future costs connected with restructuring or exit activities that may be planned
by the acquirer are not part of the cost of the acquisition and are expensed in future periods.

12. Employee benefit plans—The asset or liability under employee benefit plans is not
recorded at fair value. Instead, a liability is recorded if the projected benefit obligation
exceeds the plan assets. An asset is recorded when the plan assets exceed the projected bene-
fit obligation. The same procedure is applicable to other employee benefit plans.

13. Deferred taxes—Some acquisitions will be structured as nontaxable exchanges as to the
acquiree. In such cases, the acquirer must continue to base deductions for amortization or
depreciation of acquired accounts on their existing tax basis. A deferred tax liability is
recorded for added estimated taxes caused by the excess of fair value depreciation over book
value depreciation. A deferred tax asset is recorded for estimated future tax savings.

13. The acquirer would also record deferred tax assets or liabilities for temporary tax differ-
ences, such as using straight-line depreciation for financial reporting and an accelerated
depreciation method for tax purposes.

13. The acquirer will also record a deferred tax asset for any operating tax losses or invest-
ment credit carryovers acquired from the acquiree.

13. Taxation issues are considered in the ‘‘Tax Issues’’ section of this chapter.

Applying the Acquisition Model

Let us assume that the Johnson Company to be acquired by Acquisitions, Inc., has the following
balance sheet on the October 1, 2017, acquisition date:

3 FASB ASC 420-10-25-2, Exist or Disposal Cost Obligations—Overall—Recognition (Norwalk, CT , 2010).
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Johnson Company
Balance Sheet

October 1, 2017

Cash . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000 Current liabilities . . . . . . . . . . . . . . . . . . $ 25,000
Marketable investments . . . . . . . . . . 60,000 8%, 5-year bond payable . . . . . . . . . . . 100,000

Inventory . . . . . . . . . . . . . . . . . . . . . 100,000 Total liabilities . . . . . . . . . . . . . . . . . . . . $125,000

Land. . . . . . . . . . . . . . . . . . . . . . . . . 30,000 Common stock ($1 par) . . . . . . . . . . . . . $ 10,000
Buildings (net) . . . . . . . . . . . . . . . . . 150,000 Paid-in capital in excess of par . . . . . . . 140,000
Equipment (net) . . . . . . . . . . . . . . . . 80,000 Retained earnings . . . . . . . . . . . . . . . . . 185,000

Total equity . . . . . . . . . . . . . . . . . . . . . . $335,000

Total assets. . . . . . . . . . . . . . . . . . $460,000 Liabilities plus equity . . . . . . . . . . . . . $460,000

Note 1: A customer list with significant value exists.
Note 2: There is an unrecorded warranty liability on prior-product sales.

Fair values for all accounts have been established as of October 1, 2017 as follows:4

Account Method of Estimation Fair Value

Cash Book value $ 40,000
Marketable investment Level 1—Market value 66,000
Inventory Level 1—Market value 110,000
Land Level 2—Adjusted market value 72,000
Buildings Level 2—Adjusted market value 288,000
Equipment Level 1—Market value 145,000
Customer list Level 3—Other estimate, discounted cash flow based

on estimated future cash flows 125,000

Total assets $ 846,000
Current liabilities Book value $ (25,000)
Bonds payable Face value (adjusted with premium/discount) (100,000)
Premium on bonds payable Level 2—adjusted market value, using market-based

interest rate applied to contractual cash flows (4,000)
Warranty liability Level 3—other estimate, discounted cash flow based on

estimated future cash flows (12,000)

Total liabilities (141,000)

Fair value of net identifiable assets $ 705,000

Recording the Acquisition. The price paid for the company being acquired is normally mea-
sured as the sum of the consideration (total assets) exchanged for the business. This would be
the sum of the cash, other assets, debt securities issued, and any stock issued by the acquiring
company. In a rare case, the fair value of the company being purchased may be more determin-
able than the consideration given. This could be the case where stock is issued that is not pub-
licly traded and the fair value of the business acquired is more measurable. The basic procedures
to record the purchase are as follows:

^ All accounts identified are measured at estimated fair value as demonstrated above. This is
true even if the consideration given for a company is less than the sum of the fair values of
the net assets (assets minus liabilities assumed, $705,000 in the above example).

4 FASB ASC 820, Fair Value Measurement and Disclosure (Norwalk, CT, 2010)
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^ If the total consideration given for a company exceeds the fair value of its net identifiable
assets ($705,000), the excess price paid is recorded as goodwill.

^ In a rare case where total consideration given for a company is less than the fair value of its
net identifiable assets ($705,000), the excess of the net assets over the price paid is recorded
as an ordinary gain in the period of the purchase.

^ All acquisition costs are expensed in the period of the purchase. These costs could include the
fees of accountants and lawyers that were necessary to negotiate and consummate the purchase.
In the past, these costs were included as part of the price paid for the company purchased.

Examples of Recording an Acquisition Using Value Analysis. Prior to attempting to record a
purchase, an analysis should be made comparing the price paid for the company with the fair
value of the net assets acquired.

^ If the price exceeds the sum of the fair value of the net identifiable assets acquired, the excess
price is goodwill.

^ If the price is less than the sum of the fair value of the net identifiable assets acquired, the
price deficiency is a gain.

1. Price paid exceeds fair value of net identifiable assets acquired.
1. Acquisitions, Inc., issues 40,000 shares of its $1 par value common stock shares with a

market value of $20 each for Johnson Company, illustrated above. Acquisitions, Inc., pays
related acquisition costs of $35,000.

Value Analysis:
Total price paid (consideration given), 40,000 shares� $20 market value . . . . . . . . . . . . $ 800,000
Total fair value of net assets acquired from Johnson Company . . . . . . . . . . . . . . . . . . . . . . . (705,000)

Goodwill (excess of total cost over fair value of net assets) . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000

Expense acquisition costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000

1.

Dr. Cr.

To record purchase of net assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Marketable Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 288,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000
Customer List . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000

Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Premium on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Warranty Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Common Stock ($1 par, 40,000 shares issued) . . . . . . . . . . . . . . . . . 40,000
Paid-In Capital in Excess of Par ($20 per share� 40,000 shares less

$40,000 assigned to par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 760,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 941,000 941,000

To record acquisition costs:
Acquisition Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
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2. Price paid is less than fair value of net identifiable assets acquired.
2. Acquisitions, Inc., issues 25,000 shares of its $1 par value common stock with a market

value of $20 each for Johnson Company, illustrated above. Acquisitions, Inc., pays related
acquisition costs of $35,000.

Value Analysis:
Total price paid (consideration given), 25,000 shares� $20 market value . . . . . . $ 500,000
Total fair value of net assets acquired from Johnson Company . . . . . . . . . . . . . . . . . (705,000)

Gain on purchase of business (excess of fair value of net assets over total cost) . . . . $(205,000)

Expense acquisition costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000

2. Entries to record the purchase and related costs are as follows:

Dr. Cr.

To record purchase of net assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Marketable Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 288,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000
Customer List . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000

Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Premium on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Warranty Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Common Stock ($1 par, 25,000 shares issued) . . . . . . . . . . . . . . . . . 25,000
Paid-In Capital in Excess of Par ($20 per share� 25,000 shares less

$25,000 assigned to par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 475,000
Gain on Acquisition of Business . . . . . . . . . . . . . . . . . . . . . . . . . 205,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 846,000 846,000

To record acquisition costs:
Acquisition Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

The gain must be reported as a separate line item in the income statement of the acquirer in the
period of the acquisition. Notes must include an explanation of the reasons that allowed the
gain to exist.

Recording Changes in Value During Measurement Period

During the measurement period, values assigned to accounts recorded as a part of the acqui-
sition may be adjusted to better reflect the value of the accounts as of the acquisition date. It
is possible that new assets and liabilities that existed on the acquisition date may become
known during the measurement period; they must also be recorded as part of the adjust-
ment. Changes in value caused by events that occur after the acquisition date are not part of
this adjustment. They would usually be adjusted to income in the period in which they
occur.

The values recorded on the acquisition date are considered ‘‘provisional.’’ They must be
used in financial statements with dates prior to the end of the measurement period. The mea-
surement period ends when the improved information is available or it is obvious that no better
information is available. In no case can the measurement period exceed one year from the
acquisition date.

Let us return to the earlier example of the acquisition of Johnson Company in exchange for
stock with a total value of $800,000. Assume now that the values assigned to the buildings, customer
list, and warranty liability are provisional. The 2017 financial year will include the income statement
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accounts for the acquired, Johnson Company, starting as of the October 1 acquisition date. The
values and resulting adjustments to income for 2017 and projected for 2018 are as follows:

Account
Provisional

Value Depreciation/Amortization Method

Recorded in
2017

(3 months)

Projected for
2018

(full year)

Buildings $288,000 20-year straight-line with $48,000 residual value. $240,000/
20 years¼ $12,000 per year, $1,000 per month

$3,000 $12,000

Customer List 125,000 5-year amortization, calculated monthly. $125,000/5 years¼
$25,000 per year, ¼ annual amount for 2017

6,250 25,000

Warranty Liability (12,000) Debited as repairs are made 3,500 7,000

Better estimates of values for these accounts become available in early 2018. The new values
and revised depreciation/amortization are as follows:

Account
Revised
Value Depreciation/Amortization Method

Adjusted
Amount for

2017

Amount to Be
Recorded in

2018

Buildings $320,000 20-year straight-line with $50,000 residual value. $270,000/
20 years¼ $13,500 per year, $1,125 per month

$3,375 $13,500

Customer List 150,000 5-year amortization, calculated monthly. $150,000/5 years¼
$30,000 per year, $2,500 per month

7,500 30,000

Warranty Liability (18,000) Debited as repairs are made 3,500 10,000

The recorded values are adjusted during 2018 as follows:

Dr. Cr.

Buildings ($320,000 new estimate – $288,000 provisional value). . . . . . . 32,000
Customer List ($150,000 new estimate – $125,000 provisional value). . . . 25,000

Warranty Liability ($18,000 new estimate – $12,000 provisional value) 6,000
Goodwill (sum of above adjustments) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Goodwill would normally absorb the impact of the adjustments to all other accounts since
it is the difference between the price paid and the values assigned to identifiable net assets. Had
there been a gain on the original acquisition date, the gain would be adjusted at the end of the
measurement period. Since the gain was recorded in the prior period, the entry to adjust the
amount of the gain would be made to retained earnings. If there is goodwill but the increase in
net assets is greater than the amount of goodwill, a gain would be recorded for the balance of
the adjustment.

The depreciation/amortizations for the prior period must also be adjusted retroactively. The
entry made in 2018 would be as follows:

Dr. Cr.

Retained Earnings (net adjustment of $375þ $1,250) . . . . . 1,625
Accumulated Depreciation—Buildings . . . . . . . . . . . . . . . . 375
Customer List . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250

The comparative statements, which include 2017, would include the revised amounts. The
revised depreciation and amortization amounts ($13,500 and $30,000, respectively, for 2018)
would be recorded in 2018.
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Recording Contingent Consideration

Let us again revisit the acquisition of Johnson Company. This time, we will assume that the acquirer
issued 40,000 shares of stock with a market value of $800,000. In addition to the stock issue, the
acquirer agreed to pay an additional $100,000 on January 1, 2020, if the average income during the
2-year period of 2018–2019 exceeds $80,000 per year. The expected value is calculated as $40,000
based on the 40% probability of exceeding an average income of $80,000 and having to pay the
added $100,000. The revised value analysis and recording of the acquisition would be as follows:

Value Analysis:
Total price paid:
Stock issued, 40,000 shares� $20 market value . . . . . . . . . . . . . . . $800,000
Estimated value of contingent payment . . . . . . . . . . . . . . . . . . . . . . . . 40,000 $ 840,000

Total fair value of net assets acquired from Johnson Company . . . . . . (705,000)

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 135,000

Expense acquisition costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000

Entries to record acquisition and related costs are as follows:

Dr. Cr.

To record purchase of net assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Marketable Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 288,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000
Customer List . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Premium on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Warranty Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Estimated Liability for Contingent Consideration . . . . . . . . . 40,000
Common Stock ($1 par, 40,000 shares issued) . . . . . . . . . . . . . . . . . 40,000
Paid-In Capital in Excess of Par ($20 per share� 40,000 shares less

$40,000 assigned to par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 760,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 981,000 981,000

To record acquisition costs:
Acquisition Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

If during the measurement period, the contingent consideration was revalued based on
improved information, the estimated liability and the goodwill (or gain in a bargain acquisi-
tion) would be adjusted. For example, assume that within the measurement period the estimate
was revised to $50,000, the adjustment would then be as follows:

Goodwill ($50,000 new estimate – $40,000 provisional value) . . . . . . 10,000
Estimated Liability for Contingent Consideration. . . . . . . . . . . . . . . . . 10,000

If the estimate is again revised after the measurement period, the adjustment is included in
the income of the later period. If the estimate was revised to $65,000 after the measurement
period, the following adjustment would be recorded:

Expense, Increase in Estimated Contingent Consideration Payment . . . . 15,000
Estimated Liability for Contingent Consideration. . . . . . . . . . . . . . . . . 15,000
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Contingency agreements can include other factors than an earnings target including market
share or research milestones achieved by the acquired firm. The acquired firm may be concerned
with the future value of the shares it receives from the acquiring company. In such a case, there
may be a contingent agreement to issue additional shares to make up for a fall in the price of the
stock issued in the purchase.

In general, contingent consideration agreements require the recording of a liability, and its
subsequent adjustment through income as demonstrated in the preceding example. There may
be cases where the contingency is to be settled by issuing additional shares of stock and the
agreement qualifies as equity based on the requirements listed on page 10.

Assume that in the preceding example, the $100,000 potential contingent payment was to
be settled by issuing additional shares with a value of $100,000 such that the agreement quali-
fied as equity transaction. Assume that the expected value was again $40,000. The entry to
record the purchase would be the same as that above except the $40,000 entry crediting the
‘‘Estimated Liability for Contingent Consideration’’ would be replaced with the following
credit:

Paid-In Capital Contingent Share Agreement . . . . . . . . . . . . . . . . . . . . . 40,000

Contingent share agreements, classified as equity, are not subject to re-estimation and
remain at their originally recorded value until settled. The following entry would be made if the
agreement required 4,000 shares (worth $25 each) to be issued:

Paid-In Capital Contingent Share Agreement . . . . . . . . . . . . . . . . . . . . . 40,000
Common Stock, $1 par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

If the contingency provision is not met, the $40,000 would be transferred to paid-in capital
as follows:

Paid-In Capital Contingent Share Agreement . . . . . . . . . . . . . . . . . . . . . 40,000
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Accounting for the Acquisition by the Acquiree

The goodwill recorded by the acquirer is not tied to the gain (or loss) recorded by the acquiree.
The acquiree records the removal of net assets at their book values. Recall the initial example of
the acquisition of Johnson Company for $800,000 (on pages 16 and 17). The excess of the
price received by the seller ($800,000) over the sum of the net asset book value of $335,000
($460,000 assets – $125,000 liabilities) is recorded as a gain on the sale. In this case, the gain is
$465,000. The entry on Johnson’s books would be as follows:

Dr. Cr.

Investment in Acquisitions, Inc., Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
8% 5-Year Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Marketable Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Buildings (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Gain on Sale of Business . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 465,000

Dr.¼ Cr. Check Totals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 925,000 925,000

The only remaining asset of Johnson Company is the stock of Acquisitions, Inc. Johnson
would typically distribute the stock received to its shareholders and cease operations.
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R E F L E C T I O N
� The acquirer records all accounts of the acquiree company at fair value on the acquisition

date, but adjustments are allowed during the measurement period.

� The acquisition cost includes the estimated expected value of contingent consideration.

� The acquiree removes the book values of the accounts transferred and records a gain or

loss on the sale.

TAX ISSUES
In some acquisitions, the acquiree may have operating losses in periods prior to the acquisition.
The acquirer may be able to carry these losses forward to offset its income taxes payable periods
after the acquisition. This is a ‘‘deferred tax asset’’ to which value will be assigned. The sale of a
business may be structured as either a taxable or nontaxable event, which means the seller pays
taxes on any gain in a taxable exchange but defers the taxes on a gain in a nontaxable exchange.
If the exchange is taxable, the acquirer records all accounts at fair value for tax purposes and gets
depreciation and amortization deductions based on the fair value of the assets on the acquisition
date. There may be some differences in the tax basis and recorded financial accounting
amounts. If the exchange is nontaxable, the acquirer will base future amortization and deprecia-
tion on the book value of the acquiree’s accounts on the acquisition date. This leads to deferred
tax assets or liabilities that need to be recorded on the acquisition date.

Tax Loss Carryovers

Tax law provides that an existing company with a tax loss may first carry the loss back to the pre-
vious two years to offset income and thus receive a refund of taxes paid in the preceding years. If the
loss exceeds income available in the prior 2-year period, the loss can be carried forward up to 20
years to offset future income and, therefore, reduce the taxes that otherwise would be paid. As
mentioned earlier, Congress has extended the carryback period to five years for losses incurred in
2008–2009. Our examples will use a 2-year carryback period. The acquired company may have
unused tax loss carryovers that it has not been able to utilize due to an absence of sufficient income
in prior years. This becomes a potential benefit for the purchasing company. Tax provisions limit the
amount of the net operating loss (NOL) available to the acquiring company to discourage business
combinations that are motivated primarily by tax loss carryovers. The purchaser is allowed to use the
acquired company’s tax loss carryovers to offset its own income in the current and future periods
(but not prior periods) subject to limitations contained in Internal Revenue Code Section 382.

The value of the expected future tax loss carryovers is recorded as a deferred tax asset (DTA)
on the date of the acquisition. It is, however, necessary to attempt to determine whether there
will be adequate future tax liabilities to support the value of the deferred tax asset. The accoun-
tant would have to consider existing evidence to make this determination. If it is likely that
some or all of the deferred tax asset will not be realized, the contra account Allowance for
Unrealizable Tax Assets would be used to reduce the deferred tax asset to an estimated amount
to be realized.5 This may have the practical effect of the contra account totally offsetting the
deferred tax asset. The inability to record a net deferred tax asset often will result in the con-
sideration paid for the NOL carryover being assigned to goodwill. This occurs because the
price paid will exceed the value of the net assets that are allowed to be recorded.

5
O B J E C T I V E

Demonstrate an

understanding of the tax

issues that arise in an

acquisition.

5 FASB ASC 740-10-30-5, Income Tax—Overall—Initial Measurement (Norwalk, CT , 2010).
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EXAMPLE
Bergen Company had the following book and fair values on the date it was acquired by Panther
Company:

Account Book Value Fair Value

Cash $ 30,000 $ 30,000
Accounts Receivable 80,000 80,000
Inventory 100,000 120,000
Land 140,000 200,000
Building (net) 250,000 465,000
Equipment (net) 50,000 75,000
Patent 0 50,000
Accounts Payable (90,000) (90,000)
Bonds Payable (100,000) (100,000)

Net Assets $ 460,000 $ 830,000

Assume that the price paid for Bergen Company is $1,000,000. Bergen Company has tax
loss carryforwards of $200,000.

The value of the tax loss carryforward is calculated as follows:

Losses that may be carried forward . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Applicable tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 40%

Potential tax savings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,000
Adjustment for amount not likely to be usable . . . . . . . . . . . . . . . . . (30,000)

Net value of tax loss carryforward. . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000

Value Analysis:
Total price paid:
Stock issued, 50,000 shares� $20 market value . . . . . . . . . . . . . . . . . $1,000,000
Fair value of net assets acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (830,000)
Net value of tax loss carryforward. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 120,000

The entry to record the acquisition is as follows:

Dr. Cr.

To record purchase of net assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 465,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Deferred Tax Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Valuation Allowance for Deferred Tax Asset. . . . . . . . . . . . . . . . . 30,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Common Stock ($1 par, 50,000 shares issued) . . . . . . . . . . . . . . . . . . . . . 50,000
Paid-In Capital in Excess of Par ($20 per share� 50,000 shares less

$50,000 assigned to par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
950,000

Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,220,000 1,220,000
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If there is a decrease in estimate for the valuation account within one year of the acquisition
date, goodwill is reduced for the same amount. Thus, if within one year, the valuation account
were lowered by $20,000 (from $30,000 to $10,000), Goodwill would be credited for $20,000
as follows:

Valuation Allowance for Deferred Tax Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

However, if the adjustment is caused by events that occur after the acquisition, the
credit would be to the current provision for taxes.6 Changes in the valuation account after
the 1-year period result in an adjustment to the tax provision for the period in which the new
estimate is made.

Tax Values in an Acquisition

There may be limitations on amounts that can be assigned to certain accounts even in a taxable
exchange. For example, a fixed asset may have the following values:

Book value on the books of acquiree. . . . . . . . . . . . . . . . . . . . . . . . . $75,000
Estimated fair value for financial accounting. . . . . . . . . . . . . . . . . . . 90,000
Basis required at acquisition for tax purposes . . . . . . . . . . . . . . . . . . 50,000

This would occur when the company used straight-line depreciation for financial reporting,
but used accelerated depreciation for its tax returns. The asset would still be recorded at the fair
value of $90,000, but a deferred tax liability (DTL) would be recorded for the lost tax deductibility
equal to the tax rate (40%) times the excess of the fair value over tax value calculated as follows:

Fair value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $90,000
Tax value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Excess not deductible . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 40%

Deferred tax liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,000

The DTL would be amortized over the depreciable life of the asset. Assuming a 5-year asset
life and straight-line depreciation, the annual tax impact using a 40% tax rate would be $3,200
($16,000/5 years), which would be recorded as follows:

Deferred Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Current Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200

Goodwill, while not amortized for financial reporting purposes, is amortized straight-line
over 15 years for tax purposes.

Nontaxable Exchange

In a nontaxable exchange, the acquirer is limited to deductions for amortization and depreciation
based on the book values of the acquiree on the acquisition date. Despite this, all accounts are still
recorded at full fair value, and deferred tax liability or asset accounts are recorded as follows:

Difference Results in:

Fair value of identifiable asset exceeds book value DTL

Book value of identifiable asset exceeds fair value DTA

Fair value of liability exceeds book value DTA

Book value of liability exceeds fair value DTL

6 FASB ASC 805-740-45-4, Business Combinations—Income Taxes—Other Presentation Matters (Norwalk, CT ,
2010).
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EXAMPLE
To understand the impact of a nontaxable exchange, consider an example of the acquisition of
Book Company for $1,500,000. The consideration was 50,000 shares of $1 par value shares of
the acquirer company. The market value of an acquirer share was $30. The tax rate is 40%. Fair
values are compared to the tax basis of Book Company as shown below.

Column 1 2 3 4

Account Fair Value Tax Basis

Fair Value in Excess
of Tax Basis

(Col. 1.� Col. 2)
DTA (DTL)

(�40%� Col. 3)

Cash $ 100,000 $ 100,000 $ 0 $ 0

Accounts Receivable 150,000 180,000 (30,000) 12,000

Inventory 200,000 160,000 40,000 (16,000)

Land 200,000 150,000 50,000 (20,000)

Building 600,000 450,000 150,000 (60,000)

Equipment 300,000 200,000 100,000 (40,000)

Copyrights 100,000 2,000 98,000 (39,200)

Accounts Payable (250,000) (250,000) 0 0

Bonds Payable (315,000) (300,000) (15,000) 6,000

Net Identifiable Assets $1,085,000 $ 692,000 $393,000 $(157,200)

Value Analysis:
Total price paid:
Stock issued, 50,000 shares� $30 market value $1,500,000
Fair value of net assets acquired . . . . . . . . . . . . . . $1,085,000
DTL. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,200

Net identifiable assets less net DTL. . . . . . . . . . . . . 927,800

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 572,200

The entry to record the acquisition is as follows:

Dr. Cr.

To record purchase of net assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 572,200

DTL . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,200
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Premium on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Common Stock ($1 par, 50,000 shares issued) . . . . . . . . . . . . . . . . . 50,000
Paid-In Capital in Excess of Par ($30 per share� 50,000 shares less

$50,000 assigned to par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
1,450,000

Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,222,200 2,222,200
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While the DTL is recorded as a single amount, each component would be realized sepa-
rately. The amount applicable to accounts payable would be realized as the accounts are col-
lected; the amount applicable to inventory would be realized when the inventory is sold. The
amounts applicable to the land would be deferred until the land is sold. All other amounts are
amortized over the life of the accounts to which the DTA/DTL pertains.

R E F L E C T I O N
� The acquisition may include a tax loss carryover from the acquiree which results in the

recording a deferred tax asset (DTA).

� In a taxable exchange, the values used for taxation may differ from those assigned in the

acquisition. Typically, lower book values will be used for depreciation in future years. This

results in a deferred tax liability (DTL).

� The acquisition may be a nontaxable exchange, which means the book values will be used

for taxation and fair values will be used for financial reporting. Because book values are

usually lower than fair value, this also results in a DTL.

REQUIRED DISCLOSURE
Substantial disclosure requirements for an acquisition occur during the reporting period. These
requirements are detailed in FASB ASC 805-10-50-2 and can be summarized as follows:

a. The name and description of the acquiree.
b. The acquisition date.
c. The percentage of voting equity interest acquired.
d. The primary reasons for the acquisition and the factors that contributed to the recording of

goodwill (if any).
e. A qualitative description of factors that make up the goodwill recognized.
f. The acquisition date fair value of all types of consideration, including cash, other assets,

contingent consideration, and debt and equity instruments issued.
g. Detailed information concerning contingent consideration, including a description of the

arrangements and the range of outcomes.
h. Details concerning acquired receivables, including gross amount, fair value and the

expected collections.
i. Disclosure showing amounts recorded for each major class of assets and liabilities. For the

acquisition of Johnson Company for $800,000 in stock on pages 16 and 17, the disclosure
information would appear as follows:

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $216,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 505,000
Intangible assets subject to amortization . . . . . . . . . . . . . . . . . . . . . . . 125,000
Intangible assets not subject to amortization . . . . . . . . . . . . . . . . . . . . 0
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000

Total assets acquired. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $941,000

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 37,000
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 104,000

Total liabilities assumed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $141,000

Net assets acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000

6
O B J E C T I V E

Explain the disclosure that

is required in the period in

which an acquisition

occurs.
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j. Information on assets and liabilities arising from contingencies.
k. The goodwill that will be deductible for tax purposes.
l. Goodwill assigned to reportable segments (if any).
m. Information concerning transactions between the companies that are not recorded as part

of the acquisition.
n. Disclosure of acquisition costs and issue costs associated with the transaction. This includes

identifying the line item of the income statement that includes the acquisition costs.
o. Any gain resulting from the acquisition. The gain is to be disclosed as a separate line item

on the income statement. The reasons for the gain must also be disclosed.
p. The fair value of the noncontrolling interest and the method used to value it.
q. The gain or loss on prior investments in a step acquisition. A step acquisition is where a

controlling interest is purchased in stages (explained in Chapter 7).
r. Publicly traded firms must disclose the following performance measures:

1. Revenue and earnings of the acquiree since the acquisition date

2. Pro forma revenue and earnings had the acquisition occurred at the start of the reporting
period

3. If comparative statements are issued, pro forma revenue and earnings for all prior peri-
ods for which comparative statements are issued

Exhibit 1-3 is a complete example of the disclosure required for an acquisition during the
reporting period. It is the 2012 acquisition of Pringles by the Kellogg Company. It includes the
required pro-forma disclosure.

Exhibit 1-3
Note 2
Goodwill and other Intangible Assets
Pringles� acquisition

On May 31, 2012, the Company completed its acquisition of the Pringles� business (Pringles) from
The Procter & Gamble Company (P&G) for $2,695 billion, or $2,683 billion net of cash and cash
equivalents, subject to certain purchase price adjustments, which resulted in a reduction of the pur-
chase price by approximately $15 million to $2,668 billion net of cash and cash equivalents. The
acquisition was accounted for under the purchase method and was financed through a combination
of cash on hand, and short-term and long-term debt. The assets and liabilities of Pringles are included
in the Consolidated Balance Sheet as of December 28, 2013 and December 29, 2012 and the
results of the Pringles operations subsequent to the acquisition date are included in the Consolidated
Statement of Income.

The purchase price allocation, including the allocation to reportable segments, was completed
during the quarter ended June 29, 2013 when the valuations of fixed assets and intangible assets
were finalized resulting in a reallocation from that reported as of December 29, 2012 of goodwill
between the Company’s reportable segments. Prior year amounts were revised to reflect these
changes as of the date of the acquisition, resulting in reductions to goodwill and the foreign currency
translation component of other comprehensive income (OCI) of $15 million as of December 29,
2012.

During the quarter ended September 28, 2013, the Company recorded an immaterial correc-
tion of an error to the purchase price allocation for Pringles that was outside of the measurement per-
iod, which resulted in an increase to other non-current liabilities, goodwill and non-current deferred
tax assets of $15 million, $13 million and $2 million, respectively. The goodwill of $13 million was
allocated to our operating segments as follows: Europe, $10 million and Asia Pacific, $3 million.

The final acquired assets and assumed liabilities include the following:

(millions)
May 31,

2012

Accounts receivable, net $ 128
Inventories 103
Other prepaid assets 18
Property 317
Goodwill 1,319

(continued)
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Other intangibles:
Definite-lived intangible assets 79
Brand 776

Other assets:
Deferred income taxes 23
Other 16

Notes payable (3)
Accounts payable (9)
Other current liabilities (24)
Other liabilities (75)

Goodwill of $645 million is expected to be deductible for statutory tax purposes.
Goodwill is calculated as the excess of the purchase price over the fair value of the net assets

recognized. The goodwill recorded as part of the acquisition primarily reflects the value of providing
an established platform to leverage the Company’s existing brands in the international snacks cate-
gory, synergies expected to arise from the combined brand portfolios, as well as any intangible
assets that do not qualify for separate recognition.

For the year ended December 28, 2013, the Company incurred integration-related costs as part
of the Pringles acquisition as follows: $46 million recorded in SGA, $15 million recorded in COGS
and $5 million in net sales. Transaction fees and other integration-related costs incurred through
December 29, 2012 were as follows: $73 million recorded in SGA, $3 million recorded in COGS
and $5 million in fees for a bridge financing facility which are recorded in OIE.

For the year ended December 28, 2013, Pringles contributed net revenues of $1,658 million
and net earnings of $132 million, including the integration-related costs discussed above. Through
December 29, 2012, Pringles contributed net revenues of $887 million and net earnings of $31 mil-
lion, including the transaction fees and other integration-related costs discussed above. The unau-
dited pro forma combined historical results, as if Pringles had been acquired at the beginning of
fiscal 2011 are estimated to be:

(millions, except per share data) 2012 2011

Net sales $14,862 $14,722

Net income $ 1,001 $ 954
Net income (loss) attributable to noncontrolling interests — (2)
Net income attributable to Kellogg Company $ 1,001 $ 956
Net earnings per share $ 2.78 $ 2.63

The pro forma results include transaction and bridge financing costs, interest expense on the
debt issued to finance the acquisition, amortization of the definite lived intangible assets, and depre-
ciation based on estimated fair value and useful lives. The pro forma results are not necessarily indi-
cative of what actually would have occurred if the acquisition had been completed as of the
beginning of 2011, nor are they necessarily indicative of future consolidated results.

The pro-forma disclosure is also to be included in the notes for an acquisition that occurs
after the balance sheet date but prior to the issuance date of the financial statement. If the initial
accounting for the acquisition is incomplete, those disclosures that could not be made and why
they could not be made must be stated.

R E F L E C T I O N
� There are detailed disclosure requirements for the period in which an acquisition occurs.

� Disclosure includes pro forma amounts for revenue and earnings for the entire period

and for prior periods shown in comparative statements.
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GOODWILL ACCOUNTING AFTER THE ACQUISITION
Publicly traded companies do not amortize goodwill. Instead they impairment test it each per-
iod and record an impairment loss when appropriate. This is not parallel to tax law in the U.S.,
which provides for the amortization of goodwill over a 15-year life. That difference will create
an inter-period tax allocation procedure.

Effective December 14, 2014, non-public (privately held) companies can elect to amortize
new or existing goodwill over a period not to exceed 10 years.7 The amortized balance is still
subject to impairment testing.

Five specific concerns need to be addressed to apply impairment testing.

1. Goodwill must be allocated to reporting units if the acquired company contains more than
one reporting unit.

2. Methods for valuing the reporting unit must be established.

3. Impairment testing is normally done on an annual basis. There are, however, excep-
tions to annual testing and some cases where testing may be required between annual
testing dates.

4. The procedure for determining if impairment has occurred must be established.

5. The procedure for determining the amount of the impairment loss, which is also the
decrease in the goodwill amount recorded, must be established.

Allocating Goodwill to Reporting Units

In most cases, the company acquired will be made up of more than one reporting unit. For pur-
poses of segment reporting, under FASB ASC 280-10-50-1,8 a reporting unit is either the same
level or one level lower than an operating segment. To be a reporting unit that is one level below
an operating unit, both of the following criteria must be met:

^ Segment managers measure and review performance at this level.
^ The unit has separate financial information available and has economic characteristics that

distinguish it from other units of the operating segment.

All assets and liabilities are to be allocated to the underlying reporting units. Goodwill is
allocated to the reporting segments by subtracting the identifiable net assets of the unit from the
estimated fair value of the entire reporting unit. The method of estimating the fair value of the
reporting unit should be documented. In essence, an estimate must be made of the price that
would have been paid for only the specific reporting unit.

Reporting Unit Valuation Procedures

The steps in the reporting unit measurement process will be illustrated with the following
example of the acquisition of Lakeland Company, which is a purchase of a single operat-
ing unit.

A. Determine the valuation method and estimated fair value of the identifiable assets,
goodwill, and all liabilities of the reporting unit.

At the time of acquisition, the valuations of Lakeland Company’s identifiable
assets, liabilities, and goodwill were as shown on page 31. [The asterisk (*) indicates
numbers have been rounded for presentation purposes.]

7
O B J E C T I V E

Apply the impairment test

to goodwill and adjust

goodwill when needed.

7 FASB 350-20-35-62
8 FASB ASC 280-10-50-1, Segment Reporting—Overall—Disclosure (Norwalk, CT , 2010).
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Assets Comments Valuation Method Fair Value

Inventory available Replacement cost Market replacement cost for similar items $ 45,000
Accounts receivable Recorded amount is adjusted for

estimated bad debts
Aging schedule used for valuation 28,000

Land Per-acre value well established Five acres at $10,000 per acre 50,000
Building Most reliable measure is rent

potential
Rent estimated at $20,000 per year for

20 years, discounted at 14% return for
similar properties; present value of
$132,463 reduced for $50,000
land value

80,000*

Equipment Cost of replacement capacity can be
estimated

Estimated purchase cost of equipment with
similar capacity

50,000

Patent Recorded by seller at only legal cost;
has significant future value

Added profit made possible by patent is
$11,600 per year for four years; discounted
at risk adjusted rate for similar investments of
20% per year; PV equals $30,029

30,000*

Brand-name copyright Not recorded by seller Estimated sales value 40,000
Current liabilities Recorded amounts are accurate Recorded value (5,000)
Bonds payable Specified interest rate is above

market rate
Discount at market interest rate

(21,000)

Net identifiable assets
at fair value $297,000

Price paid for reporting
unit 360,000

Goodwill Believed to exist based on projected
future cash flows

Implied by price paid
$ 63,000

*Rounded to nearest thousands to reflect nature of estimate.

B. Measure the fair value of the reporting unit and document assumptions and models
used to make the measurement. This measurement is made to:

^ Serve as a test for the amount of goodwill recorded for the reporting unit.
^ Establish the procedure to be used to value the reporting unit in later periods.

If the stock of the reporting unit is publicly traded, the market capitalization of the reporting
unit may be indicative of its fair value, but it need not be the only measure considered. The
price paid to acquire all of the shares or a controlling interest could exceed the product of the
fair value per share times the number of shares outstanding. A common method used to esti-
mate fair value is to determine the present value of the unit’s future cash flows. The following is
an example of that approach.

Assumptions:

1. The reporting unit will provide operating cash flows, net of tax, of $40,000 during the next
reporting period.

2. Operating cash flows will increase at the rate of 10% per year for the next four reporting per-
iods and then will remain steady for 15 more years.

3. Forecast cash flows will be adjusted for capital expenditures needed to maintain market posi-
tion and productive capacity.

4. Cash flows defined as net of cash from operations less capital expenditures will be discounted
at an after-tax discount rate of 12%. An annual rate of 12% is a reasonable risk-adjusted rate
of return for investments of this type.

5. An estimate of salvage value (net of tax effect of gains or losses) of the assets at the end of
20 years will be used to approximate salvage value. This is a conservative assumption, since
the unit may be operated after that period.
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5. Schedule of net tax cash flows:

Year
Net of Tax

Operating Flow*
Capital

Expenditure Salvage Value Net Cash Flow

1 $40,000 $ 40,000
2 44,000 44,000
3 48,400 48,400
4 53,240 53,240
5 58,564 $(25,000) 33,564
6 58,564 58,564
7 58,564 58,564
8 58,564 58,564
9 58,564 58,564

10 58,564 (30,000) 28,564
11 58,564 58,564
12 58,564 58,564
13 58,564 58,564
14 58,564 58,564
15 58,564 (35,000) 23,564
16 58,564 58,564
17 58,564 58,564
18 58,564 58,564
19 58,564 58,564
20 58,564 $75,000 133,564

Net present value at 12% annual rate $376,173

*Reflects assumed 10% annual increase in years 2–5.

C. Compare fair value of reporting unit with amounts assigned to identifiable net assets
plus goodwill.

Estimated fair value of reporting unit . . . . . . . . . . . . . . . . . . . . . . . . $376,173
Price paid for reporting unit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000

Excess of fair value of reporting unit over net assets . . . . . . . . . . . $16,173

An excess of the fair value of the reporting unit over the value of the net assets indicated that the
price paid was reasonable and below a theoretical maximum purchase price. It requires no adjust-
ment of assigned values. If, however, the fair value of the net assets, including goodwill, exceeds the
fair value of the reporting unit, the model used to determine the fair value of the reporting unit
should be reassessed. If the re-estimation of the values assigned to the net assets, including goodwill,
and the reporting unit still indicates an excess of the value of the net assets, including goodwill, over
the value of the reporting unit, goodwill is to be tested for impairment. This would likely result in
an impairment loss being recorded on the goodwill at the time of the acquisition.

Impairment Procedures for Goodwill after Acquisition

The normal procedure is to perform impairment testing of goodwill on an annual basis. Impair-
ment testing should also be done between annual tests if it is more likely than not that events or
circumstances have occurred that could reduce the fair value of a reporting unit below its carry-
ing value.

An entity has the option of assessing qualitative factors to determine if it is likely (greater
than 50% probability) that the fair value of the reporting unit is less than its carrying value. In
making that evaluation the company is to consider events and circumstances that cause the
decline in value. Examples would be macroeconomic events, industry and market considera-
tions, and cost factors. Qualitative testing is not required; an entity can make an annual election
to bypass the qualitative assessment and proceed directly to the first step of the goodwill
impairment test.
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Step 1: Quantitative Impairment Test. Goodwill is considered to be impaired if the
implied fair value of the reporting unit is less than the carrying value of the reporting
unit’s net assets (including goodwill). Remember, since the acquired net assets were recorded
at their fair values as of the acquisition date, it is the subsequent carrying (book) value based on
those amounts that is used for later periods of impairment testing.

Let us revisit the Lakeland Company example. Assume that the following new estimates
were made at the end of the first year:

Estimated implied fair value of the reporting unit, based on analysis of
projected cash flow (discounted at 12% annual rate) . . . . . . . . . . . . . . . . . . $320,000

Existing net book value (including values assigned on acquisition date) of the
reporting unit (including goodwill) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 345,000

Since the recorded net book value of the reporting unit exceeds its implied fair value, good-
will is considered to be impaired. If the estimated fair value exceeds the existing book value,
there is no impairment, and there is no need to proceed to Step 2 to calculate a goodwill impair-
ment loss.

Step2: Impairment Loss Calculation. If Step 1 indicates impairment, the impairment loss
must be estimated. The impairment loss for goodwill is the excess of the implied fair value
of the reporting unit over the fair value of the reporting unit’s identifiable net assets
(excluding goodwill) on the impairment date. These are the values that would be assigned to
those accounts if the reporting unit were purchased on the date of impairment measurement.

For our example, the following calculation was made for the impairment loss:

Estimated implied fair value of reporting unit, based on cash flow analysis
(discounted at a 12% annual rate) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $320,000

Less: Fair value of net assets on the date of measurement, exclusive of
goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 285,000

Implied fair value of goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000
Existing recorded goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000

Estimated impairment loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (28,000)

The following journal entry would be made:

Goodwill Impairment Loss. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

The impairment loss will be shown as a separate line item within the operating section
unless it is identified with a discontinued operation, in which case, it is part of the gain or loss
on disposal. Once goodwill is written down, it cannot be adjusted to a higher amount.

Two important issues must be understood at this point.

1. Step 1: qualitative impairment test compares the implied fair value of the reporting unit,
$320,000, to the unit’s book value (including goodwill), $345,000. Step 2: impairment
loss calculation compares the implied fair value of the reporting unit, $320,000, to the
unit’s estimated fair values (excluding goodwill), $285,000, on the impairment date.

2. While fair values of net assets are used to measure the impairment loss, they are not
recorded. The existing book values on the impairment date remain in place (unless they are
adjusted for their own impairment loss).

3. If a non-public company elects to amortize goodwill, Steps 1 and 2 still are applied to the
remaining, unamortized goodwill balance.

Significant disclosure requirements for goodwill exist in any period in which goodwill
changes. A note must accompany the balance sheet in any period that has a change in goodwill.
The note would explain the goodwill acquired, the goodwill impairment losses, and the good-
will written off as part of a disposal of a reporting unit. It is further required that information
be included that provides the details of any impairment loss recorded during the period. The
information would include the reporting unit involved, the circumstances leading to the
impairment, and the possibility of further adjustments.
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R E F L E C T I O N
� Procedures must be established for estimating goodwill.

� Goodwill is subject to impairment testing.

� When impaired, the goodwill is reduced to a lower estimated value.

APPENDIX: ESTIMATING THE VALUE OF GOODWILL
An acquirer may attempt to forecast the future income of a target company in order to arrive at
a logical purchase price. Goodwill is often, at least in part, a payment for above-normal
expected future earnings. A forecast of future income may start by projecting recent years’
incomes into the future. When this is done, it is important to factor out ‘‘one-time’’ occurrences
that will not likely recur in the near future. Examples would include extraordinary items, dis-
continued operations, or any other unusual event. Expected future income is compared to
‘‘normal’’ income. Normal income is the product of the appropriate industry rate of return on
assets times the fair value of the gross assets (no deduction for liabilities) of the acquired com-
pany. Gross assets include specifically identifiable intangible assets such as patents and copy-
rights but do not include existing goodwill. The following calculation of earnings in excess of
normal might be made for the Johnson Company example on pages 16 and 17:

Expected average future income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Less normal return on assets:

Fair value of total identifiable assets . . . . . . . . . . . . . . . . . . . . . . . . $846,000
Industry normal rate of return . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

Normal return on assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,600

Expected annual earnings in excess of normal . . . . . . . . . . . . . . . . . . $ 15,400

Several methods use the expected annual earnings in excess of normal to estimate goodwill.
A common approach is to pay for a given number of years of excess earnings. For instance,
Acquisitions, Inc., might offer to pay for four years of excess earnings, which would total
$61,600 ($15,400 � 4 years). Alternatively, the excess earnings could be viewed as an annuity.
The most optimistic purchaser might expect the excess earnings to continue forever. If so, the
buyer might capitalize the excess earnings as a perpetuity at the normal industry rate of return
according to the following formula:

Goodwill ¼ Annual Excess Earnings
Industry Normal Rate of Return

¼ $15,400
0:10

¼ $154,000

Another estimation method views the factors that produce excess earnings to be of limited
duration, such as 10 years, for example. This purchaser would calculate goodwill as follows:

Goodwill ¼ Discounted present value of a $15,400-per-year annuity for 10 years at 10%

¼ $15;400� 10-year;10% present value of annuity factor

¼ $15;400� 6:1446

¼ $94;627

Other analysts view the normal industry earning rate to be appropriate only for identifiable
assets and not goodwill. Thus, they might capitalize excess earnings at a higher rate of return to
reflect the higher risk inherent in goodwill.

All calculations of goodwill are only estimates used to assist in the determination of the price
to be paid for a company. For example, Acquisitions might add the $94,627 estimate of good-
will to the $705,000 fair value of Johnson’s other net assets to arrive at a tentative maximum
price of $799,627. However, estimates of goodwill may differ from actual negotiated goodwill.
If the final agreed-upon price for Johnson’s net assets was $790,000, the actual negotiated good-
will would be $85,000, which is the price paid less the fair value of the net assets acquired.

8
O B J E C T I V E

Estimate the value of

goodwill.
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R E F L E C T I O N
� Goodwill estimates are based on an estimate of predicted income in excess of normal.

� Predicted excess income is typically discounted either as perpetuity or as a limited term

annuity.

UNDERSTANDING THE ISSUES

1. Identify each of the following business combinations as being vertical-backward,
vertical-forward, horizontal, product extension, market extension, or conglomerate:

a. An inboard marine engine manufacturer is acquired by an outboard engine
manufacturer.

b. A cosmetics manufacturer acquires a drug store chain.
c. A financial holding company acquires a mail order movie rental company.
d. A computer manufacturer acquires a chip manufacturer.
e. The Walt Disney Company acquires a broadcasting company.
f. A California-based electric utility acquires a Colorado electric utility company.

2. Abrams Company is a sole proprietorship. The book value of its identifiable net assets
is $400,000, and the fair value of the same net assets is $600,000. It is agreed that the
business is worth $850,000. What advantage might there be for the seller if the com-
pany is exchanged for the common stock of another corporation as opposed to
receiving cash? Consider both the immediate and future impact.

3. Major Corporation is acquiring Abrams Company by issuing its common stock in a
nontaxable exchange. Major is issuing common stock with a fair value of $850,000
for net identifiable assets with book and fair values of $400,000 and $600,000,
respectively. What values will Major assign to the identifiable assets, to goodwill,
and to the deferred tax liability? Assume a 40% tax rate.

4. Panther Company is about to acquire a 100% interest in Snake Company. Snake has
identifiable net assets with book and fair values of $300,000 and $500,000, respec-
tively. As payment, Panther will issue common stock with a fair value of $750,000.
How would the transaction be recorded if the acquisition is:

a. An acquisition of net assets?
b. An acquisition of Snake’s common stock and Snake remains a separate legal

entity?

5. Puncho Company is acquiring the net assets of Semos Company in exchange for com-
mon stock valued at $900,000. The Semos identifiable net assets have book and fair
values of $400,000 and $800,000, respectively. Compare accounting for the acquisi-
tion (including assignment of the price paid) by Puncho with accounting for the sale
by Semos.

6. Panther Company is acquiring the net assets of Sharon Company. The book and fair
values of Sharon’s accounts are as follows:

Accounts Book Fair

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $120,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 80,000
Building and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 400,000
Customer List . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 20,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
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What values will be assigned to current assets, land, building and equipment, the
customer list, liabilities, goodwill, and gain under each of the following acquisition
price scenarios?

a. $800,000
b. $450,000

7. Pam Company acquires the net assets of Jam Company for an agreed-upon price of
$900,000 on July 1, 2015. The value is tentatively assigned as follows:

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 (5-year life)
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 (20-year life)
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Values are subject to change during the measurement period. Depreciation is
taken to the nearest month. The measurement period expires on July 1, 2016, at
which time the fair values of the equipment and building as of the acquisition date
are revised to $180,000 and $550,000, respectively.

At the end of 2016, what adjustments are needed for the financial statements for
the period ending December 31, 2015 and 2016?

8. Harms acquires Blake on January 1, 2015, for $1,000,000. The amount of $800,000 is
assigned to identifiable net assets. Goodwill is being impairment tested on December
31, 2019. There have not been any prior impairment adjustments. The following
values apply on that date:

Estimated fair value of the Blake operating unit . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200,000
Fair value of net identifiable assets (excluding goodwill) . . . . . . . . . . . . . . . . . . . 1,120,000
Book value of net identifiable assets (including goodwill) . . . . . . . . . . . . . . . . . . . 1,250,000

The book values include those resulting from assignment of fair value to accounts
included in the January 1, 2015, acquisition.

Is goodwill impaired? If it is, what is the amount of the impairment adjustment?

9. What are the accounting ramifications of each of the three following situations
involving the payment of contingent consideration in an acquisition?

a. P Company issues 100,000 shares of its $50 fair value ($1 par) common stock as pay-
ment to buy S Company on January 1, 2015. P agrees to pay $100,000 cash two
years later if S income exceeds an income target. The target is exceeded.

b. P Company issues 100,000 shares of its $50 fair value ($1 par) common stock as pay-
ment to buy S Company on January 1, 2015. P agrees to issue 10,000 additional
shares of its stock two years later if S income exceeds an income target. The target
is exceeded.

c. P Company issues 100,000 shares of its $50 fair value ($1 par) common stock as
payment to buy S Company on January 1, 2015. P agrees to issue 5,000 addi-
tional shares two years later if the fair value of P shares falls below $50 per
share. Two years later, the stock has a fair value below $50, and added shares
are issued to S.

10. P Company acquired the S Company for an agreed value of $900,000 and issues its
common stock to make the deal. The fair value of the Company S net identifiable
assets is $800,000. The issue costs of the stock used for payment is $50,000. If P Com-
pany was eligible to use IFRS for SME’s and decided to do so, how would the record-
ing of the transaction differ from U.S. GAAP?
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EXERCISES

Exercise 1 (LO 2, 3, 4) Asset versus stock acquisition. Barstow Company is contemplat-
ing the acquisition of the net assets of Crown Company for $875,000 cash. To complete the
transaction, acquisition costs are $15,000. The balance sheet of Crown Company on the pur-
chase date is as follows:

Crown Company
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . . . . . $ 80,000 Liabilities . . . . . . . . . . . . . . . . $100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 Common stock ($10 par). . . . 100,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 Paid-in capital in excess of par 150,000
Accumulated depreciation—building . . . (200,000) Retained earnings . . . . . . . . . 250,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Accumulated depreciation—equipment . (100,000)

Total assets. . . . . . . . . . . . . . . . . . . . . . $ 600,000 Total liabilities and equity . $600,000

The following fair values have been obtained for Crown’s identifiable assets and liabilities:

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 85,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000

1. Record the acquisition of the net assets of Crown Company on Barstow Company’s books.
2. Record the sale of the net assets on the books of Crown Company.
3. Record the acquisition of 100% of the common stock of Crown Company on Barstow’s

books. Crown Company will remain a separate legal entity.

Exercise 2 (LO 3, 4) Acquisition with goodwill. Smith Company is acquired by Roan
Corporation on July 1, 2015. Roan exchanges 60,000 shares of its $1 par stock, with a fair value
of $18 per share, for the net assets of Smith Company.

Roan incurs the following costs as a result of this transaction:

Acquisition costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000
Stock registration and issuance costs. . . . . . . . . . . . . . . 10,000

Total costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $35,000

The balance sheet of Smyth Company, on the day of the acquisition, is as follows:

Smith Company
Balance Sheet
July 1, 2015

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . $ 100,000 Current liabilities . . . . . . . . . . . . . . . . $ 80,000
Inventory . . . . . . . . . . . . . . . . . . 250,000 Bonds payable . . . . . . . . . . . . . . . . . 500,000 $ 580,000

Property, plant, and equipment: Stockholders’ equity:
Land . . . . . . . . . . . . . . . . . . . . $200,000 Common stock . . . . . . . . . . . . . . . . $200,000
Buildings (net) . . . . . . . . . . . . 250,000 Paid-in capital in excess of par . . . 100,000
Equipment (net) . . . . . . . . . . . 200,000 650,000 Retained earnings . . . . . . . . . . . . . 120,000 420,000

Total assets . . . . . . . . . . . . . . . . $1,000,000 Total liabilities and equity . . . . . . . . . $1,000,000
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The appraised fair values as of July 1, 2015, is as follows:

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $270,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 425,000

Record the acquisition of Smyth Company on the books of Radar Corporation.

Exercise 3 (LO 3, 4) Acquisition with special valuations. Pederson Company acquires
the net assets of Shelby Company by issuing 100,000 of its $1 par value shares of common
stock. The shares have a fair value of $20 each. Just prior to the acquisition, Shelby’s balance
sheet is as follows:

Shelby Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . . . . . . $ 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 Bonds payable . . . . . . . . . . . . . . . . . . . . . 200,000 $280,000

Equipment (net) . . . . . . . . . . . . . . . . . . . . . 100,000 Stockholders’ equity:
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 Common stock ($1 par) . . . . . . . . . . . . . $ 10,000
Building (net) . . . . . . . . . . . . . . . . . . . . . . . 300,000 Retained earnings . . . . . . . . . . . . . . . . . 620,000 630,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . $910,000 Total liabilities and equity . . . . . . . . . . . . . $910,000

Fair values agree with book values except for the building, which is appraised at $450,000.
The following additional information is available:

^ The equipment will be sold for an estimated price of $200,000. A 10% commission will be
paid to a broker.

^ A major R&D project is underway. The accumulated costs are $56,000, and the estimated
value of the work is $90,000.

^ A warranty attaches to products sold in the past. The estimated future repair costs under the
warranty are $40,000.

^ Shelby has a customer list that has value. It is estimated that the list will provide additional
income of $100,000 for three years. An intangible asset such as this is valued at a 20% rate of
return.

Record the acquisition of Shelby Company on the books of Pederson Company. Provide
calculations where needed.

Exercise 4 (LO 3, 4) Bargain acquisition. Norton Corporation agrees to acquire the net
assets of Payco Corporation. Just prior to the acquisition, Payco’s balance sheet is as follows:

Payco Corporation
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . . . . . . . $200,000 Current liabilities . . . . . . . . . . . . . . . . . . . . $ 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 270,000 Mortgage payable . . . . . . . . . . . . . . . . . . 250,000 $330,000

Equipment (net) . . . . . . . . . . . . . . . . . . . . . 100,000 Stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . 140,000 240,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . $570,000 Total liabilities and equity . . . . . . . . . . . . . $570,000
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Fair values agree with book values except for the equipment, which has an estimated fair
value of $40,000. Also, it has been determined that brand-name copyrights have an estimated
value of $15,000. Norton Corporation pays $25,000 in acquisition costs to consummate the
transaction.

Record the acquisition on the books of Norton Corporation assuming the cash paid to
Payco Corporation is $160,000.

Suggestion: Use value analysis to guide your calculations and entries.

Exercise 5 (LO 4) Measurement period. Avery Company acquires the net assets of Iowa
Company on July 1, 2015. The net assets acquired include plant assets that are provisionally
estimated to have a fair value of $600,000 with a 10-year usable life and no salvage value.
Depreciation is recorded based on months in service. The remaining unallocated amount of the
price paid is $300,000, which is recorded as goodwill.

At the end of 2015, Avery prepares the following statements (includes Iowa Company for
the last six months):

Balance Sheet

Current assets . . . . . . . . . . . . . . $ 300,000 Current liabilities . . . . . . . . . . . . . . $ 300,000
Equipment (net) . . . . . . . . . . . . . 600,000 Bonds payable . . . . . . . . . . . . . . . 500,000
Plant assets (net). . . . . . . . . . . . . 1,600,000 Common stock ($1 par) . . . . . . . . . 50,000
Goodwill . . . . . . . . . . . . . . . . . . 300,000 Paid-in capital in excess of par . . . 1,300,000

Retained earnings . . . . . . . . . . . . . 650,000

Total assets. . . . . . . . . . . . . . . $2,800,000 Total liabilities and equity . . . . . $2,800,000

Summary Income Statement

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $280,000
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 230,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000

In March 2016, the final estimated fair value of the acquired plant assets is $700,000 with
no change in the estimate of useful life or salvage value.

1. Prepare any journal entries required in March 2016.
2. Prepare the revised balance sheet and income statement for 2015 that will be included in the

2016 comparative statements.

Exercise 6 (LO 5) Deferred tax liability. Your client, Lewison International, has informed
you that it has reached an agreement with Herro Company to acquire all of Herro’s assets. This
transaction will be accomplished through the issue of Lewison’s common stock.

After your examination of the financial statements and the acquisition agreement, you have
discovered the following important facts.

The Lewison common stock issued has a fair value of $800,000. The fair value of Herro’s
assets, net of all liabilities, is $700,000. All asset book values equal their fair values except for
one machine valued at $200,000. This machine was originally purchased two years ago by
Herro for $180,000. This machine has been depreciated using the straight-line method with an
assumed useful life of 10 years and no salvage value. The acquisition is to be considered a tax-
free exchange for tax purposes.

Assuming a 30% tax rate, what amounts will be recorded for the machine, deferred tax liabi-
lity, and goodwill?
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Exercise 7 (LO 5) Tax loss carryover. Lakecraft Company has the following balance sheet
on December 31, 2015, when it is acquired for $950,000 in cash by Argo Corporation:

Lakecraft Company
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . . . . . . $ 60,000
Equipment (net) . . . . . . . . . . . . . . . . . . . . . 200,000 Stockholders’ equity:
Building (net) . . . . . . . . . . . . . . . . . . . . . . . 270,000 Common stock ($5 par) . . . . . . . . . . . . . $100,000

Retained earnings . . . . . . . . . . . . . . . . . 410,000 510,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . $570,000 Total liabilities and equity . . . . . . . . . . . . . $570,000

All assets have fair values equal to their book values. The combination is structured as a tax-
free exchange. Lakecraft Company has a tax loss carryforward of $300,000, which it has not
recorded. The balance of the $300,000 tax loss carryover is considered fully realizable. Argo is
taxed at a rate of 30%.

Record the acquisition of Lakecraft Company by Argo Corporation.

Exercise 8 (LO 4) Contingent consideration. Grant Company purchased the net assets
of Harding Company on January 1, 2015, and made the following entry to record the purchase:

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Note Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Account to be determined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Common Stock ($1 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Paid-in Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000

Provide the correct title for the $40,000 credit account above and make the required entry
on January 1, 2017, for each of the following independent contingency agreements:

1. An additional cash payment would be made on January 1, 2017, equal to twice the amount
by which average annual earnings of the Harding Division exceed $25,000 per year, prior to
January 1, 2017. Net income was $50,000 in 2015 and $60,000 in 2016. Assume that the
expected value of the agreement on the purchase date was $40,000. Assume that no adjust-
ment was made at the end of 2015 or 2016.

2. Added shares would be issued on January 1, 2017, equal in value to twice the amount by
which average annual earnings of the Harding Division exceed $25,000 per year, prior to
January 1, 2017. Net income was $50,000 in 2015 and $60,000 in 2016. The market price
of the shares on January 1, 2017, was $5. Assume that the expected value of the agreement
on the purchase date was $40,000. The agreement is classified as an equity transaction.

3. Added shares or cash (at the option of the acquirer) would be issued on January 1, 2017, to
compensate for any fall in the value of Grant common stock below $6 per share. The market
price of the shares on January 1, 2017, was $5. Assume that the expected value of the agree-
ment on the purchase date was $40,000 and that it is classified as a liability. Assume that no
adjustment was made at the end of 2015 or 2016. Shares were issued on January 1, 2017.

Exercise 9 (LO 7) Goodwill impairment. Anton Company acquired the net assets of Hair
Company on January 1, 2015, for $600,000. Using a business valuation model, the estimated
value of Anton Company was $650,000 immediately after the acquisition. The fair value of
Anton’s net assets was $400,000.

1. What amount of goodwill was recorded by Anton Company when it acquired Hair
Company?
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2. Using the information on page 40, answer the questions posed in the following two inde-
pendent situations:

a. On December 31, 2016, there were indications that goodwill might have been impaired.
At that time, the existing recorded book value of Anton Company’s net assets, including
goodwill, was $500,000. The fair value of the net assets, exclusive of goodwill, was esti-
mated to be $340,000. The value of the business was estimated to be $520,000. Is good-
will impaired? If so, what adjustment is needed?

b. On December 31, 2018, there were indications that goodwill might have been impaired.
At that time, the existing recorded book value of Anton Company’s net assets, including
goodwill, was $450,000. The fair value of the net assets, exclusive of goodwill, was esti-
mated to be $340,000. The value of the business was estimated to be $400,000. Is good-
will impaired? If so, what adjustment is needed?

APPENDIX EXERCISE

Exercise 1A-1 (LO 9) Estimating goodwill. Green Company is considering acquiring the
assets of Gold Corporation by assuming Gold’s liabilities and by making a cash payment. Gold
Corporation has the following balance sheet on the date negotiations occur:

Gold Corporation
Balance Sheet

January 1, 2016

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . . $100,000 Total liabilities . . . . . . . . . . . . . . . . . $200,000
Inventory . . . . . . . . . . . . . . . . . . . . . 100,000 Capital stock ($10 par) . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . 100,000 Paid-in capital in excess of par . . . . 200,000
Building (net) . . . . . . . . . . . . . . . . . . 220,000 Retained earnings . . . . . . . . . . . . . . 300,000

Equipment (net) . . . . . . . . . . . . . . . . 280,000

Total assets. . . . . . . . . . . . . . . . . . $800,000 Total liabilities and equity . . . . . . $800,000

Appraisals indicate that the inventory is undervalued by $25,000, the building is underva-
lued by $80,000, and the equipment is overstated by $30,000. Past earnings have been consid-
ered above average and were as follows:

Year Net Income

2011 $ 90,000
2012 110,000
2013 120,000
2014 140,000*
2015 130,000

*Includes a nonrecurring gain of $40,000.

It is assumed that the average operating income of the past five years will continue. In this
industry, the average return on assets is 12% on the fair value of the total identifiable assets.

1. Prepare an estimate of goodwill based on each of the following assumptions:

a. The purchasing company paid for five years of excess earnings.
b. Excess earnings will continue indefinitely and are to be capitalized at the industry normal

return.
c. Excess earnings will continue for only five years and should be capitalized at a higher rate

of 16%, which reflects the risk applicable to goodwill.

2. Determine the actual goodwill recorded if Green pays $690,000 cash for the net assets of
Gold Corporation and assumes all existing liabilities.
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PROBLEMS

Problem 1-1 (LO 3, 4) Value analysis, alternative prices. Born Corporation agrees to
acquire the net assets of Wren Corporation on January 1, 2015. Wren has the following balance
sheet on the date of acquisition:

Wren Corporation
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . $ 79,000 Current liabilities . . . . . . . . . . . . . . $125,000
Inventory . . . . . . . . . . . . . . . . . . 92,000 Bonds payable . . . . . . . . . . . . . . . 100,000
Other current assets . . . . . . . . . . 55,000 Common stock. . . . . . . . . . . . . . . . 200,000
Equipment (net) . . . . . . . . . . . . . 294,000 Paid-in capital in excess of par . . . 50,000
Trademark . . . . . . . . . . . . . . . . . 30,000 Retained earnings . . . . . . . . . . . . . 75,000

Total assets. . . . . . . . . . . . . . . $550,000 Total liabilities and equity . . . . . $550,000

An appraiser determines that in-process R&D exists and has an estimated value of $20,000.
The appraisal indicates that the following assets have fair values that differ from their book
values:

Fair Value

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 98,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000
Trademark . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Use value analysis to prepare the entry on the books of Born Corporation to acquire the net
assets of Wren Corporation under each of the following purchase price scenarios:

1. Purchase price is $540,000.
2. Purchase price is $350,000.

Problem 1-2 (LO 3) Purchase of two companies with goodwill. Bar Corporation has
been looking to expand its operations and has decided to acquire the assets of Vicker Company
and Kendal Company. Bar will issue 30,000 shares of its $10 par common stock to acquire the
net assets of Vicker Company and will issue 15,000 shares to acquire the net assets of Kendal
Company.

Vicker and Kendal have the following balance sheets as of December 31, 2015:

Assets Vicker Kendal

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000 $ 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 85,000
Property, plant, and equipment:

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 50,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 300,000
Accumulated depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (110,000)

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 850,000 $ 405,000

Required
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Liabilities and Equity Vicker Kendal

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000 $ 55,000
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
Stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000 150,000

Total liabilities and equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $850,000 $405,000

The following fair values are agreed upon by the firms:

Assets Vicker Kendal

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,000 $100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 80,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 400,000
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 95,000

Bar’s stock is currently trading at $40 per share. Bar will incur $5,000 of acquisition costs in
acquiring Vicker and $4,000 of acquisition costs in acquiring Kendal. Bar will also incur
$15,000 of registration and issuance costs for the shares issued in both acquisitions.

Bar’s stockholders’ equity is as follows:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . $1,200,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . 800,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000

Record the acquisitions on the books of Bar Corporation. Value analysis is suggested to guide
your work.

Problem 1-3 (LO 3, 4, 6) Pro forma income after an acquisition. Moon Company is
contemplating the acquisition of Yount, Inc., on January 1, 2015. If Moon acquires Yount, it
will pay $730,000 in cash to Yount and acquisition costs of $20,000.

The January 1, 2015, balance sheet of Yount, Inc., is anticipated to be as follows:

Yount, Inc.
Pro Forma Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Cash equivalents . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . $ 30,000
Accounts receivable . . . . . . . . . 120,000 Long-term liabilities . . . . . . . . . . . . 165,000
Inventory . . . . . . . . . . . . . . . . . . 50,000 Common stock ($10 par). . . . . . . . 80,000
Depreciable fixed assets . . . . . . 200,000 Retained earnings . . . . . . . . . . . . . 115,000

Accumulated depreciation . . . . (80,000)

Total assets. . . . . . . . . . . . . . . $390,000 Total liabilities and equity . . . . . $390,000

Fair values agree with book values except for the inventory and the depreciable fixed assets,
which have fair values of $70,000 and $400,000, respectively.

Your projections of the combined operations for 2015 are as follows:

Combined sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Combined cost of goods sold, including Yount’s beginning inventory, at book value,

which will be sold in 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Other expenses not including depreciation of Yount assets . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Required
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Depreciation on Yount fixed assets is straight-line using a 20-year life with no salvage value.

1. Prepare a value analysis for the acquisition and record the acquisition.
2. Prepare a pro forma income statement for the combined firm for 2015. Show supporting

calculations for consolidated income. Ignore tax issues.

Problem 1-4 (LO 3, 4) Alternate consideration, bargain. Kiln Corporation is consider-
ing the acquisition of Williams Incorporated. Kiln has asked you, its accountant, to evaluate the
various offers it might make to Williams Incorporated. The December 31, 2015, balance sheet
of Williams is as follows:

Williams Incorporated
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets: Accounts payable . . . . . . . . . . . . . . . $ 40,000
Accounts receivable. . . . . . . . . . . $ 50,000
Inventory . . . . . . . . . . . . . . . . . . . 300,000

$350,000 Stockholders’ equity:
Noncurrent assets: Common stock . . . . . . . . . . . . . . . . $ 40,000

Land . . . . . . . . . . . . . . . . . . . . . . . $ 20,000 Paid-in capital in excess of par . . . 110,000
Building (net) . . . . . . . . . . . . . . . . 70,000 90,000 Retained earnings . . . . . . . . . . . . . 250,000 400,000

Total assets . . . . . . . . . . . . . . . . . . . $440,000 Total liabilities and equity . . . . . . . . . $440,000

The following fair values differ from existing book values:

Inventory . . . . . . . . . . . . . . . . . . . . $250,000
Land. . . . . . . . . . . . . . . . . . . . . . . . 40,000
Building . . . . . . . . . . . . . . . . . . . . . 120,000

Record the acquisition entry for Kiln Corporation that would result under each of the alterna-
tive offers. Value analysis is suggested.

1. Kiln Corporation issues 20,000 of its $10 par common stock with a fair value of $25 per
share for the net assets of Williams Incorporated.

2. Kiln Corporation pays $385,000 in cash.

Problem 1-5 (LO 3, 4) Revaluation of assets. Jack Company is a corporation that was
organized on July 1, 2015. The June 30, 2020, balance sheet for Jack is as follows:

Assets

Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 400,500
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . $1,250,000
Allowance for doubtful accounts . . . . . . . . . . . . . . (300,000) 950,000

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Prepaid insurance . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,000
Machinery and equipment (net) . . . . . . . . . . . . . . 1,473,500
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,500,000

Liabilities and Equity

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,475,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . 1,200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,825,000

Total liabilities and equity . . . . . . . . . . . . . . . . . . . $4,500,000
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The experience of other companies over the last several years indicates that the machinery
and equipment can be sold at 130% of its book value.

An analysis of the accounts receivable indicates that the realizable value is $925,000. An
independent appraisal made in June 2020 values the land at $70,000. Using the lower-of-cost-
or-market rule, inventory is to be restated at $1,200,000.

Calway Corporation plans to exchange 18,000 of its shares for the 120,000 Jack shares.
During June 2020, the fair value of a share of Calway Corporation is $270. Acquisition costs
are $12,000.

The stockholders’ equity account balances of Calway Corporation as of June 30, 2015, are
as follows:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 580,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,496,400

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,076,400

Record the acquisition of Jack Company by Calway on July 1, 2020. Use value analysis to sup-
port the acquisition entries.

Problem 1-6 (LO 3, 4) Cash purchase with goodwill. Tweeden Corporation is contem-
plating the acquisition of the net assets of Sylvester Corporation in anticipation of expanding
its operations. The balance sheet of Sylvester Corporation on December 31, 2015, is as
follows:

Sylvester Corporation
Balance Sheet

December 31, 2015

Current assets: Current liabilities:
Notes receivable . . . . . . . . . . . . . . . $ 24,000 Accounts payable . . . . . . . . . . . . . . $ 45,000
Accounts receivable . . . . . . . . . . . . 56,000 Payroll and benefit-related liabilities 12,500
Inventory . . . . . . . . . . . . . . . . . . . . . 31,000
Other current assets . . . . . . . . . . . . . 18,000 Debt maturing in one year . . . . . . . . 10,000

Total current assets. . . . . . . . . . . . $129,000 Total current liabilities . . . . . . . . . $ 67,500
Investments . . . . . . . . . . . . . . . . . . . 65,000
Fixed assets: Other liabilities:
Land. . . . . . . . . . . . . . . . . . . . . . . . . $ 32,000 Long-term debt . . . . . . . . . . . . . . . . . $248,000
Building . . . . . . . . . . . . . . . . . . . . . . 245,000 Payroll and benefit-related liabilities 156,000

Equipment . . . . . . . . . . . . . . . . . . . . 387,000

Total fixed assets . . . . . . . . . . . . . 664,000 Total other liabilities. . . . . . . . . . . 404,000
Intangibles: Stockholders’ equity:
Goodwill . . . . . . . . . . . . . . . . . . . . . $ 45,000 Common stock. . . . . . . . . . . . . . . . . $100,000
Patents . . . . . . . . . . . . . . . . . . . . . . . 23,000 Paid-in capital in excess of par . . . . 250,000
Trade names . . . . . . . . . . . . . . . . . . 10,000 Retained earnings . . . . . . . . . . . . . . 114,500

Total intangibles . . . . . . . . . . . . . 78,000 Total equity . . . . . . . . . . . . . . . . . 464,500

Total assets . . . . . . . . . . . . . . . . . . . $936,000 Total liabilities and equity . . . . . . . . $936,000

An appraiser for Tweeden determined the fair values of Sylvester’s assets and liabilities to be
as shown on next page.
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Assets Liabilities

Notes receivable . . . . . . . . . . . . . . . . . . . . . . . . . . $ 24,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . $ 45,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . 56,000 Payroll and benefit-related liabilities—current. . . . . 12,500
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Other current assets . . . . . . . . . . . . . . . . . . . . . . . . 15,000 Debt maturing in one year . . . . . . . . . . . . . . . . . . . . 10,000
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000 Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 248,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000 Payroll and benefit-related liabilities—long-term. . . 156,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 426,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . —

Patents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Trade names . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

The agreed-upon purchase price is $580,000 in cash. Acquisition costs paid in cash total
$20,000.

Using the above information, do value analysis and prepare the entry on the books of Twee-
den Corporation to acquire the net assets of Sylvester Corporation on December 31, 2015.

Problem 1-7 (LO 3, 4) Acquisition with contingent consideration. Holt Corporation
is contemplating the acquisition of Sambo Company’s net assets on December 31, 2015. It is
considering making an offer, which would include a cash payout of $225,000 along with giving
15,000 shares of its $2 par value common stock that is currently selling for $20 per share. Holt
also agrees that it will pay an additional $50,000 on January 1, 2018, if the average net income
of Sambo’s business unit exceeds $80,000 for 2016 and 2017. The likelihood of reaching that
target is estimated to be 60%. The balance sheet of Sambo Company is given below, along with
estimated fair values of the net assets to be acquired.

Sambo Company
Balance Sheet

December 31, 2015

Book Value Fair Value Book Value Fair Value

Current assets: Current liabilities:
Notes receivable . . . . . . . . . . . . . . $ 33,000 $ 33,000 Accounts payable . . . . . . . . . . . . . $ 63,000 $ 63,000
Inventory . . . . . . . . . . . . . . . . . . . . 80,000 80,000 Taxes payable . . . . . . . . . . . . . . . . 15,000 15,000
Prepaid expenses . . . . . . . . . . . . . 15,000 15,000 Interest payable . . . . . . . . . . . . . . . 3,000 3,000

Total current assets. . . . . . . . . . . $128,000 $128,000 Total current liabilities . . . . . . . . $ 81,000 $ 81,000

Investments . . . . . . . . . . . . . . . . . . $ 36,000 $ 55,000

Fixed assets: Other liabilities:
Land. . . . . . . . . . . . . . . . . . . . . . . . $ 15,000 $ 90,000 Bonds payable . . . . . . . . . . . . . . . $250,000 $250,000
Buildings . . . . . . . . . . . . . . . . . . . . 115,000 170,000 Discount on bonds payable . . . . . . (18,000) (30,000)

Equipment . . . . . . . . . . . . . . . . . . . 256,000 250,000
Vehicles . . . . . . . . . . . . . . . . . . . . . 32,000 25,000

Total fixed assets . . . . . . . . . . . . $418,000 $535,000 Total other liabilities. . . . . . . . . . $232,000 $220,000

Intangibles: Stockholders’ equity:
Franchise . . . . . . . . . . . . . . . . . . . . $ 56,000 $ 70,000 Common stock. . . . . . . . . . . . . . . . $ 50,000

Paid-in capital in excess of par . . . 200,000
Retained earnings . . . . . . . . . . . . . 75,000

Total equity . . . . . . . . . . . . . . . . $325,000

Total assets. . . . . . . . . . . . . . . . . $638,000 $788,000 Total liabilities and equity . . . . . . . $638,000
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1. Do value analysis and prepare the entry on the books of Holt Corporation to record the
acquisition of Sambo Company.

2. Assume that the net income of the Sambo business unit is $120,000 for 2016. As a result,
the likelihood of paying the contingent consideration is believed to be 90%. What, if any,
adjusting entry is required as of December 31, 2016?

Problem 1-8 (LO 3, 4) Cash acquisition with a gain. Heinrich Company, owned by
Elennor and Al Heinrich, has been experiencing financial difficulty for the past several years.
Both Elennor and Al have not been in good health and have decided to find a buyer. P&F Inter-
national, after reviewing the financial statements for the previous three years, has decided to
make an offer of $150,000 for the net assets of Heinrich Company on January 1, 2016. The
balance sheet as of this date is as follows:

Heinrich Company
Balance Sheet

January 1, 2016

Current assets: Current liabilities:
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . $ 87,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . $ 56,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000 Accrued liabilities . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
Other current assets . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Total current assets. . . . . . . . . . . . . . . . . . . . . . . $137,000 Total current liabilities . . . . . . . . . . . . . . . . . . . . $ 70,000

Fixed assets: Other liabilities:
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $105,000 Notes payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000
Vehicles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 69,000

Total fixed assets . . . . . . . . . . . . . . . . . . . . . . . . $174,000 Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

Intangibles: Stockholders’ equity:
Mailing lists . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000 Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 60,000

Paid-in capital in excess of par . . . . . . . . . . . . . . . 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $215,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . $315,000 Total liabilities and equity . . . . . . . . . . . . . . . . . . . $315,000

In reviewing the above balance sheet, P&F’s appraiser felt the liabilities were stated at their
fair values. He placed the following fair values on the assets of the company.

Heinrich Company
Fair Values

January 1, 2016

Current assets:
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 90,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Other current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $128,000

Fixed assets:
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,000
Vehicles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Total fixed assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $130,000

Intangibles:
Mailing list . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $268,000
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Using this information, do value analysis, and prepare the entry to record the acquisition of the
net assets of Heinrich Company on the books of P&F International.

Problem 1-9 (LO 6) Income statements after acquisition. On July 1, 2015, Faber
Enterprises acquired Ann’s Tool Company. Prior to the merger of the two companies, each com-
pany calculated its income for the entire year ended December 31, 2015. (It may be assumed
that all Ann amounts occurred evenly over the year.) These estimates are as follows:

Income Statement Accounts Faber Enterprises Ann’s Tool Company

Sales Revenue . . . . . . . . . . . . . . . . . . . . . . $550,000 $140,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . 200,000 50,000

Gross Profit . . . . . . . . . . . . . . . . . . . . . . $350,000 $ 90,000
Selling Expenses . . . . . . . . . . . . . . . . . . . . $125,000 $30,000
Administrative Expenses . . . . . . . . . . . . . . 150,000 45,000
Depreciation Expense . . . . . . . . . . . . . . . . 13,800 7,500
Amortization Expense . . . . . . . . . . . . . . . . 5,600 2,000

Total Operating Expenses . . . . . . . . . . . 294,400 84,500

Operating Income . . . . . . . . . . . . . . . . . . . $ 55,600 $ 5,500
Nonoperating Revenues and Expenses:

Interest Expense . . . . . . . . . . . . . . . . . . . 4,000
Interest Income. . . . . . . . . . . . . . . . . . . . 7,000
Dividend Income . . . . . . . . . . . . . . . . . . 4,000

Income Before Taxes . . . . . . . . . . . . . . . . . $ 66,600 $ 1,500
Provision for Income Taxes (30% rate). . . . 19,980 450

Net Income . . . . . . . . . . . . . . . . . . . . . . $ 46,620 $ 1,050

An analysis of the merger agreement revealed that the purchase price exceeded the fair value of
all assets by $40,000. The book and fair values of Ann’s Tool Company on July 1, 2015, are given
in the table below along with an estimate of the useful lives of each of these asset categories.

Asset Account Book Value Fair Value Useful Life

Inventory . . . . . . . . . . . . . . . . . . $30,000 $ 28,000 Sold August 2015
Land. . . . . . . . . . . . . . . . . . . . . . 50,000 80,000 Unlimited
Buildings . . . . . . . . . . . . . . . . . . 75,000 125,000 25 years
Equipment . . . . . . . . . . . . . . . . . 32,000 56,000 8 years
Truck . . . . . . . . . . . . . . . . . . . . . 1,000 3,000 2 years
Patent. . . . . . . . . . . . . . . . . . . . . 12,000 18,000 6 years
Computer Software . . . . . . . . . . 0 10,000 2 years
Copyright . . . . . . . . . . . . . . . . . 0 20,000 10 years

Management believes the company will be in a combined tax bracket of 30%. The company
uses the straight-line method of computing depreciation and amortization and assigns a zero
salvage value.

1. Using the above information, prepare the Faber Enterprises income statement for the year
ending December 31, 2015. Provide supporting calculations.

2. Prepare the required summarized disclosure of 2015 results if the acquisition occurs at the
start of the year.

Problem 1-10 (LO 3, 4, 6) Issue stock, goodwill, pro forma disclosure.

Part A. Garman International wants to expand its operations and decides to acquire the net
assets of Iris Company as of January 1, 2016. Garman issues 10,000 shares of its $5 par value
common stock for the net assets of Iris. Garman’s stock is selling for $27 per share. In addition,
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Garman pays $10,000 in acquisition costs. A balance sheet for Iris Company as of December
31, 2015, is as follows:

Current assets: Current liabilities:
Accounts receivable . . . . . . . . . . . . . . $ 15,000 Accounts payable . . . . . . . . . . . . . . . . $ 22,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . 38,000 Interest payable . . . . . . . . . . . . . . . . . . 2,000
Prepaid expenses . . . . . . . . . . . . . . . . 12,000

Total current assets. . . . . . . . . . . . . . $ 65,000 Total current liabilities . . . . . . . . . . . $ 24,000
Investments . . . . . . . . . . . . . . . . . . . . . 19,000
Fixed assets: Other liabilities:
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 Long-term notes payable . . . . . . . . . . . 40,000

Building . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Equipment . . . . . . . . . . . . . . . . . . . . . . 56,000

Total fixed assets . . . . . . . . . . . . . . . 156,000 Total liabilities . . . . . . . . . . . . . . . . . $ 64,000
Intangibles: . . . . . . . . . . . . . . . . . . . Stockholders’ equity:
Patent. . . . . . . . . . . . . . . . . . . . . . . . . . $17,000 Common stock. . . . . . . . . . . . . . . . . . . $ 40,000
Copyrights. . . . . . . . . . . . . . . . . . . . . . 22,000 Paid-in capital in excess of par . . . . . . 120,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . 8,000 Retained earnings . . . . . . . . . . . . . . . . 63,000

Total intangibles . . . . . . . . . . . . . . . 47,000 Total equity . . . . . . . . . . . . . . . . . . . 223,000

Total assets . . . . . . . . . . . . . . . . . . . . . $287,000 Total liabilities and equity . . . . . . . . . . $287,000

In reviewing Iris’s balance sheet and in consulting with various appraisers, Garman has
determined that the inventory is understated by $2,000, the land is understated by $10,000,
the building is understated by $15,000, and the copyrights are understated by $4,000. Garman
has also determined that the equipment is overstated by $6,000, and the patent is overstated by
$5,000.

The investments have a fair value of $33,000 on December 31, 2015, and the amount of
goodwill (if any) must be determined.

Part A1. Using the information above, do value analysis, and record the acquisition of Iris
Company on Garman International’s books on January 1, 2016.

Part A2. Garman International wishes to estimate its pro forma disclosure of operations for
2016 resulting from acquisition of Iris. Pro forma disclosure includes revenue and net income.
Projected income statements for 2016 are as follows:

Income Statement Accounts
Garman

International
Iris

Company

Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(350,000) $(125,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . 147,000 55,000

Gross Profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(203,000) $ (70,000)

Selling Expenses* . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000 $ 20,000
Administrative Expenses* . . . . . . . . . . . . . . . . . . . . . . . 50,000 30,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500 8,600
Amortization Expense . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 3,900

Total Operating Expenses . . . . . . . . . . . . . . . . . . . . . $ 163,500 $ 62,500

Operating Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (39,500) $ (7,500)
Nonoperating Revenues and Expenses:
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000) (4,500)

Income Before Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (51,500) $ (9,000)
Provision for Income Taxes (40% rate). . . . . . . . . . . . . . 20,600 3,600

Net Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (30,900) $ (5,400)

*Does not include depreciation or amortization expense.

Required

49Chapter 1 BUSINESS COMBINATIONS: NEW RULES FOR A LONG-STANDING BUSINESS PRACTICE

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Garman International estimates that the following amount of depreciation and amortiza-
tion should be taken on the revalued assets of Iris Company:

Building depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000
Equipment depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Patent amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
Copyright amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,600

Part B1. Using the above information, prepare a pro forma income statement for Garman
International combined with Iris Company for the year ended December 31, 2016. Schedule
your calculations for revenue and net income.

Problem 1-11 (LO 3, 4) Revaluation of leases Sentry, Inc., acquires for $2,300,000 in
cash, the net assets of New Equipment Company. The acquisition is made on December 31,
2015, at which time New Equipment has prepared the following balance sheet:

New Equipment Company
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000 Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000
Assets under operating leases . . . . . . . . . . . . . . . . 520,000 Obligation under capital lease of equipment . . . . 35,000
Net investment in direct financing (capital leases). 730,000 Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . 100,000

Paid-in capital in excess of par . . . . . . . . . . . . . . . 400,000
Leased equipment under capital lease (net). . . . . . 40,000 Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . 955,000
Buildings (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,640,000 Total liabilities and equity . . . . . . . . . . . . . . . . . $1,640,000

The following information is available concerning the assets and liabilities of New
Equipment:

a. Current assets and liabilities are stated fairly. No payments resulting from leases are included
in current accounts, since all payments are due each December 31 and payment for 2015 has
been made.

b. Assets under operating leases have an estimated value of $580,000. This figure includes con-
sideration of remaining rents and the value of the assets at the end of the lease terms.

c. The net investment in direct financing leases represents receivables at their discounted pre-
sent values. All leases except one are based on the current market interest rate of 12%. One
equipment lease is included at an amount of $199,636. This lease includes five and of the
year payments of $50,000 present valued at an 8% interest rate. This lease should be
adjusted to its real fair value using a 12% annual interest rate.

d. The buildings and land have appraised fair values of $400,000 and $100,000, respectively.
e. The leased equipment under the capital lease pertains to a computer used by New Equip-

ment. The obligation under the capital lease of equipment includes the present value of five
remaining payments of $9,233 due at the end of each year and discounted at 10%. Title
transfers to the lessee at the end of the lease term. The current interest rate for this type of
transaction is 12%. The fair value of the equipment under the lease is $60,000.

f. New Equipment has expended $100,000 on R&D leading to new equipment applications.
Sentry estimates the value of this work to be $200,000.

g. New Equipment has been named in a $200,000 lawsuit involving an accident by a lessee
using its equipment. It is likely that New Equipment will be found liable in the amount of
$50,000.

Record the acquisition of New Equipment Company by Sentry, Inc. Carefully support your
entry. You may assume that the price will allow goodwill to be recorded.

Required

Required
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Problem 1-12 (LO 5) Tax-free exchange, tax loss carryover. Hanson Company issues
10,000 shares of $10 par common stock for the net assets of Marcus Incorporated on December
31, 2016. The stock has a fair value of $65 per share. Acquisition costs are $10,000, and the cost
of issuing the stock is $3,000. At the time of the purchase, Marcus had the following summar-
ized balance sheet:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $150,000 Bonds payable . . . . . . . . . . . . . $200,000
Equipment (net) . . . . . . . . . . . . . 200,000 Common stock ($10 par). . . . . . 100,000
Land and buildings (net) . . . . . . 250,000 Retained earnings . . . . . . . . . . . 300,000

Total assets. . . . . . . . . . . . . . . $600,000 Total liabilities and equity . . . $600,000

The only fair value differing from book value is equipment, which is worth $350,000. Mar-
cus has $180,000 in operating losses in prior years. The previous asset values are also the tax
basis of the assets, which will be the tax basis for Hanson, since the acquisition is a tax-free
exchange. Hanson is confident that it will recover the entire tax loss carryforward applicable to
the past losses of Marcus. The applicable tax rate is 30%.

Record the acquisition of the net assets of Marcus Incorporated by Hanson Company. You may
assume the price paid will allow goodwill to be recorded. Use value analysis to support your solution.

Problem 1-13 (LO 4, 6) Contingent consideration. Duko Corporation is acquiring the
net assets, exclusive of cash, of Weber Company as of January 1, 2015, at which time Weber
Company’s balance sheet is as follows:

Assets

Current assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000
Accounts receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 $ 80,000

Noncurrent assets:
Investments in marketable securities . . . . . . . . . . . . . . . . . . . . $120,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Buildings (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 2,070,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,150,000

Liabilities and Stockholders’ Equity

Current liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000
Income tax payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000 $ 340,000

Equity:
Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 610,000 1,810,000

Total liabilities and equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,150,000

Duko Corporation feels that the following fair values should be used for Weber’s book
values:

Cash (no change) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Investment in marketable securities . . . . . . . . . . . . . . . . . . 150,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Buildings (no change) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Income tax payable (no change) . . . . . . . . . . . . . . . . . . . . 190,000

Required
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Duko will issue 20,000 shares of its common stock with a $2 par value and a quoted fair
value of $60 per share on January 1, 2015, to Weber Company to acquire the net assets. Duko
also agrees that two years from now it will issue additional securities to compensate Weber
shareholders for any decline in value below that on the date of issue. The estimated settlement
amount is $20,000. This is considered to be an equity agreement (not a liability).
1. Record the acquisition on the books of Duko Corporation on January 1, 2015. Include sup-

port for calculations used to arrive at the values assigned to the assets and liabilities. Use
value analysis to aid your solution.

2. Record settlement (if any) for contingent consideration on January 1, 2017, assuming that
the quoted value of the Duko stock is $57.50. (Round shares to nearest whole share.)

APPENDIX PROBLEM

Problem 1A-1 (LO 9) Estimate goodwill, record acquisition. Caswell Company is
contemplating the purchase of LaBelle Company as of January 1, 2016. LaBelle Company has
provided the following current balance sheet:

Assets Liabilities and Equity

Cash and receivables . . . . . . . . $ 150,000 Current liabilities . . . . . . . . . . . . $120,000
Inventory . . . . . . . . . . . . . . . . . . 180,000 9% Bonds payable . . . . . . . . . . 300,000
Land. . . . . . . . . . . . . . . . . . . . . . 50,000 Common stock ($5 par) . . . . . . . 100,000
Building . . . . . . . . . . . . . . . . . . . 600,000 Paid-in capital in excess of par . 200,000
Accumulated depreciation . . . . (150,000) Retained earnings . . . . . . . . . . . 150,000
Goodwill . . . . . . . . . . . . . . . . . . 40,000

Total assets. . . . . . . . . . . . . . . $ 870,000 Total liabilities and equity . . . $870,000

The following information exists relative to balance sheet accounts:

a. The inventory has a fair value of $200,000.
b. The land is appraised at $100,000 and the building at $600,000.
c. The 9% bonds payable have five years to maturity and pay annual interest each December

31. The current interest rate for similar bonds is 8% per year.
d. It is likely that there will be a payment for goodwill based on projected income in excess of

the industry average, which is 10% on total assets. Caswell will project the average past five
years’ operating income and will pay for excess income based on an assumption of a 5-year
life and a risk rate of return of 16%. The past five years’ net incomes for LaBelle are as
follows:

2011 $120,000
2012 140,000
2013 150,000
2014 200,000 (includes $40,000 extraordinary gain)
2015 180,000

1. Provide an estimate of fair value for the bonds and for goodwill.
2. Using the values derived in part (1), record the acquisition on the Caswell books.

Required

Required
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CASES

Structured Example of Goodwill Impairment

(Note: The use of a financial calculator or Excel is suggested for this case.)
Modern Company acquires the net assets of Frontier Company for $ 1,300,000 on January

1, 2015. A business valuation consultant arrives at the price and deems it to be a good value.

Part A. The following list of fair values is provided to you by the consultant:

Assets and Liabilities Comments Valuation Method Fair Value

Cash equivalents Seller’s values are
accepted.

Existing book value.
$ 80,000

Inventory Replacement cost is
available.

Market replacement cost for
similar items is used. 150,000

Accounts receivable Asset is adjusted for
estimated bad debts.

Aging schedule is used for
valuation. 180,000

Land Per-acre value is well
established.

Calculation is based on 20 acres
at $10,000 per acre. 200,000

Building Most reliable measure is
rent potential.

Rent is estimated at $80,000 per
year for 20 years, discounted
at 14% return for similar
properties. Present value is
reduced for land value. 329,850

Equipment Cost of replacement
capacity can be
estimated.

Estimated purchase cost of
equipment with similar
capacity is used. 220,000

Patent Recorded by seller at only
legal cost; has
significant future value.

Added profit made possible by
patent is $40,000 per year for
four years. Discounted at risk-
adjusted rate for similar
investments of 20% per year. 103,550

Current liabilities Recorded amounts are
accurate.

Recorded value is used. (120,000)

Mortgage payable Specified interest rate is
below market rate.

Discount the $50,000 annual
payments for five years at
annual market rate of 7%. (205,010)

Net identifiable
assets at fair
value $ 938,390

Price paid for
reporting unit 1,300,000

Goodwill Believed to exist based on
reputation and
customer list.

Implied by price paid.

$ 361,610

Using the information in the preceding table, confirm the accuracy of the present value cal-
culations made for the building, patent, and mortgage payable.

Part B. Frontier does not have publicly traded stock. You make an estimate of the value of
the company based on the following assumptions that will later be included in the reporting
unit valuation procedure:

Case 1-1

Required
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a. Frontier will provide operating cash flows, net of tax, of $150,000 during the next
fiscal year.

b. Operating cash flows will increase at the rate of 10% per year for the next four fiscal
years and then will remain steady for 15 more years.

c. Cash flows, defined as net of cash from operations less capital expenditures, will be
discounted at an after-tax discount rate of 12%. An annual rate of 12% is a reason-
able risk-adjusted rate of return for investments of this type.

d. Added capital expenditures will be $100,000 in year 5, $120,000 in year 10, and
$130,000 in year 15.

e. An estimate of salvage value (net of the tax effect of gains or losses) of the assets
after 20 years is estimated to be $300,000. This is a conservative assumption since
the unit may be operated after that period.

1. Prepare a schedule of net-of-tax cash flows for Frontier and discount them to present value.

2. Compare the estimated fair value of the reporting unit with amounts assigned to identifiable
assets plus goodwill less liabilities.

3. Record the acquisition.

Part C. Revisit the information in Part A that illustrates the reporting unit valuation
procedure.

Assume that by fiscal year-end, December 31, 2015, events occur that suggest good-
will could be impaired. You have the following information. These new estimates are made
at the end of the first year:

Net book value of Frontier Company including goodwill . . . . . . . . . . . . . . . . $1,300,000
Estimated implied fair value of the reporting unit, based on cash flow

analysis discounted at a 12% annual rate. . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000
Estimated fair value of identifiable net assets using methods excluding

goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,020,000

Has goodwill been impaired? Perform the impairment testing procedure. If goodwill has
been impaired, calculate the adjustment to goodwill and make the needed entry.

Disney Acquires Marvel Entertainment

On December 31, 2009, The Walt Disney Company acquired all the capital stock of
Marvel Entertainment Company. Marvel has created heroes such as Spiderman, the Hulk,
and Iron Man.

Disney acquired 79.2 million shares of Marvel Entertainment’s shares. Disney issued
59 million shares of Disney stock plus $30 for each share of Marvel Entertainment stock.
Disney stock, which has a par value of $0.01 per share, had a market value of $32.25 per
share. The estimated fair value of Marvel Entertainment accounts were as follows:

Cash and cash eqivalents $ 105,000,000
Receivables 141,000,000
Capitalized film costs 269,000,000
Intangible assets 3,140,000,000
Accounts payable (325,000,000)
Other liabilities* (83,000,000)
Deferred income tax liability (1,121,000,000)

*Other liabilities was actually a noncontrolling interest which is actually an equity interest that is discussed in Chapter 2.

1. Using the Federal Trade Commission’s classification of merger types, how would you classify
the acquisition?

2. Calculate the total price paid for Marvel Entertainment. Is there goodwill or a gain?

3. Record the acquisition.

Case 1-2

Required

Required

Required
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2
C H A P T E R

2
Consolidated Statements:

Date of Acquisition

The preceding chapter dealt with business combinations that are accomplished as asset acquisi-
tions. The net assets of an entire company are acquired and recorded directly on the books of
the acquiring company. Consolidation of the two companies is automatic because all subse-
quent transactions are recorded on a single set of books.

A company will commonly acquire a large enough interest in another company’s voting com-
mon stock to obtain control of operations. The company owning the controlling interest is
termed the parent, while the controlled company is termed the subsidiary. Legally, the parent com-
pany has only an investment in the stock of the subsidiary and will only record an investment
account in its accounting records. The subsidiary will continue to prepare its own financial state-
ments. However, accounting principles require that when one company has effective control over
another, a single set of consolidated statements must be prepared for the companies under common
control. The consolidated statements present the financial statements of the parent and its subsid-
iaries as those of a single economic entity. Worksheets are prepared to merge the separate state-
ments of the parent and its subsidiary(s) into a single set of consolidated statements.

This chapter is the first of several that will show how to combine the separate statements of a
parent and its subsidiaries. The theory of acquisition accounting, developed in Chapter 1, is
applied in the consolidation process. In fact, the consolidated statements of a parent and its 100%

Learning Objectives

When you have completed this chapter, you should be able to

1. Differentiate among the accounting methods used for investments, based on the level of
common stock ownership in another company.

2. State the criteria for presenting consolidated statements, and explain why disclosure of
separate subsidiary financial information might be important.

3. Demonstrate the worksheet procedures needed to eliminate the investment account.

4. Demonstrate the worksheet procedures needed to consolidate parent and subsidiary
accounts.

5. Apply value analysis to guide the adjustment process to reflect the price paid for the
controlling interest.

6. Develop a determination and distribution of excess (D&D) schedule that will guide the
worksheet procedures needed to consolidate a subsidiary.

7. Explain the impact of a noncontrolling interest on worksheet procedures and financial
statement preparation.

8. Show the impact of preexisting goodwill on the consolidation process, and be able to
include prior investments in the acquisition price.

9. Define push-down accounting, and explain when it may be used and its impact.

10. Demonstrate worksheet procedures for reverse acquisitions. (Appendix)
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owned subsidiary look exactly like they would have had the net assets been acquired. This chapter
contains only the procedures necessary to prepare consolidated statements on the day that
the controlling investment is acquired. The procedures for consolidating controlling invest-
ments in periods subsequent to the acquisition date will be developed in Chapter 3. The effect of
operating activities between the parent and its subsidiaries, such as intercompany loans, merchan-
dise sales, fixed asset sales, bonds, and leases, will be discussed in Chapters 4 and 5. Later chapters
will deal with taxation issues and changes in the level of ownership.

LEVELS OF INVESTMENT
The purchase of the voting common stock of another company receives different accounting
treatments depending on the level of ownership and the amount of influence or control caused
by the stock ownership. The ownership levels and accounting methods can be summarized as
follows:

Level of Ownership Initial Recording Recording of Income

Passive—generally under
20% ownership.

At cost including brokers’
fees.

Dividends as declared (except stock
dividends).

Influential—generally 20%
to 50% ownership.

At cost including brokers’
fees.

Ownership share of income (or loss) is
reported. Shown as investment
income on financial statements.
(Dividends declared are distributions
of income already recorded; they
reduce the investment account.)

Controlling—generally
over 50% ownership.

At cost. Ownership share of income (or loss).
(Some adjustments are explained in
later chapters.) Accomplished by
consolidating the subsidiary income
statement accounts with those of the
parent in the consolidation process.

To illustrate the differences in reporting the income applicable to the common stock shares
owned, consider the following example based on the reported income of the investor and inves-
tee (the company whose shares are owned by investor):

Account Investor* Investee

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000 $300,000
Less: Cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 180,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000 $120,000
Less: Selling and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 80,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000 $ 40,000

*Does not include any income from investee.

Assume that the investee company paid $10,000 in cash dividends. The investor would
prepare the following income statements, depending on the level of ownership:

Level of Ownership
10%

Passive
30%

Influential
80%

Controlling

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $ 500,000 $ 800,000
Less: Cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 250,000 430,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 250,000 $ 250,000 $ 370,000
Less: Selling and administrative expenses . . . . . . . . . . . . . . 100,000 100,000 180,000

(continued)

1
O B J E C T I V E

Differentiate among the

accounting methods used

for investments, based on

the level of common stock

ownership in another

company.
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Level of Ownership
10%

Passive
30%

Influential
80%

Controlling

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000 $ 150,000
Dividend income (10%� $10,000 dividends). . . . . . . . . . . . 1,000

Investment income (30%� $40,000 reported income) . . . . . 12,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $151,000 $162,000 $ 190,000

Distribution of income:
Noncontrolling interest (20%� $40,000 reported income) $ 8,000
Controlling interest (100% of investor’s $150,000þ 80%

of investee’s $40,000) . . . . . . . . . . . . . . . . . . . . . . . . . . $182,000

With a 10% passive interest, the investor included only its share of the dividends declared
by the investee as its income. With a 30% influential ownership interest, the investor reported
30% of the investee income as a separate source of income. With an 80% controlling interest,
the investor (now termed the parent) merges the investee’s (now a subsidiary) nominal accounts
with its own amounts. Dividend and investment income no longer exist. A single set of financial
statements replaces the separate statement of the entities. If the parent owned a 100% interest,
net income would simply be reported as $190,000. Since this is only an 80% interest, the net
income must be shown as distributed between the noncontrolling and controlling interests.
The noncontrolling interest is the 20% of the subsidiary that is not owned by the parent. The
controlling interest is the parent income plus 80% of the subsidiary income.

R E F L E C T I O N
� An influential investment (generally over 20% ownership) requires recording, as a single

line-item amount, the investor’s share of the investee’s income as it is earned.

� A controlling investment (generally over 50% ownership) requires that subsidiary income

statement accounts be combined with those of the parent company.

� The essence of consolidated reporting is the portrayal of the separate legal entities as a

single economic entity.

FUNCTION OF CONSOLIDATED STATEMENTS
Consolidated financial statements are designed to present the results of operations, cash flow,
and the balance sheet of both the parent and its subsidiaries as if they were a single company.
Generally, consolidated statements are the most informative to the stockholders of the control-
ling company. Yet, consolidated statements do have their shortcomings. The rights of the non-
controlling shareholders are limited to only the company they own, and, therefore, they get
little value from consolidated statements. They really need the separate statements of the sub-
sidiary. Similarly, creditors of the subsidiary need its separate statements because they may look
only to the legal entity that is indebted to them for satisfaction of their claims. The parent’s
creditors should be content with the consolidated statements, since the investment in the sub-
sidiary will produce cash flows that can be used to satisfy their claims.

Consolidated statements have been criticized for being too aggregated. Unprofitable subsi-
diaries may not be very obvious because, when consolidated, their performance is combined
with that of other affiliates. However, this shortcoming is easily overcome. One option is to
prepare separate statements of the subsidiary as supplements to the consolidated statements.
The second option, which may be required, is to provide disclosure for major business seg-
ments. When subsidiaries are in businesses distinct from the parent, the definition of a segment
may parallel that of a subsidiary.

2
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Criteria for Consolidated Statements

Under U.S. GAAP, there are two models that determine when consolidation of financial state-
ments is required. The most common model is based on control of a voting interest entity. That
is an entity with common stock where the investor company owns over 50% of the voting com-
mon shares. That ownership interest is referred to as a ‘‘Controlling Interest.’’ There are, how-
ever, exceptions where control may also exist with a lesser percentage of ownership such as when
there is control via contract, lease, agreement with other shareholders, or by court decree.1 The
Securities and Exchange Commission (SEC) also requires consolidation where an affiliate is not
majority-owned. The situations where this could apply are:

1. The company financed the affiliate directly or indirectly.

2. The company owns securities that upon exercise or conversion would create majority
ownership.

3. The company will compensate the affiliate for incurred start-up losses.

The second FASB model applies to variable interest entities (VIE). The definition of a VIE is
based on an entity meeting one of four requirements:

1. The possible investor and its related companies participate significantly in the design of the
entity. The entity cannot be a joint venture or a franchisee.

2. The entity is designed such that almost all of its activities include or are for the benefit of the
investor.

3. The investor and its related companies provide over 50% of the equity, subordinated debt,
or other subordinated financial support of the entity. This test is based on the fair value of
the entity.

4. The entity’s activities are mainly financial in nature involving securitizations, asset-backed
financing, or leasing benefiting the investor.

The unique consolidation procedures for VIEs are covered in an appendix to this chapter.
Consolidation may also be required when a not-for-profit (NFP) entity has a controlling

interest in another NFP. Control can be based on ownership of a majority interest or if there are
an economic interest and a majority voting interest. This topic is treated in Chapter 18.

R E F L E C T I O N
� The combining of the statements of a parent and its subsidiaries into consolidated

statements is required when parent ownership exceeds 50% of the controlled firm’s shares.

� Consolidation is required for any company that is controlled, even in cases where less

than 51% of the company’s shares is owned by the parent.

TECHNIQUES OF CONSOLIDATION
This chapter builds an understanding of the techniques used to consolidate the separate balance
sheets of a parent and its subsidiary immediately subsequent to the acquisition. The consoli-
dated balance sheet as of the acquisition date is discussed first. The impact of consolidations on
operations after the acquisition date is discussed in Chapters 3 through 8.

Chapter 1 emphasized that there are two means of achieving control over the assets of another
company. A company may directly acquire the assets of another company, or it may acquire a con-
trolling interest in the other company’s voting common stock. In an asset acquisition, the company

1 FASB 810-10-15-8.
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whose assets were acquired is dissolved. The assets acquired are recorded directly on the books of the
acquirer, and consolidation of balance sheet amounts is automatic. Where control is achieved
through a stock acquisition, the acquired company (the subsidiary) remains as a separate legal entity
with its own financial statements. While the initial accounting for the two types of acquisitions dif-
fers significantly, a 100% stock acquisition and an asset acquisition have the same effect of creating
one larger single reporting entity and should produce the same consolidated balance sheet. There is,
however, a difference if the stock acquisition is less than 100%. Then, there will be a noncontrolling
interest in the consolidated balance sheet. This is not possible when the assets are purchased directly.

In the following discussion, the recording of an asset acquisition and a 100% stock acquisi-
tion are compared, and the balance sheets that result from each type of acquisition are studied.
Then, the chapter deals with the accounting procedures needed when there is less than a 100%
stock ownership and a noncontrolling equity interest exists.

Reviewing an Asset Acquisition

Illustration 2-1 demonstrates an asset acquisition of Company S by Company P for cash. Part A of
the exhibit presents the balance sheets of the two companies just prior to the acquisition. Part B shows
the entry to record Company P’s payment of $500,000 in cash for the net assets of Company S.
The book values of the assets and liabilities acquired are assumed to be representative of their fair
values, and no goodwill is acknowledged. The assets and liabilities of Company S are added to those
of Company P to produce the balance sheet for the combined company, shown in Part C. Since
account balances are combined in recording the acquisition, statements for the single combined
reporting entity are produced automatically, and no consolidation process is needed.

Illustration 2-1
Asset Acquisition

Part A. Balance sheets of Companies P and S prior to acquisition:

Company P Balance Sheet

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . $ 800,000 Current liabilities . . . . . . . . . . $ 150,000
Accounts receivable . . . . . . . 300,000 Bonds payable . . . . . . . . . . . 500,000
Inventory . . . . . . . . . . . . . . . . 100,000 Common stock. . . . . . . . . . . . 100,000
Equipment (net) . . . . . . . . . . . 150,000 Retained earnings . . . . . . . . . 600,000

Total . . . . . . . . . . . . . . . . . . $1,350,000 Total . . . . . . . . . . . . . . . . . . $1,350,000

Company S Balance Sheet

Assets Liabilities and Equity

Accounts receivable . . . . . . . $200,000 Current liabilities . . . . . . . . . . $100,000
Inventory . . . . . . . . . . . . . . . . 100,000 Common stock. . . . . . . . . . . . 200,000
Equipment (net) . . . . . . . . . . . 300,000 Retained earnings . . . . . . . . . 300,000

Total . . . . . . . . . . . . . . . . . . $600,000 Total . . . . . . . . . . . . . . . . . . $600,000

Part B. Entry on Company P’s books to record acquisition of the net assets of Company S by

Company P:

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

(continued)
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Part C. Balance sheet of Company P (the combined company) subsequent to asset acquisition:

Company P Balance Sheet

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . $ 300,000 Current liabilities . . . . . . . . . . $ 250,000
Accounts receivable . . . . . . . 500,000 Bonds payable . . . . . . . . . . . 500,000
Inventory . . . . . . . . . . . . . . . . 200,000 Common stock. . . . . . . . . . . . 100,000
Equipment (net) . . . . . . . . . . . 450,000 Retained earnings . . . . . . . . . 600,000

Total . . . . . . . . . . . . . . . . . . $1,450,000 Total . . . . . . . . . . . . . . . . . . $1,450,000

Consolidating a Stock Acquisition

In a stock acquisition, the acquiring company deals only with existing shareholders, not the
company itself. Assuming the same facts as those used in Illustration 2-1, except that Company
P will acquire all the outstanding stock of Company S from its shareholders for $500,000,
Company P would make the following entry:

Investment in Subsidiary S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

This entry does not record the individual underlying assets and liabilities over which
control is achieved. Instead, the acquisition is recorded in an investment account that
represents the controlling interest in the net assets of the subsidiary. If no further action was
taken, the investment in the subsidiary account would appear as a long-term investment on
Company P’s balance sheet. However, such a presentation is permitted only if consolidation
were not required (i.e., when control does not exist).

Assuming consolidated statements are required (i.e., when control does exist), the balance
sheet of the two companies must be combined into a single consolidated balance sheet. The
consolidation process is separate from the existing accounting records of the companies and
requires completion of a worksheet. No journal entries are actually made to the parent’s or sub-
sidiary’s books, so the elimination process starts anew each year.

The first example of a consolidated worksheet, Worksheet 2-1, appears later in the chapter
on page 89. (The icon in the margin indicates the location of the worksheet at the end of the
chapter.) The first two columns of the worksheet include the trial balances (balance sheet only
for this chapter) for Companies P and S. The trial balances and the consolidated balance sheet
are presented in single columns to save space. Credit balances are shown in parentheses.
Obviously, since there are no nominal accounts listed, the income statement accounts have
already been closed to Retained Earnings.

The consolidated worksheet requires elimination of the investment account balance because
the two companies will be treated as one. (How can a company have an investment in itself?)
Similarly, the subsidiary’s stockholders’ equity accounts are eliminated because its assets and
liabilities belong to the parent, not to outside equity owners. In general journal form, the elimi-
nation entry is as follows:

(EL) Common Stock, Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Retained Earnings, Company S. . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Investment in Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Note that the key (EL) will be used in all future worksheets. Keys, once introduced, will be
assigned to all similar items throughout the text. For quick reference, a listing of these keys is
provided on the inside front cover of this text. The balances in the Consolidated Balance Sheet
column (the last column) are exactly the same as in the balance sheet prepared for the preceding
asset acquisition example—as they should be for a 100% stock acquisition.

Worksheet 2-1: page 89
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R E F L E C T I O N
� Consolidation when a parent owns 100% of the subsidiary’s voting common stock

produces the same balance sheet that would result in an asset acquisition.

� Consolidated statements are derived from the individual statements of the parent and its

subsidiaries.

ADJUSTMENT OF SUBSIDIARY ACCOUNTS
In the last example, the price paid for the investment in the subsidiary was equal to the net book
value of the subsidiary (which means the price was also equal to the subsidiary’s stockholders’
equity). In most acquisitions, the price will exceed the book value of the subsidiary’s net assets.
Typically, fair values will exceed the recorded book values of assets. The price may also reflect
unrecorded intangible assets, including goodwill. Let us revisit the last example and assume that
instead of paying $500,000 cash, Company P paid $700,000 cash for all the common stock
shares of Company S and made the following entry for the purchase:

Investment in Subsidiary S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700,000

Use the same Company S balance sheet as in Illustration 2-1, with the following additional
information on fair values:

Company S Book and Estimated Fair Values
December 31, 2015

Assets Book Value Fair Value Liabilities and Equity Book Value Fair Value

Accounts receivable . . . . $ 200,000 $ 200,000 Current liabilities . . . . . . . . . . . . . . . . . . $100,000 $ 100,000

Inventory . . . . . . . . . . . . . 100,000 120,000
Equipment (net) . . . . . . . . 300,000 400,000 Market value of net assets

(assets — liabilities). . . . . . . . . . . $620,000
Total assets . . . . . . . $600,000 $720,000

If this were an asset acquisition, the identifiable assets and liabilities would be recorded at
fair value and goodwill at $80,000. This is the price paid of $700,000 minus the $620,000
($720,000 total assets � $100,000 total liabilities) fair value of net assets. Adding fair values to
Company P’s accounts, the new balance sheet would appear as follows:

Company P
Consolidated Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets: Current liabilities . . . . . . . . . . $250,000
Cash . . . . . . . . . . . . . . . . . $100,000 Bonds payable . . . . . . . . . . . 500,000

Accounts receivable. . . . . . 500,000 Total liabilities . . . . . . . . . . . . $ 750,000
Inventory . . . . . . . . . . . . . . 220,000

Total current assets . . . . . $ 820,000
(continued)
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Assets Liabilities and Equity

Long-term assets: Stockholders’ equity:
Equipment (net) . . . . . . . . . $550,000 Common stock . . . . . . . . . . $100,000
Goodwill . . . . . . . . . . . . . . 80,000 Retained earnings . . . . . . . 600,000

Total long-term assets . . . 630,000 Total equity. . . . . . . . . . . 700,000

Total assets . . . . . . . . . . . . . . $1,450,000 Total liabilities and equity . . . $1,450,000

As before, the consolidated worksheet should produce a consolidated balance sheet that
looks exactly the same as the preceding balance sheet for an asset acquisition. Worksheet 2-2, on
page 90, shows how this is accomplished.

^ The (EL) entry is the same as before: $500,000 of subsidiary equity is eliminated against the
investment account.

^ Entry (D) distributes the remaining cost of $200,000 to the acquired assets to bring them
from book to fair value and to record goodwill of $80,000.

In general journal entry form, the elimination entries are as follows:

(EL) Common Stock, Company S . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Retained Earnings, Company S. . . . . . . . . . . . . . . . . . . . . . . 300,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
(D1) Inventory (to increase from $100,000 to $120,000) . . . . . . 20,000
(D2) Equipment (to increase from $300,000 to $400,000 ) . . . . 100,000
(D3) Goodwill ($700,000 price minus $620,000 fair value

assets). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
(D) Investment in Company S ($700,000 price minus

$500,000 book value eliminated above) . . . . . . . . . . 200,000

The Consolidated Balance Sheet column of Worksheet 2-2 includes the subsidiary accounts
at full fair value and reflects the $80,000 of goodwill included in the purchase price. The formal
balance sheet for Company P, based on the worksheet, would be exactly the same as shown
above for the asset acquisition.

Acquisition of a subsidiary at a price in excess of the fair values of the subsidiary equity is as
simple as the case just presented, especially where there are a limited number of assets to adjust
to fair value. For more involved acquisitions, where there are many accounts to adjust and/or
the price paid is less than the fair value of the net assets, a more complete analysis is needed. We
will now proceed to develop these tools.

Analysis of Complicated Purchases—100% Interest

The previous examples assumed the purchase of the subsidiary for cash. However, most acquisi-
tions are accomplished by the parent issuing common stock (or, less often, preferred stock) in
exchange for the subsidiary common shares being acquired. This avoids the depletion of cash
and, if other criteria are met, allows the subsidiary shareholders to have a tax-free exchange. In
most cases, the shares are issued by a publicly traded parent company that provides a readily
determinable market price for the shares issued. The investment in the subsidiary is then
recorded at the fair value of the shares issued. Less frequently, a nonpublicly traded parent may
issue shares to subsidiary shareholders. In these cases, the fair values are determined for the net
assets of the subsidiary company, and the total estimated fair value of the subsidiary company is
recorded as the cost of the investment.

In order to illustrate the complete procedures used to record the investment in and the con-
solidation of a subsidiary, we will consider the acquisition of a 100% interest in Sample Com-
pany. The book and fair values of the net assets of Sample Company on December 31, 2015,
when Parental, Inc., acquired 100% of its shares, were as follows:

Worksheet 2-2: page 90
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Assets
Book
Value

Market
Value Liabilities and Equity

Book
Value

Market
Value

Accounts receivable . . . . . . . $ 20,000 $ 20,000 Current liabilities . . . . . . . . . . . . . . . . . . $ 40,000 $ 40,000
Inventory . . . . . . . . . . . . . . . . 50,000 55,000 Bonds payable . . . . . . . . . . . . . . . . . . . 100,000 100,000

Land. . . . . . . . . . . . . . . . . . . . 40,000 70,000 Total liabilities . . . . . . . . . . . . . . . . $140,000 $140,000

Buildings . . . . . . . . . . . . . . . . 200,000 250,000
Accumulated depreciation . . (50,000) Stockholders’ equity:
Equipment . . . . . . . . . . . . . . . 60,000 60,000 Common stock ($1 par) . . . . . . . . . . . . . $ 10,000
Accumulated depreciation . . (20,000) Paid-in capital in excess of par . . . . . . . 90,000

Copyright . . . . . . . . . . . . . . . 50,000 Retained earnings . . . . . . . . . . . . . . . . . 60,000

Total equity . . . . . . . . . . . . . . . . . . $160,000

Total assets . . . . . . . . . . . . $300,000 $505,000 Net assets. . . . . . . . . . . . . . . . . . . . . . $160,000 $365,000

Assume that Parental, Inc., issued 20,000 shares of its $1 par value common stock for 100%
(10,000 shares) of the outstanding shares of Sample Company. The fair value of a share of
Parental, Inc., stock is $25. Parental also pays $25,000 in accounting and legal fees to accomplish
the purchase. Parental would make the following entry to record the purchase:

Investment in Sample Company (20,000 shares issued� $25 fair value) . . . 500,000
Common Stock ($1 par value) (20,000 shares� $1 par) . . . . . . . . . . . . 20,000
Paid-In Capital in Excess of Par ($500,000� $20,000 par value) . . . . 480,000

Parental would record the costs of the acquisition as follows:

Acquisition Expense (closed to Retained Earnings since only balance sheets
are being examined). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

A value analysis schedule has been designed to compare the fair value of the company
acquired with the fair value of the net assets. In this case, the fair value of the company is based
on the value of the shares exchanged by Parental, Inc. The schedule includes a column for a
noncontrolling interest (NCI) for later cases when the parent does not acquire a 100% interest.

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price

(100%)

NCI
Value
(0%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $ 500,000 N/A
Fair value of net assets excluding goodwill . . . . . . . . . . . . . . . 365,000 365,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000 $135,000

Gain on acquisition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . N/A N/A

Notice the following features of the value analysis:

^ In this case, the company fair value exceeds the fair value of the net assets. This means that
all subsidiary accounts will be adjusted to fair value, and goodwill of $135,000 will be shown
on the consolidated balance sheet.

^ If the company fair value was less than the fair value of the net assets, all of the subsidiary
accounts would still be adjusted to fair value and a gain on the acquisition would be recorded.

R E F L E C T I O N
� The value analysis schedule determines if there will be goodwill or a gain as a result of

consolidating the subsidiary with the parent.

63Chapter 2 CONSOLIDATED STATEMENTS: DATE OF ACQUISITION

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



DETERMINATION AND DISTRIBUTION OF
EXCESS SCHEDULE
The determination and distribution of excess (D&D) schedule is used to compare the company fair
value with the recorded book value of the subsidiary. It also schedules the adjustments that will
be made to all subsidiary accounts in the consolidated worksheet process. The D&D schedule
below is for a 100% interest, but is built to accommodate an NCI in later examples.

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(100%)

NCI
Value (0%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $500,000 N/A

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000

Excess of fair value over book value . . . . . . . . . . . . . . . $340,000 $340,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) . . . . . $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 net book value) 100,000 debit D3
Equipment ($60,000 fair� $40,000 net book value) . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . . . . . 50,000 debit D5
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000 debit D6

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000

Note the following features of the above D&D schedule:

^ Since this is a 100% interest, the parent price and the implied value of the subsidiary are equal.
^ The total adjustment that will have to be made to subsidiary net assets on the worksheet is

$340,000.
^ The schedule shows the adjustments to each subsidiary account. Recall that in Chapter 1, we

recorded the entire value of the subsidiary accounts in the acquisition entry. Now the
subsidiary assets are already listed on the worksheet at book value, and they only need to be
adjusted to fair value.

The D&D schedule provides complete guidance for the worksheet eliminations. Study
Worksheet 2-3 on page 91 and note the following:

^ Elimination (EL) eliminated the subsidiary equity purchased (100% in this example) against
the investment account as follows:

(EL) Common Stock ($1 par)—Sample . . . . . . . . . . . . . . . . . . . . 10,000
Paid-In Capital in Excess of Par—Sample . . . . . . . . . . . . . . . 90,000
Retained Earnings—Sample . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Investment in Sample Company. . . . . . . . . . . . . . . . . . . . . 160,000

b

b
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^ The (D) series eliminations distribute the $340,000 excess to the appropriate accounts, as
indicated by the D&D schedule. A valuable check is to be sure that the investment account is
now eliminated. If it has not been eliminated, there has been an error in the balances entered
into the Balance Sheet columns of the worksheet. Worksheet eliminations are as follows:

(D1) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D6) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
(D) Investment in Sample Company [remaining excess

after (EL)]. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000 340,000

The amounts that will appear on the consolidated balance sheet are shown in the final col-
umn of Worksheet 2-3. Notice that we have consolidated 100% of the fair values of subsidiary
accounts with the existing book values of parent company accounts.

Formal Balance Sheet

The formal consolidated balance sheet resulting from the 100% purchase of Sample Company,
in exchange for 20,000 Parental shares, has been taken from the Consolidated Balance Sheet
column of Worksheet 2-3.

Parental, Inc.
Consolidated Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets: Current liabilities . . . . . . . . . . . . $120,000
Cash . . . . . . . . . . . . . . . . . . . $ 84,000 Bonds payable . . . . . . . . . . . . . 300,000

Accounts receivable. . . . . . . . 92,000 Total liabilities . . . . . . . . . . . . $ 420,000
Inventory . . . . . . . . . . . . . . . . 135,000

Total current assets $ 311,000
Long-term assets: Stockholders’ equity:

Land . . . . . . . . . . . . . . . . . . . . $ 170,000 Common stock ($1 par) . . . . . $ 40,000
Buildings . . . . . . . . . . . . . . . . 800,000 Paid-in capital in excess of par 680,000
Accumulated

depreciation . . . . . . . . . . . (130,000)
Retained earnings . . . . . . . . . 456,000

Equipment . . . . . . . . . . . . . . . 320,000 Total controlling equity . . . . . 1,176,000
Accumulated

depreciation . . . . . . . . . . . (60,000)
Copyright (net). . . . . . . . . . . . 50,000
Goodwill (net) . . . . . . . . . . . . 135,000

Total long-term assets . . . . . 1,285,000

Total assets . . . . . . . . . . . . . . . . $1,596,000 Total liabilities and equity . . . . . $1,596,000

Bargain Purchase

A bargain purchase refers to an acquisition at a price that is less than the fair value of the subsidiary
net identifiable assets. Let us change the prior example to assume that Parental, Inc., issued only
12,000 shares of its stock. The entry to record the purchase would be as shown on next page.

65Chapter 2 CONSOLIDATED STATEMENTS: DATE OF ACQUISITION

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Investment in Sample Company (12,000 shares issued� $25 fair value) . . 300,000
Common Stock ($1 par value) (12,000 shares� $1 par). . . . . . . . . . . . . 12,000
Paid-In Capital in Excess of Par ($300,000� $12,000 par value) . . . . . 288,000

The entry to record the costs of the acquisition would be as follows:

Acquisition Expense (closed to Retained Earnings since only balance
sheets are being examined) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

The value analysis schedule would compare the price paid with the fair value of the subsidi-
ary net identifiable assets as follows:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price

(100%)

NCI
Value
(0%)

Company fair value . . . . . . . . . . . . . . . . . . . . $ 300,000 $ 300,000 N/A
Fair value of net assets excluding goodwill . . 365,000 365,000

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . N/A N/A
Gain on acquisition . . . . . . . . . . . . . . . . . $(65,000) $(65,000)

The D&D schedule would be as follows for the $300,000 price:

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(100%)

NCI
Value (0%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . $ 300,000 $300,000 N/A

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . 100%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000

Excess of fair value over book value . . . . . . . . . . . $140,000 $140,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 net book

value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 debit D3
Equipment ($60,000 fair� $40,000 net book

value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . 50,000 debit D5
Gain on acquisition . . . . . . . . . . . . . . . . . . . . . (65,000) credit D7

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $140,000 b

m

b

b
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Note the following features of the above D&D schedule:

^ All identifiable net assets are still adjusted to full fair value even though it was a bargain
purchase.

^ A gain will be distributed to the parent on the worksheet.

The D&D schedule provides complete guidance for the worksheet eliminations. Study
Worksheet 2-4 on page 92 and note the following:

^ Elimination (EL) eliminated the subsidiary equity purchased (100% in this example) against
the investment account as follows:

(EL) Common Stock ($1 par)—Sample . . . . . . . . . . . . . . . . . . . . 10,000
Paid-In Capital in Excess of Par—Sample . . . . . . . . . . . . . . . 90,000
Retained Earnings—Sample . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Investment in Sample Company. . . . . . . . . . . . . . . . . . . . . 160,000

^ The (D) series eliminations distribute the $100,000 excess to the appropriate accounts, as
indicated by the D&D schedule. Worksheet eliminations are as follows:

(D1) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D7) Retained Earnings—Parental* . . . . . . . . . . . . . . . . . 65,000
(D) Investment in Sample Company [remaining excess

after (EL)]. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 205,000 205,000

*Since only a balance sheet is being prepared, the gain on the acquisition is closed directly to Parental Retained
Earnings.

The amounts that will appear on the consolidated balance sheet are shown in the final col-
umn of Worksheet 2-4. Notice that 100% of the fair values of subsidiary accounts has been con-
solidated with the existing book values of parent company accounts.

Worksheet 2-4: page 92
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There could be an unusual situation where the price paid by the parent is less than the book
value of the subsidiary net assets. For example, if the price paid by the parent was only
$150,000, the value analysis schedule would be as follows:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price

(100%)

NCI
Value
(0%)

Company fair value . . . . . . . . . . . . . . . . . . . . $ 150,000 $ 150,000 N/A
Fair value of net assets excluding goodwill . . 365,000 365,000

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . N/A N/A
Gain on acquisition . . . . . . . . . . . . . . . . . $(215,000) $(215,000)

The D&D schedule would be as follows for the $150,000 price:

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(100%)

NCI
Value (0%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . $ 150,000 $150,000 N/A

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . 100%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000

Excess of fair value over book value . . . . . . . . . $ (10,000) $ (10,000)

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book
value)

$ 5,000 debit D1

Land ($70,000 fair� $40,000 book value). . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 book

value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 debit D3
Equipment ($60,000 fair� $40,000 book

value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . 50,000 debit D5
Gain on acquisition* . . . . . . . . . . . . . . . . . . (215,000) credit D7

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (10,000)

*Agrees with total (company) gain in the value analysis schedule.

The eliminations on the worksheet would be as follows:

^ Elimination (EL) eliminated the subsidiary equity purchased (100% in this example) against
the investment account as follows:

(EL) Common Stock ($1 par)—Sample . . . . . . . . . . . . . . . . . . . . 10,000
Paid-In Capital in Excess of Par—Sample . . . . . . . . . . . . . . . 90,000
Retained Earnings—Sample . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Investment in Sample Company. . . . . . . . . . . . . . . . . . . . . 160,000

m

b
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^ The (D) series eliminations distribute the $10,000 negative excess to the appropriate
accounts, as indicated by the D&D schedule. Worksheet eliminations are as follows:

(D1) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D7) Retained Earnings—Parental*. . . . . . . . . . . . . . . . . . . . . . 215,000
(D) Investment in Sample Company [remaining excess after

(EL)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 215,000 215,000

*Since only a balance sheet is being prepared, the gain on the acquisition is closed directly to Parental Retained
Earnings.

A worksheet, in this case, would debit the investment account $10,000 to cure the distribu-
tion of adjustments to subsidiary accounts that exceed the amount available for distribution.

R E F L E C T I O N
� The D&D schedule compares the price paid for the investment in the subsidiary with

subsidiary book values and schedules the adjustments to be made on the worksheet.

� The worksheet adjusts the subsidiary accounts to fair values and adds them to the parent

accounts to arrive at a consolidated balance sheet.

CONSOLIDATING WITH A
NONCONTROLLING INTEREST
Consolidation of financial statements is required whenever the parent company controls a sub-
sidiary. In other words, a parent company could consolidate far less than a 100% ownership
interest. If a parent company owns 80% of the common stock of a company, the remaining
20% interest is noncontrolling interest. Several important ramifications may arise when less
than 100% interest is consolidated.

^ The parent’s investment account is eliminated against only its ownership percentage of the
underlying subsidiary equity accounts.2 The NCI is shown on the consolidated balance sheet in
total and is not broken into par, paid-in capital in excess of par, and retained earnings. The NCI
must be shown as a component of stockholders’ equity. In the past, the NCI has also been
displayed on the consolidated balance sheet as a liability, or in some cases has appeared between
the liability and equity sections of the balance sheet. These alternatives are no longer allowed.

^ The entire amount of every subsidiary nominal (income statement) account is merged with
the nominal accounts of the parent to calculate consolidated income. The noncontrolling
interest is allocated its percentage ownership times the reported income of the subsidiary only. The
precise methods and display of this interest are discussed in Chapter 3. In the past, this share
of income has often been treated as an other expense in the consolidated income statement.
FASB ASC 810-10-65-1 requires that it not be shown as an expense but, rather, as a
distribution of consolidated income.

^ Subsidiary accounts are adjusted to full fair value regardless of the controlling interest
percentage. Prior to 2009, subsidiary accounts would only be adjusted to the controlling
interest percentage ownership interest. For example, assume that the parent owns an 80%
interest in the subsidiary. Further assume that the book value of equipment is $100,000 and

7
O B J E C T I V E

Explain the impact of a

noncontrolling interest on

worksheet procedures and

financial statement

preparation.

2 FASB ASC 810-10-65-1.
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that its fair value is $150,000. Past practice would have been to adjust the asset by $40,000
(80% ownership interest � $50,000 fair value-book value difference). The new requirement
is that the asset will be adjusted for the full $50,000 difference no matter what size the
controlling interest is.

Analysis of Complicated Purchase with a Noncontrolling Interest

We will illustrate consolidation procedures using the 80% acquisition of Sample Company by
Parental, Inc. Presented below are the balance sheet amounts and the fair values of the assets and
liabilities of Sample Company as of December 31, 2015 (same as prior example on page 63).

Assets
Book
Value

Market
Value Liabilities and Equity

Book
Value

Market
Value

Accounts receivable . . . . $ 20,000 $ 20,000 Current liabilities . . . . . . . . . . . . . . . . . . $ 40,000 $ 40,000
Inventory . . . . . . . . . . . . . 50,000 55,000 Bonds payable . . . . . . . . . . . . . . . . . . . 100,000 100,000

Land. . . . . . . . . . . . . . . . . 40,000 70,000 Total liabilities . . . . . . . . . . . . . . . . $140,000 $140,000

Buildings . . . . . . . . . . . . . 200,000 250,000
Accumulated depreciation (50,000) Stockholders’ equity:
Equipment . . . . . . . . . . . . 60,000 60,000 Common stock ($1 par) . . . . . . . . . . . . . $ 10,000
Accumulated depreciation (20,000) Paid-in capital in excess of par . . . . . . . 90,000
Copyright . . . . . . . . . . . . 50,000 Retained earnings . . . . . . . . . . . . . . . . . 60,000

Total equity . . . . . . . . . . . . . . . . . . . . . . $ 160,000

Total assets . . . . . . . . . $300,000 $505,000 Net assets. . . . . . . . . . . . . . . . . . . . . . $160,000 $365,000

Assume that Parental, Inc., issued 16,000 shares of its $1 par value common stock for 80%
(8,000 shares) of the outstanding shares of Sample Company. The fair value of a share of Paren-
tal, Inc., stock is $25. Parental also pays $25,000 in accounting and legal fees to accomplish the
purchase. Parental would make the following entry to record the purchase:

Investment in Sample Company (16,000 shares issued� $25 fair
value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Common Stock ($1 par value) (16,000 shares� $1 par). . . . . . 16,000
Paid-In Capital in Excess of Par ($400,000� $16,000 par

value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 384,000

Parental would record the costs of the acquisition as follows:

Acquisition Expense (closed to Retained Earnings since only
balance sheets are being examined) . . . . . . . . . . . . . . . . . . . . . 25,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

The following value analysis would be prepared for the 80% interest:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . $ 500,000 $ 400,000 $100,000
Fair value of net assets excluding goodwill . . 365,000 292,000 73,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000 $108,000 $ 27,000

Gain on acquisition . . . . . . . . . . . . . . . . . . . . N/A N/A

Several assumptions went into the above calculation.

^ Company fair value—It is assumed that if the parent would pay $400,000 for an 80%
interest, then the entire subsidiary company is worth $500,000 ($400,000/80%). We will
refer to this as the ‘‘implied value’’ of the subsidiary company. Assuming this to be true, the
NCI is worth 20% of the total subsidiary company value (20% � $500,000 ¼ $100,000).
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This approach assumes that the price the parent would pay is directly proportional to the
size of the interest purchased. We will later study the situation where this presumption is
defeated. Unless otherwise stated, exercises and problems in this text will assume the
value of the NCI is ‘‘implied’’ by the price the parent pays for the controlling interest.

^ Fair value of net assets excluding goodwill ($365,000)—The fair values of the subsidiary
accounts are from the comparison of book and fair values. All identifiable assets and all
liabilities will be adjusted to 100% of fair value regardless of the size of the controlling
interest purchased.

^ Goodwill—The total goodwill is the excess of the ‘‘company fair value’’ over the fair value of
the subsidiary net assets. It is proportionately allocated to the controlling interest and NCI.

Determination and Distribution of Excess Schedule

The D&D schedule that follows revalues the entire entity, including the NCI.

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(80%)

NCI Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $400,000 $100,000

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $128,000 $ 32,000

Excess of fair value over book value . . . . . . . . . . . . . . . $340,000 $272,000 $ 68,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) . . . . . $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 net book value) 100,000 debit D3
Equipment ($60,000 fair� $40,000 net book value) . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . . . . . 50,000 debit D5
Goodwill ($500,000 fair� $365,000 book value) . 135,000* debit D6

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000

*Agrees with total (company) goodwill in the value analysis schedule.

Note the following features of a D&D schedule for a less than 100% parent ownership
interest:

^ The ‘‘fair value of subsidiary’’ line contains the implied value of the entire company, the
parent price paid, and the implied value of the NCI from the above value analysis schedule.

^ The total stockholders’ equity of the subsidiary (equal to the net assets of the subsidiary at
book value) is allocated 80/20 to the controlling interest and the NCI.

^ The excess of fair value over book value is shown for the company, the controlling interest,
and the NCI. This line means that the entire adjustment of subsidiary net assets will be
$340,000. The controlling interest paid $272,000 more than the underlying book value of
subsidiary net assets. This is the excess that will appear on the worksheet when the parent’s
80% share of subsidiary stockholders’ equity is eliminated against the investment account.

b

b
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Finally, the NCI share of the increase to fair value is $68,000.
^ All subsidiary assets and liabilities will be increased to 100% of fair value, just as would be

the case for a 100% purchase.

The D&D schedule provides complete guidance for the worksheet eliminations. Study
Worksheet 2-5 on page 93 and note the following:

^ Elimination (EL) eliminated the subsidiary equity purchased (80% in this example) against
the investment account as follows:

(EL) Common Stock ($1 par)—Sample . . . . . . . . . . . . . . . . . . . . 8,000
Paid-In Capital in Excess of Par—Sample . . . . . . . . . . . . . . . 72,000
Retained Earnings—Sample . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Investment in Sample Company. . . . . . . . . . . . . . . . . . . . . 128,000

^ The (D) series eliminations distribute the excess applicable to the controlling interest plus
the increase in the NCI [labeled (NCI)] to the appropriate accounts, as indicated by the
D&D schedule. The adjustment of the NCI is carried to subsidiary retained earnings.
Recall, however, that only the total NCI will appear on the consolidated balance sheet.
Worksheet eliminations are as follows:

(D1) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D6) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
(D) Investment in Sample Company [remaining excess

after (EL)]. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 272,000
(NCI) Retained Earnings Sample (NCI share of fair market

adjustment) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000 340,000

Worksheet 2-5 has an additional column, the NCI column. The components of the NCI are
summed and presented as a single amount in this balance sheet column. Notice that 100% of the fair
values of subsidiary accounts has been consolidated with the existing book values of parent company
accounts. The amounts that will appear on the consolidated balance sheet are shown in the final col-
umn of Worksheet 2-5. The Balance Sheet columns of the worksheet will show the components of
controlling equity (par, paid-in capital in excess of par, and retained earnings) and the total NCI.

Formal Balance Sheet

The formal consolidated balance sheet resulting from the 80% purchase of Sample Company,
in exchange for 16,000 Parental shares, has been taken from the Consolidated Balance Sheet
column of Worksheet 2-5. Recall, this is the date of acquisition. Chapter 3 will explain the
impact of subsequent period activities on the consolidated financial statements.

Worksheet 2-5: page 93
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Parental, Inc.
Consolidated Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets: Current liabilities $120,000
Cash . . . . . . . . . . . . . . . . . . . $ 84,000 Bonds payable . . . . . . . . . . . . . 300,000

Accounts receivable. . . . . . . . 92,000 Total liabilities . . . . . . . . . . . . $ 420,000
Inventory . . . . . . . . . . . . . . . . 135,000

Total current assets . . . . . . . $ 311,000
Long-term assets: Stockholders’ equity:

Land . . . . . . . . . . . . . . . . . . . . $ 170,000 Common stock ($1 par) . . . . . $ 36,000
Buildings . . . . . . . . . . . . . . . . 800,000 Paid-in capital in excess of par. . 584,000
Accumulated depreciation. . . (130,000) Retained earnings . . . . . . . . . 456,000

Equipment . . . . . . . . . . . . . . . 320,000 Total controlling equity . . . . . 1,076,000
Accumulated depreciation. . . (60,000) Noncontrolling interest 100,000

Copyright. . . . . . . . . . . . . . . . 50,000 Total equity. . . . . . . . . . . . . $1,176,000

Goodwill . . . . . . . . . . . . . . . . 135,000

Total long-term assets . . . . . 1,285,000

Total assets . . . . . . . . . . . . . . . . $1,596,000 Total liabilities and equity . . . . . $ 1,596,000

Adjustment of Goodwill Applicable to NCI

The NCI goodwill value can be reduced below its implied value if there is evidence that the implied
value exceeds the real fair value of the NCI’s share of goodwill. This could occur when a parent pays
a premium to achieve control, which is not dependent on the size of the ownership interest.

The NCI share of goodwill could be reduced to zero, but the NCI share of the fair value of net
tangible assets is never reduced. The total NCI can never be less than the NCI percentage of the
fair value of the net assets (in this case, it cannot be less than 20%� $365,000¼ $73,000).

If the fair value of the NCI was estimated to be $90,000 ($10,000 less than the value implied
by parent purchase price), the value analysis would be modified as follows (changes are boldfaced):

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . $490,000 $400,000 $90,000
Fair value of net assets excluding goodwill . . . . . . . 365,000 292,000 73,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000 $108,000 $17,000

Gain on acquisition . . . . . . . . . . . . . . . . . . . . . . . . . N/A N/A

Several assumptions went into the above calculation.

^ Company fair value—This is now the sum of the price paid by the parent plus the newly
estimated fair value of the NCI.

^ Fair value of net assets excluding goodwill—The fair values of the subsidiary accounts are
from the comparison of book and fair values. These values are never less than fair value.

^ Goodwill—The total goodwill is the excess of the ‘‘company fair value’’ over the fair value of
the subsidiary net assets.

The revised D&D schedule with changes (from the previous example) in boldfaced type
would be as shown on next page.
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Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(80%)

NCI Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $ 490,000 $400,000 $ 90,000

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $128,000 $ 32,000

Excess of fair value over book value . . . . . . . . . . . . . . . $330,000 $272,000 $ 58,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) . . . . . $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 book value) . . . 100,000 debit D3
Equipment ($60,000 fair� $40,000 book value) . . . . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . . . . . 50,000 debit D5
Goodwill ($490,000 fair� $365,000 book value) . 125,000* debit D6

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $330,000

*Agrees with total (company) goodwill in the value analysis schedule.

If goodwill becomes impaired in a future period, the impairment charge would be allo-
cated to the controlling interest and the NCI based on the percentage of total goodwill each
equity interest received on the D&D schedule. In the original example, where goodwill on the
NCI was assumed to be proportional to that recorded on the controlling interest, the impairment
charge would be allocated 80/20 to the controlling interest and NCI. In the above example, where
goodwill was not proportional, a new percentage would be developed as follows:

Value
Percentage

of Total

Goodwill applicable to parent from value analysis schedule . . . . . $108,000 86.4%
Goodwill applicable to NCI from value analysis schedule . . . . . . . 17,000 13.6%

Total goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000

I A S B P E R S P E C T I V E S
� The IRRS has a single model to define control for all entities. Control exists when the

investor has the power to direct the entities activities and has the exposure or rights to

variable returns. The investor must have the ability to exercise its power to affect its

returns on its investment. Power may exist with less than a majority ownership position.3

No Goodwill on the Noncontrolling Interest

Currently, International Accounting Standards provide a choice in accounting for the noncontrol-
ling interest. The NCI can be recorded at fair value, which would result in goodwill applicable to

3 IFRS 10, Consolidated Financial Statements.
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the NCI, as demonstrated above. The other choice is to record the NCI at the NCI percentage of
the fair value of the net identifiable assets only, with no goodwill on the NCI. Under the non-
NCI goodwill model, the preceding example would be modified to appear as shown below.4

If the fair value of the NCI is estimated to be $73,000 (20% � $365,000 fair value of sub-
sidiary company net identifiable assets), the value analysis would be modified as follows
(changes are boldfaced):

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . $473,000 $400,000 $73,000
Fair value of net assets excluding goodwill . . 365,000 292,000 73,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . $108,000 $108,000 $ 0

Gain on acquisition . . . . . . . . . . . . . . . . . . . . N/A N/A

Several assumptions went into the calculation on page 74.

^ Company fair value—This is now the sum of the price paid by the parent plus the NCI
share of net identifiable assets.

^ Fair value of net assets excluding goodwill—The fair values of the subsidiary accounts are
from the comparison of book and fair values. These values are never less than fair value.

^ Goodwill—The only goodwill recorded is that applicable to the controlling interest.

The revised D&D schedule with changes (from the previous example) in boldfaced type
would be as follows:

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(80%)

NCI Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . $ 473,000 $400,000 $ 73,000

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $128,000 $ 32,000

Excess of fair value over book value . . . . . . . . . . . . . . $313,000 $272,000 $ 41,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) . . . . $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 book value) . . 100,000 debit D3
Equipment ($60,000 fair� $40,000 book value) . . . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . . . . 50,000 debit D5
Goodwill ($473,000 fair� $365,000 book value) 108,000* debit D6

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $313,000

*Agrees with total (company) goodwill in the value analysis schedule.

If goodwill becomes impaired in a future period, the impairment charge would apply
only to the controlling interest.

4 IFRS 3, Business Combinations ( International Accounting Standards Board, January 2008), para. 19.
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Gain on Purchase of Subsidiary

Let us now study the same example, except that the price paid by the parent will be low enough
to result in a gain. Assume that Parental, Inc., issued 10,000 shares of its $1 par value common
stock for 80% of the outstanding shares of Sample Company. The fair value of a share of Paren-
tal, Inc., stock is $25. Parental also pays $25,000 in accounting and legal fees to complete the
purchase. Parental would make the following journal entry to record the purchase:

Investment in Sample Company (10,000 shares issued� $25 fair value) . . 250,000
Common Stock ($1 par value) (10,000 shares� $1 par) . . . . . . . . . . . 10,000
Paid-In Capital in Excess of Par ($250,000� $10,000 par value) . . . 240,000

Parental would record the costs of the acquisition as follows:

Acquisition Expense (closed to Retained Earnings since only balance
sheets are being examined) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Refer back to the prior comparison of book and fair values for the subsidiary. The following
value analysis would be prepared for the 80% interest:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . $ 323,000 $ 250,000 $73,000
Fair value of net assets excluding goodwill . . 365,000 292,000 73,000

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . N/A N/A
Gain on acquisition . . . . . . . . . . . . . . . . . $(42,000) $(42,000)

Several assumptions went into the above calculation.

^ Company fair value—It is assumed that if the parent would pay $250,000 for an 80%
interest, then the entire subsidiary company is worth $312,500 ($250,000/80%). We will
refer to this as the ‘‘implied value’’ of the subsidiary company. Assuming this to be true, the
NCI is worth 20% of the total subsidiary company value (20% � $312,500 ¼ $62,500).
The NCI value, however, can never be less than its share of net identifiable assets ($73,000).
Thus, the NCI share of company value is raised to $73,000 (replacing the $62,500).

^ Fair value of net assets excluding goodwill—The fair values of the subsidiary accounts are
from the comparison of book and fair values.

^ Goodwill—There can be no goodwill when the price paid is less than the fair value of the
parent’s share of the fair value of net identifiable assets.

^ Gain on acquisition—The only gain recognized is that applicable to the controlling interest.

The following D&D would be prepared:

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(80%)

NCI Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . $ 323,000 $250,000 $ 73,000

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $128,000 $ 32,000

Excess of fair value over book value . . . . . . . . . . . . . . $163,000 $122,000 $ 41,000

76 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) . . . . $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 book value) . . 100,000 debit D3
Equipment ($60,000 fair� $40,000 book value) . . . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . . . . 50,000 debit D5
Gain (only applies to controlling interest). . . . (42,000) credit D7

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $163,000

Worksheet 2-6 on page 94 is the consolidated worksheet for the $250,000 price. The D&D
schedule provides complete guidance for the worksheet eliminations.

^ Elimination (EL) eliminated the subsidiary equity purchased (80% in this example) against
the investment account as follows:

(EL) Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . 72,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Investment in Sample Company. . . . . . . . . . . . . . . . . . . . . 128,000

^ The (D) series eliminations distribute the excess applicable to the controlling interest plus
the increase in the NCI [labeled (NCI)] to the appropriate accounts as indicated by the
D&D schedule. Worksheet eliminations are as follows:

(D1) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D7) Gain on Purchase of Subsidiary (since we are dealing only

with a balance sheet, this would be credited to
Controlling Retained Earnings) . . . . . . . . . . . . . . . . . . . . . 42,000

(D) Investment in Sample Company [remaining excess after (EL)] 122,000
(NCI) Retained Earnings—Sample (NCI share of fair market

adjustment) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 205,000 205,000

Valuation Schedule Strategy

Here are steps to valuation that will always work if prepared in the order shown below.
Step 1: Enter ownership percentages in C2 and D2. Then enter fair value of net assets of

acquired company in B4, and multiply by ownership percentages to fill C4 and D4.

A B C D

1. Value Analysis Schedule
Company Implied

Fair Value Parent Price NCI Value

2. Ownership percentages 80% 20%

3. Company fair value

4. Fair value of net assets excluding goodwill 365,000 292,000 73,000

5. Goodwill

6. Gain on bargain acquisition

Step 2: Enter the price paid by the parent in C3. Then, enter value of NCI in D3. Normally,
this is proportionate to price paid by parent. It can be a separate value, but never less than D4.
This would happen when the parent pays a control premium. B3 is sum of C3 and D3.

Worksheet 2-6: page 94
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A B C D

1. Value Analysis Schedule
Company Implied

Fair Value Parent Price NCI Value

2. Ownership percentages 80% 20%

3. Company fair value 525,000 420,000 105,000

4. Fair value of net assets excluding goodwill 365,000 292,000 73,000

5. Goodwill

6. Gain on bargain acquisition

Step 3: Compare company fair value (B3) with fair value of net assets, excluding goodwill (B4).
If B3 is greater than B4, follow Step 3A (Goodwill). If B3 is less than B4, follow Step 3B (Gain).

Step 3A (Goodwill): Calculate goodwill for B5–D5 by subtracting line 4 from line 3 in
columns B–D.

A B C D

1. Value Analysis Schedule
Company Implied

Fair Value Parent Price NCI Value

2. Ownership percentages 80% 20%

3. Company fair value 525,000 420,000 105,000

4. Fair value of net assets excluding goodwill 365,000 292,000 73,000

5. Goodwill 160,000 128,000 32,000

6. Gain on bargain acquisition

Step 3B (Gain): Enter the new values for line 3. The NCI value cannot be less than D4 and
normally will be equal to D4. (An exception where it exceeds D4 follows.) B4 is the sum of C4
and D4. Calculate and enter C6. It is C4 minus C3. No other cells are filled.

A B C D

1. Value Analysis Schedule
Company Implied

Fair Value Parent Price NCI Value

2. Ownership percentages 80% 20%

3. Company fair value 323,000 250,000 73,000

4. Fair value of net assets excluding goodwill 365,000 292,000 73,000

5. Goodwill

6. Gain on bargain acquisition (42,000)

Step 3B (Gain) Exception for NCI: This exception is for a situation where the NCI value
exceeds its share of fair value of net assets, excluding goodwill.

Enter new Value for D3. Then calculate and enter values for C6 and D6. B6 is sum of C6
and D6.

A B C D

1. Value Analysis Schedule
Company Implied

Fair Value Parent Price NCI Value

2. Ownership percentages 80% 20%

3. Company fair value 340,000 250,000 90,000

4. Fair value of net assets excluding goodwill 365,000 292,000 73,000

5. Goodwill

6. Gain on bargain acquisition (25,000) (42,000) 17,000
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The entry to distribute the excess on the worksheet would be as follows:

Investment in Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000
Gain on Acquisition of Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Parent Exchanges Noncash Assets for Controlling Interest

The parent must bring to fair value any assets, other than cash, that it exchanges for the control-
ling interest. If those assets are retained and used by the subsidiary company, the gain must be
eliminated in the consolidation process.

Assets transferred would be retained by the subsidiary when either:

1. The assets are transferred to the former shareholders of the subsidiary company and the
shareholders sell the assets to the subsidiary company, or

2. The assets are transferred directly to the subsidiary company in exchange for newly issued
shares or treasury shares.

The gain would be deferred using the procedures demonstrated in Chapter 4 for the parent
sale of a fixed asset to the subsidiary.

R E F L E C T I O N
� A less than 100% interest requires that value analysis be applied to the entire subsidiary.

� Subsidiary accounts are adjusted to full fair value regardless of the controlling

percentage ownership.

� The noncontrolling interest shares in all asset and liability fair value adjustments.

� The noncontrolling interest does not share a gain on the acquisition (when applicable).

� The noncontrolling share of subsidiary equity appears as a single line-item amount within

the equity section of the balance sheet.

PREEXISTING GOODWILL
If a subsidiary is purchased and it has goodwill on its books, that goodwill is ignored in the
value analysis. The only complication caused by existing goodwill is that the D&D schedule
will adjust existing goodwill, rather than only recording new goodwill. Let us return to the
example involving the 80% acquisition of Sample Company on page 63 and change only two
facts: assume Sample has goodwill of $40,000 and its retained earnings is $40,000 greater. The
revised book and fair values would be as follows:

Assets
Book
Value

Market
Value Liabilities and Equity

Book
Value

Market
Value

Accounts receivable . . . . . . . . . $ 20,000 $ 20,000 Current liabilities . . . . . . . . . . . . . $ 40,000 $ 40,000
Inventory . . . . . . . . . . . . . . . . . . 50,000 55,000 Bonds payable . . . . . . . . . . . . . . 100,000 100,000

Land. . . . . . . . . . . . . . . . . . . . . . 40,000 70,000 Total liabilities . . . . . . . . . . . $140,000 $140,000

Buildings . . . . . . . . . . . . . . . . . . 200,000 250,000 Stockholders’ equity:
Accumulated depreciation . . . . (50,000) Common stock ($1 par) . . . . . . . . $ 10,000
Equipment . . . . . . . . . . . . . . . . . 60,000 60,000 Paid-in capital in excess of par. . . 90,000
Accumulated depreciation . . . . (20,000) Retained earnings . . . . . . . . . . . . 100,000

Copyright . . . . . . . . . . . . . . . . . 50,000 Total equity . . . . . . . . . . . . . . . . . $ 200,000

Goodwill . . . . . . . . . . . . . . . . . . 40,000 Total liabilities and equity . . . . . . $340,000

Total assets . . . . . . . . . . . . . . $340,000 $505,000 Net assets. . . . . . . . . . . . . . . . . $365,000

8
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Assume that Parental, Inc., issued 16,000 shares of its $1 par value common stock for 80%
(8,000 shares) of the outstanding shares of Sample Company. The fair value of a share of Paren-
tal, Inc., stock is $25. Parental also pays $25,000 in accounting and legal fees to accomplish the
purchase. Parental would make the following entry to record the purchase:

Investment in Sample Company (16,000 shares issued� $25 fair value) . . . . . 400,000
Common Stock ($1 par value) (16,000 shares� $1 par) . . . . . . . . . . . . . . 16,000
Paid-In Capital in Excess of Par ($400,000� $16,000 par value) . . . . . . 384,000

Parental would record the costs of the acquisition as follows:

Acquisition Expense (closed to Retained Earnings since only balance sheets
are being examined) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

The value analysis schedule is unchanged. The fair value of the Sample Company net assets
does not include goodwill.

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $ 400,000 $100,000
Fair value of net assets excluding goodwill . . . . . . . 365,000 292,000 73,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000 $108,000 $ 27,000

Gain on acquisition

The D&D schedule differs from the earlier one only to the extent that:

^ The Sample Company retained earnings is $40,000 greater.
^ The implied goodwill of $135,000 is compared to existing goodwill of $40,000.

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $400,000 $100,000

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 90,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000 $200,000 $200,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000 $ 40,000

Excess of fair value over book value . . . . . . . . . . . . . . . $300,000 $240,000 $ 60,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Inventory ($55,000 fair� $50,000 book value) . . . . . $ 5,000 debit D1
Land ($70,000 fair� $40,000 book value). . . . . . . . . 30,000 debit D2
Buildings ($250,000 fair� $150,000 net book value) 100,000 debit D3
Equipment ($60,000 fair� $40,000 net book value) . 20,000 debit D4
Copyright ($50,000 fair� $0 book value). . . . . . . . . . 50,000 debit D5
Goodwill ($135,000 fair� $40,000 book value) . . 95,000 debit D6

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
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The D&D schedule provides complete guidance for the worksheet eliminations. Changes
from Worksheet 2-5 are in boldface. Study Worksheet 2-7 on page 95 and note the following:

^ Elimination (EL) eliminated the subsidiary equity purchased (80% in this example) against
the investment account as follows:

(EL) Common Stock ($1 par)—Sample . . . . . . . . . . . . . . . . . . . . 8,000
Paid-In Capital in Excess of Par—Sample . . . . . . . . . . . . . . . 72,000
Retained Earnings—Sample . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Investment in Sample Company. . . . . . . . . . . . . . . . . . . . . 160,000

^ The (D) series eliminations distribute the excess applicable to the controlling interest plus
the increase in the NCI [labeled (NCI)] to the appropriate accounts, as indicated by the
D&D schedule. The adjustment of the NCI is carried to subsidiary retained earnings.

(D1) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D6) Goodwill ($135,000 — $40,000 book value) . . . . . . . . . . . 95,000
(D) Investment in Sample Company [remaining excess after (EL)] . . . 240,000
(NCI) Retained Earnings Sample (NCI share of fair market adjustment) 60,000
Dr.¼ Cr. Check Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000

The Consolidated Balance Sheet column of Worksheet 2-7 is the same as those for Worksheet
2-5 and the resulting balance sheet (as shown on page 73 is unchanged).

R E F L E C T I O N
� Where the acquired firm already has goodwill on its books, the D&D adjusts from the

recorded goodwill to the goodwill calculated in the valuation schedule.

OWNERSHIP OF A PRIOR NONCONTROLLING
INTEREST
The acquirer may already own a noncontrolling investment (less than 50%) interest in a company.
It may then decide to buy additional shares of common stock to achieve a controlling interest.
The previously owned shares are adjusted to fair value and a gain or loss is recorded on the invest-
ment. The fair value of the shares is then added to the price paid for the new shares. The prior plus
new interest is treated as one price paid for a controlling interest. Normally, the fair value of the
previously owned shares is based on the price paid for the controlling interest.

For example, assume Company P owns a 10% interest (10,000 shares) in Company S that
Company P purchased at a prior date for $20 per share. At a later date, Company P purchases
another 50,000 shares (50% interest) for $30 per share.

The 10,000 previously purchased shares would be adjusted to fair value as follows:

Investment in Company S shares (10,000 shares� $10 increase) . . . . . 100,000
Unrealized Gain on Revaluation of Investments . . . . . . . . . . . . . . . . . . 100,000

Worksheet 2-7: page 95
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This entry would increase the carrying value of the 10,000 previously owned shares to
$300,000. The acquisition price for the controlling 60% interest would be calculated as follows:

Fair value of previously owned 10% interest . . . . . . . . . . . . . . . . . . . . . $ 300,000
Acquisition of 50,000 shares at $30 . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000

Total acquisition cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,800,000

Assuming cash is paid for the 50,000 shares, the acquisition entry would be as follows:

Investment in Subsidiary Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800,000
Cash (50,000 shares at $30) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Investment in Company S (10,000 shares� $30) . . . . . . . . . . . . . . . . 300,000

Value analysis and the D&D schedule would be constructed for a single 60% interest with
an acquisition price of $1,800,000.

Two observations that should be made about the prior investment that is rolled into the
total acquisition cost are as follows:

1. The above investment was a passive investment and was not an influential investment
accounted for under the equity method. Most likely, it would have been an ‘‘Available for
Sale’’ investment. It would have been adjusted to fair value on prior balance sheet dates with
the adjustment going to ‘‘Other Comprehensive Income’’ (OCI). That portion of the port-
folio and OCI adjustment attributable to this investment would be included in future port-
folio valuations. It is unlikely, but possible, that the investment could have been a ‘‘Trading
Investment.’’ In that case, prior portfolio adjustments were recorded as unrealized gains or
losses and were included in net income. The above investment would no longer be included
in the future portfolio adjustments.

2. The previously owned interest may be large enough to be accounted for under the equity
method (typically greater than a 20% interest). If that is the case, the investment will be car-
ried at equity-adjusted cost. It will be adjusted to fair value on the date of the later acquisi-
tion that creates control.

R E F L E C T I O N
� Any previously owned interest in the acquiree is adjusted to fair value based on the price

paid for the later interest that creates control.

PUSH-DOWN ACCOUNTING
Thus far, it has been assumed that the subsidiary’s statements are unaffected by the parent’s pur-
chase of a controlling interest in the subsidiary. None of the subsidiary’s accounts is adjusted on
the subsidiary’s books. In all preceding examples, adjustments to reflect fair value are made only
on the consolidated worksheet. This is the most common but not the only accepted method.

Some accountants object to the inconsistency of using book values in the subsidiary’s sepa-
rate statements while using fair value-adjusted values when the same accounts are included in
the consolidated statements. They would advocate push-down accounting, whereby the subsid-
iary’s accounts are adjusted to reflect the fair value adjustments. In accordance with the new
basis of accounting, retained earnings are eliminated, and the balance (as adjusted for fair value
adjustments) is added to paid-in capital. It is argued that the purchase of a controlling interest
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gives rise to a new basis of accountability for the interest traded, and the subsidiary accounts
should reflect those values.

If the push-down method were applied to the example of a 100% purchase for $500,000 on
page 63, the following entry would be made by the subsidiary on its books:

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Copyright . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000

This entry would raise the subsidiary equity to $500,000. The $500,000 investment account
would be eliminated against the $500,000 subsidiary equity with no excess remaining. All
accounts are adjusted to full fair value, even if there is a noncontrolling interest. The SEC staff has
adopted a policy of requiring push-down accounting, in some cases, for the separately published
statements of a subsidiary. The existence of any significant noncontrolling interests (usually above
5%) and/or significant publicly held debt or preferred stock generally eliminates the need to use
push-down accounting. Note that the consolidated statements are unaffected by this issue.
The only difference is in the placement of the adjustments from the determination and distribu-
tion of excess schedule. The conventional approach, which is used in this text, makes the adjust-
ments on the consolidated worksheet. The push-down method makes the same adjustments
directly on the books of the subsidiary. Under the push-down method, the adjustments are already
made when consolidation procedures are applied. Since all accounts are adjusted to reflect fair
values, the investment account is eliminated against subsidiary equity with no excess. The differ-
ence in methods affects only the presentation on the subsidiary’s separate statements.

I A S B P E R S P E C T I V E S
� IFRS does not allow ‘‘push-down’’ accounting to be used.

R E F L E C T I O N
� Push-down accounting revalues subsidiary accounts directly on the books of the

subsidiary based on adjustments indicated in the D&D schedule.

� Since assets are revalued before the consolidation process starts, no distribution of excess

(to adjust accounts) is required on the consolidated worksheet.

APPENDIX: REVERSE ACQUISITION
A reverse acquisition occurs when a usually larger firm, that is not publicly traded, wishes to
acquire a controlling interest in a usually smaller company, which does not have publicly traded
common stock. The ‘‘reverse’’ nature of the transaction concerns the common shares used in
the exchange. So far, we have assumed that the potential controlling company issues its com-
mon stock shares to make the acquisition. In a ‘‘reverse acquisition,’’ the shares of the ‘‘to be’’
acquired publicly traded company are used for the exchange. The intent is to end up with a con-
solidated company that has easily tradable stock.
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The following example is taken from FASB ASC 805-40-55-4 to allow the reader additional
information on the process. Prior to the acquisition, assume that Private Company (the
acquirer) and Public Company (the acquiree) have the following balance sheets:

Private Company (the acquirer, but the company receiving public shares)
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . $ 700 Long-term liabilities . . . . . . . . . . . . . . . $1,700
Fixed assets . . . . . . . . . . . . . . . . . . . 3,000 Common stock (60 shares) ($1 par) . . 60

Paid-in capital in excess of par . . . . . . 540
Retained earnings . . . . . . . . . . . . . . . . 1,400

Total assets. . . . . . . . . . . . . . . . . . $3,700 Total liabilities and equity . . . . . . . . $3,700

Public Company (the acquiree, but the company issuing public shares)
Balance Sheet

December 31, 2015

Assets
Book
Value

Fair
Value Liabilities and Equity

Book
Value

Fair
Value

Current assets . . . . . . . . . . $ 500 $ 500 Long-term liabilities . . . . . . . $ 700 $700
Fixed assets . . . . . . . . . . . . 1,300 1,500 Common stock (100 shares)

($1 par) . . . . . . . . . . . . . . 100
Paid-in capital in excess of

par . . . . . . . . . . . . . . . . . . 200
Retained earnings . . . . . . . . 800

Total assets. . . . . . . . . . . $1,800 $2,000 Total liabilities and equity $1,800

Public Company will issue 150 new shares to Private Company shareholders in exchange
for their 60 outstanding shares of Private Company. Assuming that the fair value of a Public
Company share is $16, the transaction would be recorded by Public Company as follows:

Investment in Private Company (150 shares� $16) . . . . . . . . . . . . . . 2,400
Common Stock ($1 par) (150 shares� $1 par) . . . . . . . . . . . . . . . . . 150

Paid-In Capital in Excess of Par ($2,400 – $150 par). . . . . . . . . . . . . 2,250

The following diagram depicts the change in ownership:

December 31, 2015 

Prior to Exchange

After Exchange

Public Company

100 shares outstanding

Private Company

60 shares outstanding

Private Company

60 shares outstanding

Public Company

250 shares outstanding
Investment in Private Company, $2,400
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After the exchange, all of the shares of Private Company are owned by Public Company. In
most cases, Public Company will distribute Public Company shares to the former Private Com-
pany shareholders. However, the 150 shares of Public Company are owned by the former Pri-
vate Company shareholders. The former Private Company shareholders now own 60% of the
250 total Public Company shares. They, collectively, now have control of Public Company.

Since control of Public Company has been transferred, the company is considered to have
been sold. Thus, it is the Public Company assets and liabilities that must be adjusted to fair
value. Since the fair value per share of Public Company is $16, it is assumed that Public Com-
pany was worth $1,600 (100 shares� $16) prior to the transfer.

Because the shareholders of Private Company are the controlling interest, Private Company
cannot revalue its assets to fair value. The controlled company is Public Company; thus, it is
the company that must have its net assets adjusted to fair value. This means that value analysis
is only applied to Public Company.

The following value analysis would be prepared for Public Company. The fair value analysis
would apply to only those assets present just prior to the acquisition. The fair value of Public Com-
pany at the time of the acquisition can be calculated as $1,600 (100 shares� $16 market value).

The value analysis schedule for Public Company would be as follows:

Value Analysis Schedule

Company
Implied Fair

Value
Parent Price

(100%) NCI Value

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,600 $1,600

Fair value of assets excluding goodwill ($1,100 net
book valueþ $200 adjustment to fixed assets) . . . . . . 1,300 1,300

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300 $ 300

Gain on acquisition . . . . . . . . . . . . . . . . . . . . . . . . . . . N/A N/A

The determination and distribution of excess schedule would be prepared as follows:

Determination and Distribution of Excess
Schedule

Company Implied
Fair Value

Parent Price
(100%) NCI Value

Fair value of subsidiary $1,600 $1,600

Less book value of interest acquired:
Common stock ($1 par) . . . . . . . . . . . . . . . . . . $ 100
Paid-in capital in excess of par . . . . . . . . . . . . . 200
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 800

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . $1,100 $1,100

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . 100%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,100

Excess of fair value over book value . . . . . . . . . . . $ 500 $ 500

Adjustment of identifiable accounts:
Fixed assets $ 200
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500

Worksheet 2A-1 on page 96 includes the consolidation procedures that may be used for the
acquisition on the acquisition date. The first step is to eliminate the investment account against
the increase in Public Company equity recorded at the time of the acquisition as follows:

(EL) Common Stock ($1 par)—Public Company (150 shares� $1) . . . . . . . . . . . . 150
Paid-In Capital in Excess of Par—Public Company (150 shares� $15) . . . . . . 2,250

Investment in Private Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400

Worksheet 2A-1: page 96
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The assets of Public Company are then adjusted to fair value on the acquisition date, using
the information from the above determination and distribution of excess schedule. The total
adjustment is credited to Public Company retained earnings.

(D1) Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
(D2) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
(D) Retained Earnings—Public Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

Then, the Private Company par and paid-in capital in excess of par amounts are transferred
to the par and paid-in value of the public shares. The retained earnings of the acquired, Public
Company, are also transferred to the paid-in capital in excess of par account of Public Company
as follows:

(Trans) Common Stock ($1 par)—Private Company . . . . . . . . . 60
Paid-In Capital in Excess of Par—Private Company. . . 540

Retained Earnings—Public Company (as adjusted
by ‘‘D’’) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300

Common Stock ($1par)—Public Company (150
shares 3 $1) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

Paid-In Capital in Excess of Par—Public Company
($1,900 – $150) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,750

The consolidation steps can be summarized as follows:

(EL) Remove the investment account and the additions to paid-in capital that occurred on the
purchase date.
(D) Bring the acquired company’s assets and liabilities to fair value on the acquisition date.
(Trans) Assign all remaining equity account values, except the controlling interest share of
retained earnings, to paid-in capital accounts of the publicly traded company. The only retained
earnings that can emerge from the combination are that of the controlling interest.

The following balance sheet results:

Public Company and Subsidiary Private Company
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . $1,200 Long-term liabilities . . . . . . . . . . . . . . . $2,400

Fixed assets . . . . . . . . . . . . . . . . . . 4,500 Equity:
Goodwill . . . . . . . . . . . . . . . . . . . . 300 Common stock ($1 par). . . . . . . . . . . . $ 250

Paid-in capital in excess of par . . . . . . 1,950
Retained earnings 1,400

Total controlling interest. . . . . . . . . . $3,600

Total assets $6,000 Total liabilities and equity . . . . . . . . $6,000

There are alternative procedures that could be used on the worksheet, but the end result is
that the controlling equity can only include the retained earnings of the acquiring company. In
this case, that is the original $1,400 attributable to Private Company. The total paid-in capital
can be confirmed as follows:

Total equity of acquired Public Company ($100þ $200þ $800) $1,100
Adjustment of Public Company to fair value 500
Total paid-in capital of Private Company ($60þ $540) 600

Total paid-in capital of consolidated Public Company $2,200
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Reverse Acquisition with Noncontrolling Interest

A portion of the acquiring company shareholders may choose not to exchange their shares for
the company being acquired. Let us change the prior example to assume that only 80% or 48
Private Company shares participate in the exchange. The 20% or 12 Private Company shares
become a noncontrolling interest in Private Company.

Public Company will issue 120 new shares to the Private Company shareholders
in exchange for their 48 outstanding shares of Private Company. Assuming that the fair value
of a Public Company share is $16, the transaction would be recorded by Public Company as
follows:

Investment in Private Company (120 shares� $16) 1,920
Common Stock ($1 par) (120 shares� $1 par) 120
Paid-In Capital in Excess of Par ($1,920 – $120 par) 1,800

The following diagram depicts the change in ownership:

After the exchange, 80% of the shares of Private Company are owned by Public Company.
However, the 120 shares of Public Company are owned by former Private Company share-
holders. The former Private Company shareholders now own 54.5% of the 220 total Public
Company shares. They, collectively, now have control of Public Company.

Since the control of Public Company has been transferred, the company is considered to
have been sold. Thus, it is the Public Company assets and liabilities that must be adjusted to fair
value. Since the fair value per share of Public Company is $16, it is assumed that Public Com-
pany was worth $1,600 (100 shares� $16) prior to the transfer.

There is no change in the value analysis or the determination and distribution of excess sche-
dule. Since the noncontrolling interest is applicable to Private Company, it does not share in
the revaluation.

Worksheet 2A-2 on page 97 includes the consolidation procedures that may be used for the
acquisition on the acquisition date. The first step is to eliminate the investment account against
the increase in Public Company equity recorded at the time of the acquisition as follows:

(EL) Common Stock ($1 par)—Public Company (120 shares� $1) . . . . . . . 120
Paid-In Capital in Excess of Par—Public Company (120 shares� $15) . 1,800

Investment in Public Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,920

The assets of Public Company are then adjusted to fair value on the acquisition date, using
the information from the above determination and distribution of excess schedule. The total
adjustment is credited to Public Company retained earnings.

December 31, 2015 

Prior to Exchange

After Exchange

Public Company

100 shares outstanding

Private Company

60 shares outstanding

Private Company

60 shares outstanding

Public Company

220 shares outstanding
Investment in Private Company, $1,920

Worksheet 2A-2: page 97
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(D1) Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
(D2) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
(D) Retained Earnings—Public Company . . . . . . . . . . . . 500

Then, the Private Company par and paid-in capital in excess of par amounts are transferred
to the par and paid-in value of the public shares. The retained earnings of the acquired, Public
Company, are also transferred to the paid-in capital in excess of par account of Public Company
as follows:

(Trans) Common Stock ($1 par)—Private Company
($60 3 80%). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48

Paid-In Capital in Excess of Par—Private Company
($540 3 80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 432

Retained Earnings—Public Company (as adjusted
by ‘‘D’’) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300
Common Stock ($1 par)—Public Company (120

shares 3 $1) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120
Paid-In Capital in Excess of Par—Public Company

($1,780 – $120) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,660

The following balance sheet results:

Public Company and Subsidiary Private Company
Balance Sheet

December 31, 2015

Assets Liabilities and Equity
Current assets . . . . . . . . . . . . . . . . $1,200 Long-term liabilities . . . . . . . . . . . . . . . . $2,400

Fixed assets . . . . . . . . . . . . . . . . . . 4,500 Equity:
Goodwill . . . . . . . . . . . . . . . . . . . . 300 Common stock ($1 par) . . . . . . . . . . . . . $ 220

Paid-in capital in excess of par . . . . . . . 1,860
Retained earnings 1,120

Total controlling interest. . . . . . . . . . . $3,200

Noncontrolling interest . . . . . . . . . . . 400

Total equity $3,600

Total assets $6,000 Total liabilities and equity . . . . . . . . . $6,000

There are alternative procedures that could be used on the worksheet, but the end result is
that the controlling equity can only include the retained earnings of the acquiring company. In
this case, that is $1,120 (80%� $1,400) attributable to the Private Company controlling inter-
est. The total paid-in capital can be confirmed as follows:

Public Company equity ($100þ $200þ $800) $1,100
Fair value adjustment 500
80% of Private Company paid-in capital (80%� $600) 480

Total paid-in capital in excess of par, Public Company $2,080
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UNDERSTANDING THE ISSUES

1. Jacobson Company is considering an investment in the common stock of Biltrite Com-
pany. What are the accounting issues surrounding the recording of income in future
periods if Jacobson purchases:

a. 15% of Biltrite’s outstanding shares.
b. 40% of Biltrite’s outstanding shares.
c. 100% of Biltrite’s outstanding shares.
d. 80% of Biltrite’s outstanding shares.

2. What does the elimination process accomplish?

3. Paulos Company purchases a controlling interest in Sanjoy Company. Sanjoy had identi-
fiable net assets with a book value of $500,000 and a fair value of $800,000. It was
agreed that the total fair value of Sanjoy’s common stock was $1,200,000. Use value
analysis schedules to determine what adjustments will be made to Sanjoy’s accounts
and what new accounts and amounts will be recorded if:

a. Paulos purchases 100% of Sanjoy’s common stock for $1,200,000.
b. Paulos purchases 80% of Sanjoy’s common stock for $960,000.

4. Pillow Company is purchasing a 100% interest in the common stock of Sleep Com-
pany. Sleep’s balance sheet amounts at book and fair values are as follows:

Account Book Value Fair Value

Current Assets . . . . . . . . . . . . . . . . . . . . $ 200,000 $ 250,000
Fixed Assets . . . . . . . . . . . . . . . . . . . . . . 350,000 800,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (200,000)

Use valuation analysis schedules to determine what adjustments to recorded values
of Sleep Company’s accounts will be made in the consolidation process (including
the creation of new accounts), if the price paid for the 100% is:

a. $1,000,000.
b. $500,000.

5. Pillow Company is purchasing an 80% interest in the common stock of Sleep Com-
pany. Sleep’s balance sheet amounts at book and fair values are as follows:

Account Book Value Fair Value
Current Assets . . . . . . . . . . . . . . . . . . . . $ 200,000 $ 250,000
Fixed Assets . . . . . . . . . . . . . . . . . . . . . . 350,000 800,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (200,000)

Use valuation analysis schedules to determine what adjustments to recorded values
of Sleep Company’s accounts will be made in the consolidation process (including
the creation of new accounts), if the price paid for the 80% is:

a. $800,000.
b. $600,000.

6. Pillow Company is purchasing an 80% interest in the common stock of Sleep Company
for $800,000. Sleep’s balance sheet amounts at book and fair value are as follows:

Account Book Value Fair Value

Current Assets . . . . . . . . . . . . . . . . . . . . $ 200,000 $ 250,000
Fixed Assets . . . . . . . . . . . . . . . . . . . . . . 350,000 800,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (200,000)

98 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Use a valuation analysis schedule to determine what will be the amount of the non-
controlling interest in the consolidated balance sheet and how will it be displayed in
the consolidated balance sheet.

EXERCISES

Exercise 1 (LO 1) Investment recording methods. Santos Corporation is considering
investing in Fenco Corporation, but is unsure about what level of ownership should be underta-
ken. Santos and Fenco have the following reported incomes:

Santos Fenco

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . $700,000 $450,000
Cost of goods sold . . . . . . . . . . . . . . . . . 300,000 300,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . $400,000 $150,000
Selling and administrative expenses . . . 120,000 80,000

Net income . . . . . . . . . . . . . . . . . . . . $280,000 $ 70,000

Fenco paid $15,000 in cash dividends to its investors. Prepare a pro forma income statement for
Santos Corporation that compares income under 10%, 30%, and 80% ownership levels.

Exercise 2 (LO 3) Asset compared to stock purchase. Glass Company is thinking
about acquiring Plastic Company. Glass Company is considering two methods of accomplish-
ing control and is wondering how the accounting treatment will differ under each method.
Glass Company has estimated that the fair values of Plastic’s net assets are equal to their book
values, except for the equipment, which is understated by $20,000.

The following balance sheets have been prepared on the date of acquisition:

Assets Glass Plastic

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . $540,000 $ 20,000
Accounts receivable . . . . . . . . . . . . . . . 50,000 70,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 50,000 100,000
Property, plant, and equipment (net) . . . 230,000 270,000

Total assets. . . . . . . . . . . . . . . . . . . . . $870,000 $460,000

Liabilities and Equity

Current liabilities . . . . . . . . . . . . . . . . . . $140,000 $ 80,000
Bonds payable . . . . . . . . . . . . . . . . . . . 250,000 100,000
Stockholders’ equity:

Common stock ($100 par). . . . . . . . . 200,000 150,000
Retained earnings . . . . . . . . . . . . . . . 280,000 130,000

Total liabilities and equity . . . . . . . . . $870,000 $460,000

1. Assume Glass Company purchased the net assets directly from Plastic Company for $530,000.

a. Prepare the entry that Glass Company would make to record the purchase.
b. Prepare the balance sheet for Glass Company immediately following the purchase.

2. Assume that 100% of the outstanding stock of Plastic Company is purchased from the for-
mer stockholders for a total of $530,000.

a. Prepare the entry that Glass Company would make to record the purchase.
b. State how the investment would appear on Glass’s unconsolidated balance sheet prepared

immediately after the purchase.
c. Indicate how the consolidated balance sheet would appear.
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Exercise 3 (LO 5) Simple value analysis. Flom Company is considering the cash purchase of
100% of the outstanding stock of Vargas Company. The terms are not set, and alternative prices are
being considered for negotiation. The balance sheet of Vargas Company shows the following values:

Assets Liabilities and Equity

Cash equivalents . . . . . . . . . . . . . . $ 60,000 Current liabilities . . . . . . . . . . . . . . $ 60,000
Inventory . . . . . . . . . . . . . . . . . . . . 120,000 Common stock ($5 par) . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . 100,000 Paid-in capital in excess of par . . . 150,000
Building (net) . . . . . . . . . . . . . . . . . 200,000 Retained earnings . . . . . . . . . . . . . 170,000

Total assets. . . . . . . . . . . . . . . . . $480,000 Total liabilities and equity . . . . . $480,000

Appraisals reveal that the inventory has a fair value of $160,000 and that the land and build-
ing have fair values of $120,000 and $300,000, respectively.

1. Above what price will goodwill be recorded?
2. Below what price will a gain be recorded?

Exercise 4 (LO 5, 6) Recording purchase with goodwill. Woolco, Inc., purchased all
the outstanding stock of Paint, Inc., for $980,000. Woolco also paid $10,000 in direct acquisi-
tion costs. Just before the investment, the two companies had the following balance sheets:

Assets Woolco, Inc. Paint, Inc.

Accounts receivable . . . . . . . . . . . . . . . $ 900,000 $ 500,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 600,000 200,000
Depreciable fixed assets (net) . . . . . . . . 1,500,000 600,000

Total assets. . . . . . . . . . . . . . . . . . . . . $3,000,000 $1,300,000

Liabilities and Equity

Current liabilities . . . . . . . . . . . . . . . . . . $ 950,000 $ 400,000
Bonds payable . . . . . . . . . . . . . . . . . . . 500,000 200,000
Common stock ($10 par). . . . . . . . . . . . 400,000 300,000
Paid-in capital in excess of par . . . . . . . 500,000 380,000
Retained earnings . . . . . . . . . . . . . . . . . 650,000 20,000

Total liabilities and equity . . . . . . . . . $3,000,000 $1,300,000

Appraisals for the assets of Paint, Inc., indicate that fair values differ from recorded book
values for the inventory and for the depreciable fixed assets, which have fair values of $250,000
and $750,000, respectively.

1. Prepare the entries to record the purchase of the Paint, Inc., common stock and payment of
acquisition costs.

2. Prepare the value analysis and the determination and distribution of excess schedule for the
investment in Paint, Inc.

3. Prepare the elimination entries that would be made on a consolidated worksheet.
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Exercise 5 (LO 5, 6) Purchase with a gain. Libra Company is purchasing 100% of the
outstanding stock of Genall Company for $700,000. Genall has the following balance sheet on
the date of acquisition:

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . $ 300,000 Current liabilities . . . . . . . . . . . . . . $ 250,000
Inventory . . . . . . . . . . . . . . . . . . . . 200,000 Bonds payable . . . . . . . . . . . . . . . 200,000
Property, plant, and equipment

(net) . . . . . . . . . . . . . . . . . . . . . . 500,000
Common stock ($5 par) . . . . . . . . . 200,000

Paid-in capital in excess of par . . . 300,000
Computer software . . . . . . . . . . . . 125,000 Retained earnings . . . . . . . . . . . . . 175,000

Total assets. . . . . . . . . . . . . . . . . $1,125,000 Total liabilities and equity . . . . . $1,125,000

Appraisals indicate that the following fair values for the assets and liabilities should be
acknowledged:

Accounts receivable . . . . . . . . . . . . . . . $300,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 215,000
Property, plant, and equipment . . . . . . . 700,000
Computer software . . . . . . . . . . . . . . . . 130,000
Current liabilities . . . . . . . . . . . . . . . . . . 250,000
Bonds payable . . . . . . . . . . . . . . . . . . . 210,000

1. Prepare the value analysis schedule and the determination and distribution of excess schedule.
2. Prepare the elimination entries that would be made on a consolidated worksheet prepared

on the date of purchase.

Exercise 6 (LO 5, 6, 7) 80% purchase, alternative values for goodwill. Quail Com-
pany purchases 80% of the common stock of Commo Company for $800,000. At the time of
the purchase, Commo has the following balance sheet:

Assets Liabilities and Equity

Cash equivalents . . . . . . . . . . . . . . $ 120,000 Current liabilities . . . . . . . . . . . . . . $ 200,000
Inventory . . . . . . . . . . . . . . . . . . . . 200,000 Bonds payable . . . . . . . . . . . . . . . 400,000
Land. . . . . . . . . . . . . . . . . . . . . . . . 100,000 Common stock ($5 par) . . . . . . . . . 100,000
Building (net) . . . . . . . . . . . . . . . . . 450,000 Paid-in capital in excess of par . . . 150,000
Equipment (net) . . . . . . . . . . . . . . . 230,000 Retained earnings . . . . . . . . . . . . . 250,000

Total assets. . . . . . . . . . . . . . . . . $1,100,000 Total liabilities and equity . . . . . $1,100,000

The fair values of assets are as follows:

Cash equivalents . . . . . . . . . . . . . . . . . . $120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . 650,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . 200,000

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
under three alternatives for valuing the NCI:

a. The value of the NCI is implied by the price paid by the parent for the controlling interest.
b. The market value of the shares held by the NCI is $45 per share.
c. The international accounting option, which does not allow goodwill to be recorded as

part of the NCI, is used.

2. Prepare the elimination entries that would be made on a consolidated worksheet prepared
on the date of purchase under the three alternatives for valuing the NCI:

a. The value of the NCI is implied by the price paid by the parent for the controlling interest.
b. The market value of the shares held by the NCI is $45 per share.
c. The international accounting option, which does not allow goodwill to be recorded as

part of the NCI, is used.
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Exercise 7 (LO 5, 6, 7, 8) 80% purchase with a gain and preexisting goodwill. Venus
Company purchases 8,000 shares of Sundown Company for $64 per share. Just prior to the
purchase, Sundown Company has the following balance sheet:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000 Current liabilities . . . . . . . . . . . . . . . . $250,000
Inventory . . . . . . . . . . . . . . . . . . . . . . 280,000 Common stock ($5 par) . . . . . . . . . . . 50,000
Property, plant, and equipment (net) . 400,000 Paid-in capital in excess of par . . . . . 130,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . 100,000 Retained earnings . . . . . . . . . . . . . . . 370,000

Total assets. . . . . . . . . . . . . . . . . . . $800,000 Total liabilities and equity . . . . . . . $800,000

Venus Company believes that the inventory has a fair value of $400,000 and that the prop-
erty plant, and equipment is worth $500,000.

1. Prepare the value analysis schedule and the determination and distribution of excess schedule.
2. Prepare the elimination entries that would be made on a consolidated worksheet prepared

on the date of acquisition.

Exercise 8 (LO 1, 5, 6, 7, 8) Prior investment, control with later acquisition. Barns
Corporation purchased a 10% interest in Delta Company on January 1, 2015, as an available-
for-sale investment for a price of $42,000.

On January 1, 2020, Barns Corporation purchased 7,000 additional shares of Delta Com-
pany from existing shareholders for $350,000. This purchase raised Barns’s interest to 80%.
Delta Company had the following balance sheet just prior to Barns’s second purchase:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . . $165,000 Liabilities . . . . . . . . . . . . . . . . . . . . . . $ 65,000
Buildings (net) . . . . . . . . . . . . . . . . . . 140,000 Common stock ($10 par). . . . . . . . . . 100,000
Equipment (net) . . . . . . . . . . . . . . . . . 100,000 Retained earnings . . . . . . . . . . . . . . . 240,000

Total assets. . . . . . . . . . . . . . . . . . . $405,000 Total liabilities and equity . . . . . . . $405,000

At the time of the second purchase, Barns determined that Delta’s equipment was under-
stated by $50,000 and had a 5-year remaining life. All other book values approximated fair
values. Any remaining excess was attributed to goodwill.

1. Prepare the value analysis and the determination and distribution of excess schedule for the
2020 purchase.

2. Record the investment made by Barns on January 1, 2020, and any required adjustment of
the prior 10% interest.

Exercise 9 (LO 9) Push-down accounting. On January 1, 2021, Knight Corporation pur-
chases all the outstanding shares of Craig Company for $950,000. It has been decided that
Craig Company will use push-down accounting principles to account for this transaction. The
current balance sheet is stated at historical cost.

The following balance sheet is prepared for Craig Company on January 1, 2021:

Assets Liabilities and Equity

Current assets: Current liabilities $ 90,000
Cash . . . . . . . . . . . . . . . . . . . . . . $ 80,000 Long-term liabilities:
Accounts receivable. . . . . . . . . . . 260,000 Bonds payable. . . . . . . . . . . . . . . . $300,000

Deferred taxes . . . . . . . . . . . . . . . . 50,000 350,000

Prepaid expenses. . . . . . . . . . . . . 20,000 $ 360,000 Stockholders’ equity:

Property, plant, and equipment: Common stock ($10 par). . . . . . . . $300,000
Land . . . . . . . . . . . . . . . . . . . . . . . $200,000 Retained earnings . . . . . . . . . . . . . 420,000 720,000

Building (net) . . . . . . . . . . . . . . . . 600,000 800,000

Total assets. . . . . . . . . . . . . . . . . . $1,160,000 Total liabilities and equity . . . . . . . $1,160,000
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Knight Corporation receives the following appraisals for Craig Company’s assets and
liabilities:

Cash . . . . . . . . . . . . . . . . . . . . . . $ 80,000
Accounts receivable . . . . . . . . . . 260,000
Prepaid expenses . . . . . . . . . . . . 20,000
Land. . . . . . . . . . . . . . . . . . . . . . . 250,000
Building (net) . . . . . . . . . . . . . . . . 700,000
Current liabilities . . . . . . . . . . . . . 90,000
Bonds payable . . . . . . . . . . . . . . 280,000
Deferred tax liability . . . . . . . . . . 40,000

1. Record the investment.
2. Prepare the value analysis schedule and the determination and distribution of excess schedule.
3. Record the adjustments on the books of Craig Company.
4. Prepare the entries that would be made on the consolidated worksheet to eliminate the

investment.

APPENDIX EXERCISE

Exercise 2A-1 (LO 10) Reverse acquisition. Small Company acquired a controlling
interest in Big Company. Private Company had the following balance sheet on the acquisition
date:

Small Company (the acquirer)
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . $1,000 Long-term liabilities . . . . . . . . . . . . . . $2,000
Fixed assets . . . . . . . . . . . . . . . . . . . 5,000 Common stock ($1 par) (100 shares) 100

Paid-in capital in excess of par . . . . . 900
Retained earnings . . . . . . . . . . . . . . . 3,000

Total assets. . . . . . . . . . . . . . . . . . $6,000 Total liabilities and equity . . . . . . . $6,000

Big Company had the following book and fair values on the acquisition date:

Assets Book Value Fair Value Liabilities and Equity Book Value Fair Value

Current assets . . . . . . . . $1,000 $1,000 Long-term liabilities . . . . $1,000 $1,000
Fixed assets . . . . . . . . . . 2,000 3,000 Common stock ($1 par)

(200 shares) . . . . . . . 200
Paid-in capital in excess

of par. . . . . . . . . . . . . 800
Retained earnings . . . . . 1,000

Total assets. . . . . . . . . $3,000 $4,000
Total liabilities and

equity . . . . . . . . . . . $3,000

The shareholders of Small Company requested 300 Big Company shares in exchange for all
of their 100 shares. This was an exchange ratio of 3 to 1. The fair value of a share of Big Com-
pany was $25.

Prepare an appropriate value analysis and a determination and distribution of excess schedule.
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PROBLEMS

Problem 2-1 (LO 3, 4, 5, 6) 100% purchase, goodwill, consolidated balance sheet. On
July 1, 2016, Roland Company exchanged 18,000 of its $45 fair value ($1 par value) shares for
all the outstanding shares of Downes Company. Roland paid acquisition costs of $40,000. The
two companies had the following balance sheets on July 1, 2016:

Assets Roland Downes

Other current assets . . . . . . . . . . . . . . . . $ 50,000 $ 70,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 120,000 60,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 40,000
Building (net) . . . . . . . . . . . . . . . . . . . . . 300,000 120,000
Equipment (net) . . . . . . . . . . . . . . . . . . . 430,000 110,000

Total assets. . . . . . . . . . . . . . . . . . . . . $1,000,000 $400,000

Liabilities and Equity

Current liabilities . . . . . . . . . . . . . . . . . . $ 180,000 $ 60,000
Common stock ($1 par) . . . . . . . . . . . . . 40,000 20,000
Paid-in capital in excess of par . . . . . . . 360,000 180,000
Retained earnings . . . . . . . . . . . . . . . . . 420,000 140,000

Total liabilities and equity . . . . . . . . . $1,000,000 $400,000

The following fair values applied to Downes’s assets:

Other current assets . . . . . . . . . . . $ 70,000
Inventory . . . . . . . . . . . . . . . . . . . 80,000
Land. . . . . . . . . . . . . . . . . . . . . . . 90,000
Building . . . . . . . . . . . . . . . . . . . . 150,000
Equipment . . . . . . . . . . . . . . . . . . 100,000

1. Record the investment in Downes Company and any other entry necessitated by the purchase.
2. Prepare the value analysis and the determination and distribution of excess schedule.
3. Prepare a consolidated balance sheet for July 1, 2016, immediately subsequent to the

purchase.

Problem 2-2 (LO 3, 4, 5, 6, 7) 80% purchase, goodwill, consolidated balance

sheet. Using the data given in Problem 2-1, assume that Roland Company exchanged 14,000
of its $45 fair value ($1 par value) shares for 16,000 of the outstanding shares of Downes
Company.

1. Record the investment in Downes Company and any other purchase-related entry.
2. Prepare the value analysis schedule and the determination and distribution of excess schedule.
3. Prepare a consolidated balance sheet for July 1, 2016, immediately subsequent to the purchase.

Problem 2-3 (LO 3, 4, 5, 6) 100% purchase, bargain, elimination entries only. On
March 1, 2015, Carlson Enterprises purchases a 100% interest in Entro Corporation for
$400,000. Entro Corporation has the following balance sheet on February 28, 2015:

Entro Corporation
Balance Sheet

February 28, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . . . . . $ 60,000 Current liabilities . . . . . . . . . . . . . . $ 50,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 80,000 Bonds payable . . . . . . . . . . . . . . . 100,000

(continued)

Required

Required
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Assets Liabilities and Equity

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 Common stock ($5 par) . . . . . . . . . 50,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . 300,000 Paid-in capital in excess of par . . . 250,000
Accumulated depreciation—building . . (120,000) Retained earnings . . . . . . . . . . . . . 70,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . 220,000
Accumulated depreciation—equipment (60,000)

Total assets. . . . . . . . . . . . . . . . . . . . . $ 520,000 Total liabilities and equity . . . . . $520,000

Carlson Enterprises receives an independent appraisal on the fair values of Entro Corpora-
tion’s assets and liabilities. The controller has reviewed the following figures and accepts them as
reasonable:

Accounts receivable . . . . . . . . . . $ 60,000
Inventory . . . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . 40,500
Building . . . . . . . . . . . . . . . . . . . . 202,500
Equipment . . . . . . . . . . . . . . . . . . 162,000
Current liabilities . . . . . . . . . . . . . 50,000
Bonds payable . . . . . . . . . . . . . . 95,000

1. Record the investment in Entro Corporation.
2. Prepare the value analysis and the determination and distribution of excess schedule.
3. Prepare the elimination entries that would be made on a consolidated worksheet prepared

on the date of acquisition.

Problem 2-4 (LO 3, 4, 5, 6, 7) 80% purchase, bargain, elimination entries only. On
March 1, 2015, Penson Enterprises purchases an 80% interest in Express Corporation for
$320,000 cash. Express Corporation has the following balance sheet on February 28, 2015:

Express Corporation
Balance Sheet

February 28, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . . . . . $ 60,000 Current liabilities . . . . . . . . . . . . . . . . . . $ 50,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 80,000 Bonds payable . . . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 Common stock ($10 par). . . . . . . . . . . . 50,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . 300,000 Paid-in capital in excess of par . . . . . . . 250,000
Accumulated depreciation—buildings . (120,000) Retained earnings . . . . . . . . . . . . . . . . . 70,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . 220,000
Accumulated depreciation—equipment (60,000)

Total assets. . . . . . . . . . . . . . . . . . . . . $ 520,000 Total liabilities and equity . . . . . . . . . $520,000

Penson Enterprises receives an independent appraisal on the fair values of Express Corpora-
tion’s assets and liabilities. The controller has reviewed the following figures and accepts them as
reasonable:

Accounts receivable . . . . . . . . . . $ 60,000
Inventory . . . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . 50,000
Buildings . . . . . . . . . . . . . . . . . . . 200,000
Equipment . . . . . . . . . . . . . . . . . . 162,000
Current liabilities . . . . . . . . . . . . . 50,000
Bonds payable . . . . . . . . . . . . . . 95,000

Required
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1. Record the investment in Express Corporation.
2. Prepare the value analysis schedule and the determination and distribution of excess schedule.
3. Prepare the elimination entries that would be made on a consolidated worksheet prepared

on the date of acquisition.

Problem 2-5 (LO 5, 6, 9) 100% purchase, goodwill, push-down accounting. On
March 1, 2015, Collier Enterprises purchases a 100% interest in Robby Corporation for
$480,000 cash. Robby Corporation applies push-down accounting principles to account for
this acquisition.

Robby Corporation has the following balance sheet on February 28, 2015:

Robby Corporation
Balance Sheet

February 28, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . . . . . . . $ 60,000 Current liabilities . . . . . . . . . . . . . . $ 50,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 Bonds payable . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 Common stock ($5) . . . . . . . . . . . . 50,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 Paid-in capital in excess of par . . . 250,000
Accumulated depreciation—buildings . . (120,000) Retained earnings . . . . . . . . . . . . . 70,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Accumulated depreciation—equipment . (60,000)

Total assets. . . . . . . . . . . . . . . . . . . . . . $ 520,000 Total liabilities and equity . . . . . $520,000

Collier Enterprises receives an independent appraisal on the fair values of Robby Corpora-
tion’s assets and liabilities. The controller has reviewed the following figures and accepts them as
reasonable:

Accounts receivable . . . . . . . . . . $ 60,000
Inventory . . . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . 55,000
Buildings . . . . . . . . . . . . . . . . . . . 200,000
Equipment . . . . . . . . . . . . . . . . . . 150,000
Current liabilities . . . . . . . . . . . . . 50,000
Bonds payable . . . . . . . . . . . . . . 98,000

1. Record the investment in Robby Corporation.
2. Prepare the value analysis schedule and the determination and distribution of excess

schedule.
3. Give Robby Corporation’s adjusting entry.

Problem 2-6 (LO 3, 4, 5, 6) 100% purchase, goodwill, worksheet. On December 31,
2015, Aron Company purchases 100% of the common stock of Shield Company for $450,000
cash. On this date, any excess of cost over book value is attributed to accounts with fair
values that differ from book values. These accounts of Shield Company have the following fair
values:

Cash . . . . . . . . . . . . . . . . . . . . . . $ 40,000
Accounts receivable . . . . . . . . . . 30,000
Inventory . . . . . . . . . . . . . . . . . . . 140,000
Land. . . . . . . . . . . . . . . . . . . . . . . 45,000
Buildings and equipment . . . . . . . 225,000
Copyrights. . . . . . . . . . . . . . . . . . 25,000
Current liabilities . . . . . . . . . . . . . 65,000
Bonds payable . . . . . . . . . . . . . . 105,000

Required

Required
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The following comparative balance sheets are prepared for the two companies immediately
after the purchase:

Aron Shield

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 185,000 $ 40,000
Accounts receivable . . . . . . . . . . . . . . . 70,000 30,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 130,000 120,000
Investment in Shield Company . . . . . . . 450,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 35,000
Buildings and equipment . . . . . . . . . . . . 350,000 230,000
Accumulated depreciation . . . . . . . . . . (100,000) (50,000)
Copyrights. . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000

Total assets. . . . . . . . . . . . . . . . . . . . . $1,175,000 $415,000

Current liabilities . . . . . . . . . . . . . . . . . . $ 192,000 $ 65,000
Bonds payable . . . . . . . . . . . . . . . . . . . 100,000
Common stock ($10 par)—Aron. . . . . . 100,000
Common stock ($5 par)—Shield . . . . . . 50,000
Paid-in capital in excess of par . . . . . . . 250,000 70,000
Retained earnings . . . . . . . . . . . . . . . . . 633,000 130,000

Total liabilities and equity . . . . . . . . . $1,175,000 $415,000

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Shield Company.

2. Complete a consolidated worksheet for Aron Company and its subsidiary Shield Company
as of December 31, 2015.

Problem 2-7 (LO 3, 4, 5, 6, 7) 80% purchase, goodwill, worksheet. Using the data
given in Problem 2-6, assume that Aron Company purchases 80% of the common stock of
Shield Company for $320,000 cash.

The following comparative balance sheets are prepared for the two companies immediately
after the purchase:

Aron Shield

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 315,000 $ 40,000
Accounts receivable . . . . . . . . . . . . . . . 70,000 30,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 130,000 120,000
Investment in Shield Company . . . . . . . 320,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 35,000
Buildings and equipment . . . . . . . . . . . . 350,000 230,000
Accumulated depreciation . . . . . . . . . . (100,000) (50,000)
Copyrights. . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000

Total assets. . . . . . . . . . . . . . . . . . . . . $1,175,000 $415,000

Current liabilities . . . . . . . . . . . . . . . . . . $ 192,000 $ 65,000
Bonds payable . . . . . . . . . . . . . . . . . . . 100,000
Common stock ($10 par)—Aron. . . . . . 100,000
Common stock ($5 par)—Shield . . . . . . 50,000
Paid-in capital in excess of par . . . . . . . 250,000 70,000
Retained earnings . . . . . . . . . . . . . . . . . 633,000 130,000

Total liabilities and equity . . . . . . . . . $1,175,000 $415,000

1. Prepare the value analysis and the determination and distribution of excess schedule for the
investment in Shield Company.

2. Complete a consolidated worksheet for Aron Company and its subsidiary Shield Company
as of December 31, 2015.

Required

Required
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Use the following information for Problems 2-8 through 2-11:
In an attempt to expand its operations, Palto Company acquires Saleen Company on

January 1, 2015. Palto pays cash in exchange for the common stock of Saleen. On the
date of acquisition, Saleen has the following balance sheet:

Saleen Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . $ 20,000 Current liabilities . . . . . . . . . . . . . . . . $ 40,000
Inventory . . . . . . . . . . . . . . . . . . . 50,000 Bonds payable . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . 40,000 Common stock ($1 par) . . . . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . . . 200,000 Paid-in capital in excess of par . . . . . 90,000
Accumulated depreciation . . . . . (50,000) Retained earnings . . . . . . . . . . . . . . . 60,000
Equipment . . . . . . . . . . . . . . . . . . 60,000
Accumulated depreciation . . . . . (20,000)

Total assets. . . . . . . . . . . . . . . . $300,000 Total liabilities and equity . . . . . . . $300,000

An appraisal provides the following fair values for assets:

Accounts receivable . . . . . . . . . . $ 20,000
Inventory . . . . . . . . . . . . . . . . . . . 60,000
Land. . . . . . . . . . . . . . . . . . . . . . . 80,000
Buildings . . . . . . . . . . . . . . . . . . . 320,000
Equipment . . . . . . . . . . . . . . . . . . 60,000
Copyright . . . . . . . . . . . . . . . . . . 50,000

Problem 2-8 (LO 3, 4, 5, 6) 100% purchase, goodwill, worksheet. Use the preceding
information for Palto’s purchase of Saleen common stock. Assume Palto purchases 100% of the
Saleen common stock for $500,000 cash. Palto has the following balance sheet immediately
after the purchase:

Palto Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . $ 61,000 Current liabilities . . . . . . . . . . . . . . . $ 80,000
Accounts receivable . . . . . . . . . . . . 65,000 Bonds payable . . . . . . . . . . . . . . . . 200,000
Inventory . . . . . . . . . . . . . . . . . . . . . 80,000 Common stock ($1 par) . . . . . . . . . . 20,000
Investment in Saleen . . . . . . . . . . . . 500,000 Paid-in capital in excess of par . . . . 180,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . 100,000 Retained earnings . . . . . . . . . . . . . . 546,000
Buildings . . . . . . . . . . . . . . . . . . . . . 250,000
Accumulated depreciation . . . . . . . (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . 90,000
Accumulated depreciation . . . . . . . (40,000)

Total assets . . . . . . . . . . . . . . . $1,026,00 Total liabilities and equity . . $1,026,00

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Saleen.

2. Complete a consolidated worksheet for Palto Company and its subsidiary Saleen Company
as of January 1, 2015.

Required
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Problem 2-9 (LO 3, 4, 5, 6, 7) 100% purchase, bargain, worksheet. Use the preceding
information for Palto’s purchase of Saleen common stock. Assume Palto purchases 100% of the
Saleen common stock for $400,000 cash. Palto has the following balance sheet immediately
after the purchase:

Palto Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . $ 161,000 Current liabilities . . . . . . . . . . . . . $ 80,000
Accounts receivable . . . . . . . . . . 65,000 Bonds payable ($1 par) . . . . . . . 200,000
Inventory . . . . . . . . . . . . . . . . . . . 80,000 Common stock. . . . . . . . . . . . . . . 20,000
Investment in Saleen . . . . . . . . . . 400,000 Paid-in capital in excess of par . . 180,000
Land. . . . . . . . . . . . . . . . . . . . . . . 100,000 Retained earnings . . . . . . . . . . . . 546,000
Buildings . . . . . . . . . . . . . . . . . . . 250,000
Accumulated depreciation . . . . . (80,000)
Equipment . . . . . . . . . . . . . . . . . . 90,000
Accumulated depreciation . . . . . (40,000)

Total assets. . . . . . . . . . . . . . . . $1,026,000 Total liabilities and equity . . . . $1,026,000

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Saleen.

2. Complete a consolidated worksheet for Palto Company and its subsidiary Saleen Company
as of January 1, 2015.

Problem 2-10 (LO 3, 4, 5, 6, 7) 80% purchase, goodwill, worksheet. Use the preceding
information for Palto’s purchase of Saleen common stock. Assume Palto purchases 80% of the
Saleen common stock for $400,000 cash. The shares of the noncontrolling interest have a fair
value of $46 each. Palto has the following balance sheet immediately after the purchase:

Palto Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . $ 161,000 Current liabilities . . . . . . . . . . . . . . $ 80,000
Accounts receivable . . . . . . . . . . 65,000 Bonds payable . . . . . . . . . . . . . . . 200,000
Inventory . . . . . . . . . . . . . . . . . . . 80,000 Common stock ($1 par) . . . . . . . . . 20,000
Investment in Saleen . . . . . . . . . . 400,000 Paid-in capital in excess of par . . . 180,000
Land. . . . . . . . . . . . . . . . . . . . . . . 100,000 Retained earnings . . . . . . . . . . . . . 546,000
Buildings . . . . . . . . . . . . . . . . . . . 250,000
Accumulated depreciation . . . . . (80,000)
Equipment . . . . . . . . . . . . . . . . . . 90,000
Accumulated depreciation . . . . . (40,000)

Total assets. . . . . . . . . . . . . . . . $1,026,000 Total liabilities and equity . . . . . $1,026,000

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Saleen.

2. Complete a consolidated worksheet for Palto Company and its subsidiary Saleen Company
as of January 1, 2015.
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Problem 2-11 (LO 3, 4, 5, 6, 7) 80% purchase, bargain, purchase, worksheet. Use
the preceding information for Palto’s purchase of Saleen common stock. Assume Palto pur-
chases 80% of the Saleen common stock for $300,000 cash. Palto has the following balance
sheet immediately after the purchase:

Palto Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . $ 261,000 Current liabilities . . . . . . . . . . . . . $ 80,000
Accounts receivable . . . . . . . . . . 65,000 Bonds payable . . . . . . . . . . . . . . 200,000
Inventory . . . . . . . . . . . . . . . . . . . 80,000 Common stock ($1 par) . . . . . . . . 20,000
Investment in Saleen . . . . . . . . . . 300,000 Paid-in capital in excess of par . . 180,000
Land. . . . . . . . . . . . . . . . . . . . . . . 100,000 Retained earnings . . . . . . . . . . . . 546,000
Buildings . . . . . . . . . . . . . . . . . . . 250,000
Accumulated depreciation . . . . . (80,000)
Equipment . . . . . . . . . . . . . . . . . . 90,000
Accumulated depreciation . . . . . (40,000)

Total assets. . . . . . . . . . . . . . . . $1,026,000 Total liabilities and equity . . . . $1,026,000

1. Prepare the value analysis and the determination and distribution of excess schedule for the
investment in Saleen.

2. Complete a consolidated worksheet for Palto Company and its subsidiary Saleen Company
as of January 1, 2015.

Use the following information for Problems 2-12 through 2-15:
Purnell Corporation acquires Sentinel Corporation on December 31, 2015. Sentinel has
the following balance sheet on the date of acquisition:

Sentinel Corporation
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . . $ 50,000 Current liabilities . . . . . . . . . . . . . $ 90,000
Inventory . . . . . . . . . . . . . . . . . . . 120,000 Bonds payable . . . . . . . . . . . . . . 200,000
Land. . . . . . . . . . . . . . . . . . . . . . . 100,000 Common stock ($1 par) . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . . . 300,000 Paid-in capital in excess of par . . 190,000
Accumulated depreciation . . . . . (100,000) Retained earnings . . . . . . . . . . . . 140,000
Equipment . . . . . . . . . . . . . . . . . . 140,000
Accumulated depreciation . . . . . (50,000)
Patent. . . . . . . . . . . . . . . . . . . . . . 10,000
Goodwill . . . . . . . . . . . . . . . . . . . 60,000

Total assets. . . . . . . . . . . . . . . . $ 630,000 Total liabilities and equity . . . . $630,000
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An appraisal is performed to determine whether the book values of Sentinel’s net
assets reflect their fair values. The appraiser also determines that intangible assets exist,
although they are not recorded. The following fair values for assets and liabilities are
agreed upon:

Accounts receivable . . . . . . . . . . $ 50,000
Inventory . . . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . 200,000
Buildings . . . . . . . . . . . . . . . . . . . 400,000
Equipment . . . . . . . . . . . . . . . . . . 200,000
Patent. . . . . . . . . . . . . . . . . . . . . . 150,000
Computer software . . . . . . . . . . . 50,000
Current liabilities . . . . . . . . . . . . . 90,000
Bonds payable . . . . . . . . . . . . . . 210,000

Problem 2-12 (LO 3, 4, 5, 6, 8) 100% purchase, goodwill, several adjustments,

worksheet. Use the preceding information for Purnell’s purchase of Sentinel common stock.
Assume Purnell exchanges 22,000 shares of its own stock for 100% of the common stock of
Sentinel. The stock has a market value of $50 per share and a par value of $1. Purnell has the
following trial balance immediately after the purchase:

Purnell Corporation
Trial Balance

December 31, 2015

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410,000
Investment in Sentinel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . (230,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (95,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . (3,655,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,100,000)

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Sentinel.

2. Complete a consolidated worksheet for Purnell Corporation and its subsidiary Sentinel Cor-
poration as of December 31, 2015.

Problem 2-13 (LO 3, 4, 5, 6, 8) 100% purchase, bargain, several adjustments, work-

sheet. Use the preceding information for Purnell’s purchase of Sentinel common stock.
Assume Purnell exchanges 16,000 shares of its own stock for 100% of the common stock of
Sentinel. The stock has a market value of $50 per share and a par value of $1. Purnell has the
following trial balance immediately after the purchase, as shown on next page.

Required
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Purnell Corporation
Trial Balance

December 31, 2015

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410,000
Investment in Sentinel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (230,000)
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (89,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,361,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,100,000)

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Sentinel.

2. Complete a consolidated worksheet for Purnell Corporation and its subsidiary Sentinel Cor-
poration as of December 31, 2015.

Problem 2-14 (LO 3, 4, 5, 6, 7, 8) 80% purchase, goodwill, several adjustments,

worksheet. Use the preceding information for Purnell’s purchase of Sentinel common stock.
Assume Purnell exchanges 19,000 shares of its own stock for 80% of the common stock of Sen-
tinel. The stock has a market value of $50 per share and a par value of $1. Purnell has the fol-
lowing trial balance immediately after the purchase:

Purnell Corporation
Trial Balance

December 31, 2015

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410,000
Investment in Sentinel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (230,000)
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (92,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,508,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,100,000)

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Sentinel.

2. Complete a consolidated worksheet for Purnell Corporation and its subsidiary Sentinel
Corporation as of December 31, 2015.

Required

Required
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Problem 2-15 (LO 3, 4, 5, 6, 7, 8) 80% purchase, bargain, several adjustments,

worksheet. Use the preceding information for Purnell’s purchase of Sentinel common stock.
Assume Purnell exchanges 10,000 shares of its own stock for 80% of the common stock of Sen-
tinel. The stock has a market value of $50 per share and a par value of $1. Purnell has the fol-
lowing trial balance immediately after the purchase:

Purnell Corporation
Trial Balance

December 31, 2015

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410,000
Investment in Sentinel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (230,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (83,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,067,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,100,000)

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

1. Prepare the value analysis schedule and the determination and distribution of excess schedule
for the investment in Sentinel.

2. Complete a consolidated worksheet for Purnell Corporation and its subsidiary Sentinel
Corporation as of December 31, 2015.

APPENDIX PROBLEM

Problem 2A-1 (LO 10) Reverse acquisition On January 1, 2016, the shareholders of
Unknown Company request 6,000 Famous shares in exchange for all of their 5,000 shares. This
is an exchange ratio of 1.2 to 1. The fair value of a share of Famous Company is $60. The acqui-
sition occurs when the two companies have the following balance sheets:

Unknown Company (the acquirer)
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . $ 10,000 Long-term liabilities . . . . . . . . . . . . $ 5,000
Building (net) . . . . . . . . . . . . . . . . 150,000 Common stock ($1 par) (5,000

shares). . . . . . . . . . . . . . . . . . . . 5,000
Equipment (net) . . . . . . . . . . . . . . 100,000 Paid-in capital in excess of par . . . 115,000

Retained earnings . . . . . . . . . . . . . 135,000

Total assets. . . . . . . . . . . . . . . . $260,000 Total liabilities and equity . . . . . $260,000

Required
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Famous Company (the acquiree)
Balance Sheet

December 31, 2015

Assets Book Value Fair Value Liabilities and Equity Book Value Fair Value

Current assets . . . . . . . . . . . $ 5,000 $ 5,000 Long-term liabilities . . . . . . . . . . $ 10,000 $10,000
Building (net) . . . . . . . . . . . . 100,000 200,000 Common stock ($1 par)

(4,000 shares) . . . . . . . . . . . 4,000
Equipment (net) . . . . . . . . . . 20,000 40,000 Paid-in capital in excess of par 96,000

Retained earnings . . . . . . . . . . . 15,000

Total assets. . . . . . . . . . . . $125,000 $245,000 Total liabilities and equity . . . $125,000

1. Prepare an appropriate value analysis and a determination and distribution of excess
schedule.

2. Complete a consolidated worksheet for Unknown Company and its subsidiary, Famous
Company, as of January 1, 2016.

CASES

Consolidating a Bargain Purchase

Your client, Great Value Hardware Stores, has come to you for assistance in evaluating an
opportunity to purchase a controlling interest in a hardware store in a neighboring city.
The store under consideration is a closely held family corporation. Owners of 60% of the
shares are willing to sell you the 60% interest, 30,000 common stock shares in exchange
for 7,500 of Great Value shares, which have a fair value of $40 each and a par value of
$10 each.

Your client sees this as a good opportunity to enter a new market. The controller of
Great Value knows, however, that all is not well with the store being considered. The store,
Al’s Hardware, has not kept pace with the market and has been losing money. It also has a
major lawsuit against it stemming from alleged faulty electrical components it supplied that
caused a fire. The store is not insured for the loss. Legal counsel advises that the store will
likely pay $300,000 in damages.

The following balance sheet was provided by Al’s Hardware as of December 31,
2015:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 180,000 Current liabilities . . . . . . . . . . . $ 425,000
Accounts receivable . . . . . . . . . . . . . . . 460,000 8% Mortgage payable . . . . . . 600,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 730,000 Common stock ($5 par) . . . . . . 250,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 Paid-in capital in excess of par 750,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . 630,000 Retained earnings . . . . . . . . . . (80,000)
Accumulated depreciation—building . . (400,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . 135,000
Accumulated depreciation—equipment (85,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . 175,000

Total assets. . . . . . . . . . . . . . . . . . . . . $1,945,000 Total liabilities and equity . . $1,945,000

Case 2-1

Required
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Your analysis raises substantial concerns about the values shown. You have gathered
the following information:

1. Aging of the accounts receivable reveals a net realizable value of $350,000.

2. The inventory has many obsolete items; the fair value is $600,000.

3. Appraisals for long-lived assets are as follows:

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

4. The goodwill resulted from the purchase of another hardware store that has since been con-
solidated into the existing location. The goodwill was attributed to customer loyalty.

5. Liabilities are fairly stated except that there should be a provision for the estimated loss on
the lawsuit.

On the basis of your research, you are convinced that the statements of Al’s Hardware
are not representative and need major restatement. Your client is not interested in being
associated with statements that are not accurate.

Your client asks you to make recommendations on two concerns:

1. Does the price asked seem to be a real bargain? Consider the fair value of the entire equity
of Al’s Hardware; then decide if the price is reasonable for a 60% interest.

2. If the deal were completed, what accounting methods would you recommend either on the
books of Al’s Hardware or in the consolidation process? Al’s Hardware would remain a
separate legal entity with a substantial noncontrolling interest.
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3
C H A P T E R

3
Consolidated Statements:

Subsequent to Acquisition

This chapter’s mission is to teach the procedures needed to prepare consolidated income state-
ments, retained earnings statements, and balance sheets in periods subsequent to the acquisition
of a subsidiary. There are several worksheet models to master. This variety is caused primarily
by the alternative methods available to a parent for maintaining its investment in a subsidiary
account. Accounting principles do not address the method used by a parent to record its
investment in a subsidiary that is to be consolidated. The method used is of no concern to
standard setters since the investment account is always eliminated when consolidating.
Thus, the method chosen to record the investment usually is based on convenience.

In the preceding chapter, worksheet procedures included asset and liability adjustments to
reflect fair values on the date of the purchase. This chapter discusses the subsequent deprecia-
tion and amortization of these asset and liability revaluations in conjunction with its analysis of
worksheet procedures for preparing consolidated financial statements. Appendix A, page 143,
explains the vertical worksheet as an alternative approach to the horizontal worksheet, which is
primarily used in this text chapter for developing consolidated statements.

This chapter does not deal with the income tax issues of the consolidated company except
to the extent that they are reflected in the original acquisition price. Appendix B, page 144, con-
siders tax issues that arise as part of the original purchase. These include recording procedures
for deferred tax liabilities arising in a tax-free exchange and tax loss carryovers. A full discussion
of tax issues in consolidations is included in Chapter 6.

Learning Objectives

When you have completed this chapter, you should be able to

1. Show how an investment in a subsidiary account is maintained under the simple equity,
sophisticated equity, and cost methods.

2. Complete a consolidated worksheet using the simple equity method for the parent’s
investment account.

3. Complete a consolidated worksheet using the cost method for the parent’s investment account.

4. Describe the special worksheet procedures that are used for an investment maintained under
the sophisticated equity method (investment account is adjusted for amortizations of excess
resulting from purchase).

5. Distribute and amortize multiple adjustments resulting from the difference between the price
paid for an investment in a subsidiary and the subsidiary equity eliminated.

6. Demonstrate the worksheet procedures used for investments purchased during the financial
reporting period.

7. Demonstrate an understanding of when goodwill impairment loss exists and how it is
calculated.

8. Consolidate a subsidiary using vertical worksheet format. (Appendix A)

9. Explain the impact of tax-related complications arising on the purchase date. (Appendix B)
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ACCOUNTING FOR THE INVESTMENT
IN A SUBSIDIARY
A parent may choose one of two basic methods when accounting for its investment in a subsid-
iary: the equity method or the cost method. The equity method records as income an ownership
percentage of the reported income of the subsidiary, whether or not it was received by the par-
ent. The cost method treats the investment in the subsidiary like a passive investment by record-
ing income only when dividends are declared by the subsidiary.

Equity Method

The equity method records as income the parent’s ownership interest percentage multiplied by the
subsidiary reported net income. The income is added to the parent’s investment account. In a
like manner, the parent records its share of a subsidiary loss and lowers its investment
account for its share of the loss. Dividends received from the subsidiary are viewed as a con-
version of a portion of the investment account into cash; thus, dividends reduce the invest-
ment account balance. The investment account at any point in time can be summarized as
follows:

Investment in Subsidiary (equity method)

Original cost less: Ownership interest� Reported losses of
subsidiary since acquisitionplus: Ownership interest� Reported income of

subsidiary since acquisition less: Ownership interest� Dividends declared by
subsidiary since acquisition

equals: Equity-adjusted balance

The real advantage of using the simple equity method when consolidating is that every
dollar of change in the stockholders’ equity of the subsidiary is recorded on a pro rata basis
in the investment account. This method expedites the elimination of the investment account
in the consolidated worksheets in future periods. It is favored in this text because of its
simplicity.

For some unconsolidated investments, the sophisticated equity method is required. Under this
method, a company’s investment is adjusted for amortizations of excess shown on the determi-
nation and distribution of excess schedule. For example, assume that the price paid for an
investment in a subsidiary exceeded underlying book value and that the determination and dis-
tribution of excess schedule attributed the entire excess to a building. Just as a building will
decrease in value and should be depreciated, so should that portion of the price paid for the
investment attributed to the building also be amortized. If the estimated life of the building is
10 years, then the portion of the investment price attributed to the building should be amor-
tized over 10 years. This would be accomplished by reducing the investment income each year
by the amortization, which means that the income posted to the investment account each year
is also less by the amount of the amortization.

The sophisticated equity method is required for influential investments (normally 20% to
50% interests) and for those rare subsidiaries that are not consolidated. Its use for these types of
investments is fully discussed in the Special Appendix. The sophisticated equity method also is
used by some parent companies to maintain the investment in a subsidiary that is to be consoli-
dated. This better reflects the investment account in the parent-only statements, but such state-
ments may not be used as the primary statements for external reporting purposes. Parent-only
statements may be used only as supplemental statements when the criteria for consolidated
statements are met. The use of this method for investments to be consolidated makes recording
the investment income and the elimination of the investment account more difficult than under
the simple equity method.

1
O B J E C T I V E

Show how an investment in

a subsidiary account is

maintained under the

simple equity, sophisticated

equity, and cost methods.
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Cost Method

When the cost method is used, the investment in subsidiary account is retained at its original
cost-of-acquisition balance. No adjustments are made to the account for income as it is earned
by the subsidiary. Income on the investment is limited to dividends received from the subsidi-
ary. The cost method is acceptable for subsidiaries that are to be consolidated because, in the
consolidation process, the investment account is eliminated entirely.

The cost method is the most common method used in practice by parent companies. It is
simple to use during the accounting period and avoids the risk of incorrect adjustments. Typi-
cally, the correct income of the subsidiary is not known until after the end of the accounting
period. Awaiting its determination would delay the parent company’s closing procedures. This
text will follow a procedure of converting cost method investments to the simple equity method
as part of the worksheet investment elimination procedures.

Example of the Equity and Cost Methods

The simple equity, sophisticated equity, and cost methods will be illustrated by an example cov-
ering two years. This example, which will become the foundation for several consolidated
worksheets in this chapter, is based on the following facts:

1. The following D&D schedule was prepared on the January 1, 2015, date of purchase. It is
assumed that the value of the NCI is proportionate to the price paid by Company P for the
controlling interest. This schedule is similar to that of the preceding chapter but is modified
to indicate the period over which adjustments to the subsidiary book values will be amor-
tized. This expanded format will be used in preparing all future worksheets.

2. Income during 2015 was $25,000 for Company S; dividends declared by Company S at the
end of 2015 totaled $10,000.

3. During 2016, Company S had a loss of $12,000 and declared dividends of $5,000.

4. The balance in Company S’s retained earnings account on December 31, 2016, is $73,000.

Company P and Subsidiary Company S
Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(90%)

NCI Value
(10%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . $150,000 $135,000 $ 15,000

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . $ 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . $120,000 $120,000 $120,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . 90% 10%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $108,000 $ 12,000

Excess of fair value over book value . . . . . . . . . . . . $ 30,000 $ 27,000 $ 3,000

Adjustment of identifiable accounts:

Adjustment
Amortization per

Year Life Worksheet Key

Patent ($150,000 fair – $120,000 book value) $ 30,000 $ 3,000 10 debit D
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Event Entries on Parent Company’s Books—Simple Equity Method

2015

Jan. 1 Purchase of stock Investment in Company S . . . . . . . . . . . . . . . . . 135,000
Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

Dec. 31 Subsidiary income of $25,000
reported to parent

Investment in Company S . . . . . . . . . . . . . . . . . 22,500
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . 22,500

31 Dividends of $10,000 declared by
subsidiary

Dividends Receivable . . . . . . . . . . . . . . . . . . . . 9,000
Investment in Company S. . . . . . . . . . . . . . . . 9,000

Investment Balance, Dec. 31, 2015 . . . . $148,500

2016

Dec. 31 Subsidiary loss of $12,000 reported to
parent

Loss on Subsidiary Operations . . . . . . . . . . . . . 10,800
Investment in Company S. . . . . . . . . . . . . . . . 10,800

31 Dividends of $5,000 declared by
subsidiary

Dividends Receivable . . . . . . . . . . . . . . . . . . . . 4,500
Investment in Company S. . . . . . . . . . . . . . . . 4,500

Investment Balance, Dec. 31, 2016 . . . . $133,200

The journal entries and resulting investment account balances shown above and on page 121
record this information on the books of Company P using the simple equity, cost, and sophisti-
cated equity methods. Note that the only difference between the sophisticated and simple equity
methods is that the former records 90% of the subsidiary’s reported income of $25,000. The
sophisticated equity method records 90% of the subsidiary’s income of $25,000 less the amortiza-
tion adjustment of $3,000. Thus, the sophisticated equity share of income the first year is 90% of
$22,000, or $19,800.

R E F L E C T I O N
� The simple equity method records investment income (loss) equal to the parent

ownership interest multiplied by the reported subsidiary income (loss).

� The sophisticated equity method records investment income (loss) equal to the parent

ownership interest multiplied by the reported subsidiary income (loss) and deducts

amortizations of excess allocable to the controlling interest.

� The cost method records only dividends as received.

ELIMINATION PROCEDURES
Worksheet procedures necessary to prepare consolidated income statements, retained earnings
statements, and balance sheets are examined in the following section. Recall that the consoli-
dation process is performed independently each year since the worksheet eliminations of
previous years are never recorded by the parent or subsidiary.

2
O B J E C T I V E

Complete a consolidated

worksheet using the simple

equity method for the

parent’s investment

account.
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Entries on Parent Company’s Books—

Sophisticated Equity Method
Entries on Parent Company’s Books—

Cost Method

Investment in Company S . . . . . . . . 135,000 Investment in Company S . . . . . . . . . 135,000
Cash. . . . . . . . . . . . . . . . . . . . . . . 135,000 Cash. . . . . . . . . . . . . . . . . . . . . . . . 135,000

Investment in Company Sa. . . . . . . . 19,800 No entry.
Subsidiary Income . . . . . . . . . . . . 19,800

Dividends Receivable . . . . . . . . . . . 9,000 Dividends Receivable . . . . . . . . . . . . 9,000
Investment in Company S. . . . . . . 9,000 Subsidiary (Dividend) Income . . . . 9,000

Investment Balance,
Dec. 31, 2015. . . . . . . . . . . . . $145,800

Investment Balance,
Dec. 31,2015 . . . . . . . . . . . . . . $135,000

Loss on Subsidiary Operations . . . . 13,500 No entry.
Investment in Company Sb . . . . . . 13,500

Dividends Receivable . . . . . . . . . . . 4,500 Dividends Receivable . . . . . . . . . . . . 4,500
Investment in Company S. . . . . . . 4,500 Subsidiary (Dividend) Income . . . . 4,500

Investment Balance,
Dec. 31, 2016. . . . . . . . . . . . . $127,800

Investment Balance,
Dec. 31, 2016. . . . . . . . . . . . . . $135,000

aParent’s share of subsidiary income¼ 90%� ($25,000 – $3,000 amortization adjustment).
bParent’s share of subsidiary loss¼ 90%� (–$12,000 – $3,000 amortization adjustment).

The illustrations that follow are based on the facts concerning the investment in Company S,
as detailed in the previous example. The procedures for consolidating an investment maintained
under the simple equity method will be discussed first, followed by an explanation of how proce-
dures would differ under the cost and sophisticated equity methods. (See the inside front cover
for a complete listing of the elimination codes used in this text.)

Effect of Simple Equity Method on Consolidation

Examine Worksheet 3-1 on pages 150 and 151, noting that the worksheet trial balances for
Company P and Company S are preclosing trial balances and, thus, include the income state-
ment accounts of both companies. Look at Company P’s trial balance and note that Investment
in Company S is now at the equity-adjusted cost at the end of the year. The balance reflects the
following information:

Cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000
Plus equity income (90%� $25,000 Company S income). . . . . . . . . . . . . . . . . . . . . . 22,500
Less dividends received (90%� $10,000 dividends paid by Company S) . . . . . . . . . (9,000)

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $148,500

If we are going to eliminate the subsidiary equity against the investment account and get the
correct excess, the investment account and subsidiary equity must be at the same point in
time. Right now, the investment account is adjusted through the end of the year, and the sub-
sidiary retained earnings is still at its January 1 balance. Eliminating (reversing) the entries that
affected the investment balance during the current year creates date alignment. First, the entry
for (CY1) [for Current Year entry #1] eliminates the subsidiary income recorded against the
investment account as follows:

Eliminate current-year investment income for date alignment:
(CY1) Subsidiary Income (Company P account) . . . . . . . . . . . . . . . . . . . . 22,500

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500

Worksheet 3-1: page 150
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This elimination also removes the subsidiary income account. This is appropriate because
we will, instead, be including the income statement accounts of the subsidiary. The intercom-
pany dividends paid by the subsidiary to the parent will be eliminated next as follows with entry
(CY2):

Eliminate intercompany dividends:
(CY2) Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . 9,000

Dividends Declared (Company S account) . . . . . . . . . . 9,000

After this entry, only subsidiary dividends paid to the noncontrolling shareholders will
remain. These are dividends paid to the ‘‘outside world’’ and, as such, belong in the consoli-
dated statements.

Once you have created date alignment, it is appropriate to eliminate 90% of the subsidiary
equity against the investment account with entry (EL) [for Elimination entry]. This entry is the
same as described in Chapter 2.

Eliminate 90% subsidiary equity against investment
account:

(EL) Common Stock ($10 par)—Company S (90% eliminated) 45,000
Retained Earnings, January 1, 2015—Company S

(90% eliminated) . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . 108,000

The excess ($135,000 balance after eliminating current-year entries – $108,000¼ $27,000)
should always agree with that indicated by the D&D schedule. The next procedure is to distri-
bute the excess and adjust the NCI with entry (D) [for Distribute entry] and (NCI) [to adjust
the NCI] as indicated by the D&D schedule as follows:

Distribute excess investment account balance to accounts
to be adjusted:

(D)/(NCI) Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Investment in Company S (remaining balance) . . . . . . . 27,000
NCI (use the subsidiary’s retained earnings account) . . 3,000

The D&D schedule indicates that the life of the patent was 10 years. It must now be amor-
tized for the first year with entry (A) [for Amortization entry]:

Amortize excess for current year:
(A) Patent Amortization Expense ($30,000/10 years) . . . . . 3,000

Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Patent amortization expense should be maintained in a separate account, so that it will be
available for the income statement as a separate item.

The Consolidated Income Statement column follows the Eliminations & Adjustments col-
umns. The adjusted income statement accounts of the constituent companies are used to calcu-
late the consolidated net income of $62,000. This income is distributed to the controlling
interest and NCI. Note that the NCI receives 10% of the $22,000 adjusted net income of the
subsidiary, or $2,200. The controlling interest receives the balance of the consolidated net
income, or $59,800.

The distribution of income is handled best by using income distribution schedules (IDS),
which appear at the end of Worksheet 3-1. The subsidiary IDS is a ‘‘Taccount’’ that begins with
the reported net income of the subsidiary. This income is termed internally generated net income,
which connotes the income of only the company being analyzed without consideration of
income derived from other members of the affiliated group. All amortizations of excess
resulting from the consolidations process are adjusted to the subsidiary’s IDS. Since the NCI
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shares in the original asset adjustments, it is also adjusted for the amortizations. Subsidiary adjusted
net income is calculated after adjustment for the amortizations of excess. In Worksheet 3-1, the
subsidiary adjusted net income is multiplied by the noncontrolling ownership percentage to calcu-
late the NCI share of income. A similar Taccount is used for the parent IDS. The parent’s share of
subsidiary net income is added to the internally generated net income of the parent. The balance
in the parent Taccount is the controlling share of the consolidated net income. The IDS is a valu-
able self-check procedure since the sum of the income distributions should equal the consoli-
dated net income on the worksheet.

The NCI column of the worksheet summarizes the total ownership interest of noncontrol-
ling stockholders on the balance sheet date. The noneliminated portion of subsidiary common
stock at par, additional paid-in capital in excess of par, retained earnings (including the NCI
adjustment), the NCI share of income, and dividends declared are extended to this column.
The total of this column is then extended to the Consolidated Balance Sheet column as the non-
controlling interest. The formal balance sheet will show only the total NCI and will not provide
information on the components of this balance.

The Controlling Retained Earnings column produces the controlling retained earnings bal-
ance on the balance sheet date. The beginning parent retained earnings balance, as adjusted by
eliminations and adjustments (in later worksheets), is extended to this column. Dividends
declared by the parent are also extended to this column. The controlling share of consolidated
income is extended to this column to produce the ending balance. The balance is extended to
the balance sheet column as the retained earnings of the consolidated company.

The Consolidated Balance Sheet column includes the consolidated asset and liability bal-
ances. The capital accounts balances of the parent are extended as the consolidated capital
accounts balances. As mentioned above, the aggregate balances of the NCI and the Controlling
Retained Earnings columns are also extended to the Consolidated Balance Sheet column.

Separate debit and credit columns may be used for the consolidated balance sheet. This
arrangement may minimize errors and aid analysis. Single columns are not advocated but are
used to facilitate the inclusion of lengthy worksheets in a summarized fashion.

The information for the following formal statements is taken directly from Worksheet 3-1:

Company P
Consolidated Income Statement

For Year Ended December 31, 2015

Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 175,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (110,000)
Patent amortization expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000)

Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 62,000

Distributed to:
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,200
Controlling interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 59,800

Company P
Consolidated Retained Earnings Statement

For Year Ended December 31, 2015

Noncontrolling Controlling

Retained earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . $10,000 $123,000
Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200 59,800
Dividends declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000)

Retained earnings, December 31, 2015. . . . . . . . . . . . . . . $11,200* $182,800

*This does not appear as a separate item on the worksheet.

(continued)
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Company P
Consolidated Balance Sheet

December 31, 2015

Assets Stockholders’ Equity

Net tangible assets . . . . . . . . $372,000 Controlling interest:
Patent. . . . . . . . . . . . . . . . . . . 27,000 Common stock . . . . . . . . . . $200,000

Total assets . . . . . . . . . . . . . . $399,000

Retained earnings . . . . . . . 182,800 $382,800

Noncontrolling interest . . . . . 16,200

Total stockholders’ equity . . . . . . . . . . . . . . $399,000

You should notice several features of the consolidated statements.

^ Consolidated net income is the total income earned by the consolidated entity. The
consolidated net income is then distributed to the noncontrolling interest (NCI) and the
controlling interest.

^ The retained earnings statement includes Noncontrolling and Controlling Interest columns.
The Noncontrolling Interest column includes the dividends declared to noncontrolling
shareholders.

^ The consolidated balance sheet shows the NCI as a subdivision of stockholders’ equity as
discussed in Chapter 2. The NCI is shown only as a total and is not itemized.

Exhibit 3-1 is taken from the 2013 financial statements of Pfizer Inc. for a real-world exam-
ple of disclosure for the NCI. Look at the lower portion of the consolidated income statement,
and you will see the highlighted allocation of income to the noncontrolling interest. Look at the
lower area of the equity section of the consolidated balance sheet, and you will see the high-
lighted noncontrolling interest in equity.

Exhibit 3-1
Pfizer, Inc. and Subsidiaries
Consolidated Statements of Income and Balance Sheets

Consolidated Balance Sheets
Pfizer Inc. and Subsidiary Companies

As of December 31,
(Millions, Except Preferred Stock Issued and per Common
Share Data) 2013 2012

Assets
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,183 $ 10,081
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,225 22,318
Accounts receivable, less allowance for doubtful accounts:

2013—$478; 2012—$324. . . . . . . . . . . . . . . . . . . . . . . . . . 9,357 10,675
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,166 6,076
Current deferred tax assets and other current tax assets . . . . . . . . 4,624 6,170
Other current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,613 3,567
Assets of discontinued operations and other assets held for sale. . 76 5,944

Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,244 64,831
Long-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,406 14,149
Property, plant and equipment, less accumulated depreciation . . 12,397 13,213
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,519 43,661
Identifiable intangible assets, less accumulated amortization . . . . 39,385 45,146
Noncurrent deferred tax assets and other noncurrent tax assets . . 1,554 1,565
Other noncurrent assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,596 3,233

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $172,101 $185,798
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As of December 31,
(Millions, Except Preferred Stock Issued and per Common
Share Data) 2013 2012

Liabilities and Equity
Short-term borrowings, including current portion of long-term

debt: 2013—$2,060; 2012—$2,449. . . . . . . . . . . . . . . . . . $ 6,027 $ 6,424
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,234 2,921
Dividends payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,663 1,733
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 678 979
Accrued compensation and related items . . . . . . . . . . . . . . . . . . . 1,792 1,875
Other current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,951 13,812
Liabilities of discontinued operations. . . . . . . . . . . . . . . . . . . . . . . 21 1,442

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,366 29,186
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,462 31,036
Pension benefit obligations, net. . . . . . . . . . . . . . . . . . . . . . . . . . . 4,635 7,782
Postretirement benefit obligations, net. . . . . . . . . . . . . . . . . . . . . . 2,668 3,491
Noncurrent deferred tax liabilities. . . . . . . . . . . . . . . . . . . . . . . . . 25,590 21,193
Other taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,993 6,581
Other noncurrent liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,767 4,851

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,481 104,120

Commitments and Contingencies
Preferred stock, no par value, at stated value; 27 shares

authorized; issued: 2013—829; 2012—967 . . . . . . . . . . . . 33 39
Common stock, $0.05 par value; 12,000 shares authorized;

issued: 2013—9,051; 2012—8,956 . . . . . . . . . . . . . . . . . . 453 448
Additional paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 77,283 72,608
Treasury stock, shares at cost: 2013—2,652; 2012—1,680 . . . (67,923) (40,122)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 69,732 54,240
Accumulated other comprehensive loss. . . . . . . . . . . . . . . . . . . . . (3,271) (5,953)

Total Pfizer Inc. shareholders’ equity . . . . . . . . . . . . . . . . . . . . . 76,307 81,260
Equity attributable to noncontrolling interests . . . . . . . . . . . . . . . 313 418

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76,620 81,678

Total liabilities and equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $172,101 $185,798

See Notes to Consolidated Financial Statements, which are an integral part of these statements.

Consolidated Statements of Income
Pfizer Inc. and Subsidiary Companies

Year Ended December 31,

(Millions, Except per Common Share Data) 2013 2012 2011

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $51,584 $54,657 $61,035
Costs and expenses:

Cost of salesa . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,586 9,821 12,500
Selling, informational and administrative expensesa. . . 14,355 15,171 17,581
Research and development expensesa . . . . . . . . . . . . . 6,678 7,482 8,681
Amortization of intangible assets. . . . . . . . . . . . . . . . . . 4,599 5,109 5,465
Restructuring charges and certain acquisition-related

costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,182 1,810 2,841
Other (income)/deductions—net . . . . . . . . . . . . . . . . . (532) 4,022 2,486

Income from continuing operations before provision for
taxes on income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,716 11,242 11,481

Provision for taxes on income . . . . . . . . . . . . . . . . . . . . . . 4,306 2,221 3,621

Income from continuing operations . . . . . . . . . . . . . . . . 11,410 9,021 7,860

(continued)
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Year Ended December 31,

(Millions, Except per Common Share Data) 2013 2012 2011

Discontinued operations:
Income from discontinued operations—net of tax . . . . . 308 794 885
Gain on disposal of discontinued operations—net of tax . . 10,354 4,783 1,304

Discontinued operations—net of tax . . . . . . . . . . . . . . . . . 10,662 5,577 2,189

Net income before allocation to noncontrolling interests 22,072 14,598 10,049
Less: Net income attributable to noncontrolling interests . . 69 28 40

Net income attributable to Pfizer Inc.. . . . . . . . . . . . . . . $22,003 $14,570 $10,009

Earnings per common share—basic:
Income from continuing operations attributable to Pfizer

Inc. common shareholders . . . . . . . . . . . . . . . . . . . . . . $ 1.67 $ 1.21 $ 1.00
Discontinued operations—net of tax . . . . . . . . . . . . . . . . . 1.56 0.75 0.28

Net income attributable to Pfizer Inc. common
shareholders . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3.23 $ 1.96 $ 1.28

Earnings per common share—diluted:
Income from continuing operations attributable to Pfizer

Inc. common shareholders . . . . . . . . . . . . . . . . . . . . . . $ 1.65 $ 1.20 $ 0.99
Discontinued operations—net of tax . . . . . . . . . . . . . . . . . 1.54 0.74 0.28

Net income attributable to Pfizer Inc. common
shareholders . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3.19 $ 1.94 $ 1.27

Weighted-average shares—basic. . . . . . . . . . . . . . . . . . . 6,813 7,442 7,817
Weighted-average shares—diluted . . . . . . . . . . . . . . . . . 6,895 7,508 7,870
Cash dividends paid per common share . . . . . . . . . . . . . . $ 0.96 $ 0.88 $ 0.80

aExclusive of amortization of intangible assets, except as disclosed in Note 1K. Basis of Presentation and
Significant Accounting Policies: Amortization of Intangible Assets, Depreciation and Certain Long-Lived Assets.

See Notes to Consolidated Financial Statements, which are an integral part of these statements.

Now consider consolidation procedures for 2016 as they would apply to Companies P and
S under the simple equity method. This will provide added practice in preparing worksheets
and will emphasize that, at the end of each year, consolidation procedures are applied to the
separate statements of the constituent firms. In essence, each year’s consolidation procedures
begin as if there had never been a previous consolidation. However, reference to past work-
sheets is commonly used to save time.

The separate trial balances of Companies P and S are displayed in the first two columns of
Worksheet 3-2, pages 152 and 153. The investment in subsidiary account includes the
simple equity-adjusted investment balance as calculated on page 120. Note that the balances in the
retained earnings accounts of Companies P and S are for January 1, 2016, because these are the
preclosing trial balances. The beginning retained earnings amounts are calculated as follows:

Company P: January 1, 2015, balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $123,000
Net income, 2015 (including Company P’s share

of subsidiary income under simple equity method) . . . . . . . . . . . . . . 62,500*

Balance, January 1, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $185,500

*Company P’s own 2015 net income ($100,000 revenue – $60,000 expenses)þ Company P’s share of Company S
2015, $25,000 net income ($25,000� 90%)¼ $40,000þ $22,500¼ $62,500.

Company S: January 1, 2015, balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000
Net income, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Dividends declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000)

Balance, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 85,000

Worksheet 3-2: page 152
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As before, entry (CY1) eliminates the subsidiary income recorded by the parent, and entry
(CY2) eliminates the intercompany dividends. Neither subsidiary income nor dividends
declared by the subsidiary to the parent should remain in the consolidated statements. In jour-
nal form, the entries are as follows:

Create date alignment and eliminate current-year
subsidiary income:

(CY1) Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800
Subsidiary Loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800

(CY2) Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Dividends Declared (Company S account) . . . . . . . . . . . . 4,500

At this point, the investment account balance is returned to $148,500 ($133,200 on the
trial balance þ $10,800 loss þ $4,500 dividends), which is the balance on January 1, 2016.
Date alignment now exists, and elimination of the investment account may proceed. Entry
(EL) eliminates 90% of the subsidiary equity accounts against the investment account. Entry
(EL) differs in amount from the prior year’s (2015) entry only because Company S’s retained
earnings balance has changed. Always eliminate the subsidiary’s equity balances as they appear
on the worksheet, not in the original D&D schedule. In journal form, entry (EL) is as follows:

Eliminate investment account at beginning-of-year balance:
(EL) Common Stock—Company S (90%) . . . . . . . . . . . . . . . . . . . 45,000

Retained Earnings, January 1, 2016—Company S (90%) . . 76,500
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . 121,500

Entries (D) and (NCI) are exactly the same as they were on the 2015 worksheet. We are
always adjusting the subsidiary accounts as of the acquisition date. It will be necessary to make
this same entry every year until the markup caused by the purchase is fully amortized or the
asset is sold. In entry form, entry (D)/(NCI) is as follows:

Distribute excess of cost (patent):
(D)/(NCI) Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . 27,000
NCI (Retained Earnings—Company S) . . . . . . . . . . . . . . . 3,000

Finally, entry (A) includes $3,000 per year amortization of the patent for 2015 and 2016.
The expense for 2015 is charged to Company P retained earnings and the NCI in the
90%/10% ratio. The charge is made to both interests because the asset adjustment was made to
both interests. In journal form, the entry is as follows:

Amortize patent for current and prior year:
(A) Retained Earnings, January 1, 2016—Company P . . . . . . . 2,700

NCI (Retained Earnings—Company S) . . . . . . . . . . . . . . . . . 300
Patent Amortization Expense (for current year) . . . . . . . . . . . 3,000

Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Note that the 2017 worksheet will include three total years of amortization, since the entries
made in prior periods’ worksheets have not been recorded in either the parent’s or subsidi-
ary’s books. Even in later years, when the patent is past its 10-year life, it will be necessary to use a
revised entry (D), which would adjust all prior years’ amortizations to the patent as follows:

Retained Earnings—Company P (10 years� $2,700). . . . . . . . . . . . . . . . . 27,000
NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Investment in Company S (the excess) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Note that the original D&D schedule prepared on the date of acquisition becomes the
foundation for all subsequent worksheets. Once prepared, the schedule is used without modification.
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R E F L E C T I O N
� Date alignment is needed before an investment can be eliminated.

� For an equity method investment, date alignment means removing current-year entries

to return to the beginning-of-year investment balance.

� All amortizations of excess resulting from the consolidations process are adjusted to the

subsidiary’s IDS.

� Many distributions of excess must be followed by amortizations that cover the current

and prior years.

� The consolidated net income derived on a worksheet is allocated to the controlling and

noncontrolling interests using an income distribution schedule.

� Each year’s consolidation procedures begin as if there had never been a previous

consolidation.

Effect of Cost Method on Consolidation

Recall that parent companies often may choose to record their investments in a subsidiary under
the cost method, whereby the investments are maintained at their original costs. Income from
the investments is recorded only when dividends are declared by the subsidiary. The use of the
cost method means that the investment account does not reflect changes in subsidiary equity.
Rather than develop a new set of procedures for the elimination of an investment under the cost
method, the cost method investment will be converted to its simple equity balance at the
beginning of the period to create date alignment. Then, the elimination procedures developed
earlier can be applied.

Worksheet 3-3, pages 154 and 155, is a consolidated financial statements worksheet for
Companies P and S for the first year of combined operations. The worksheet is based on the
entries made under the cost method, as shown on page 121. Company P’s Trial Balance column
in Worksheet 3-3 reveals that the investment in the subsidiary account at year-end is still stated
at the original $135,000 cost, and the income recorded by the parent as a result of subsidiary
ownership is limited to $9,000, or 90% of the dividends declared by the subsidiary. When the
cost method is used, the account title Dividend Income may be used in place of Subsidiary
Income.

There is no need for an equity conversion at the end of the first year. Date alignment is auto-
matic; the investment in Company S account and the subsidiary retained earnings are both as
of January 1, 2015. There is no entry (CY1) under the cost method; only entry (CY2) is needed
to eliminate intercompany dividends. All remaining eliminations are the same as for 2015
under the equity method. In journal form, the complete set of entries for 2015 is as follows:

Eliminate current-year dividends:
(CY2) Subsidiary (or Dividend) Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000

Dividends Declared (Company S account) . . . . . . . . . . . . . . . . . . 9,000

Eliminate investment account at beginning-of-year balance:
(EL) Common Stock—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Retained Earnings, January 1, 2015—Company S . . . . . . . . . . . . . 63,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 108,000

Distribute excess of cost (patent):
(D)/(NCI) Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000
NCI (use Retained Earnings—Company S) . . . . . . . . . . . . . . . . . . 3,000

3
O B J E C T I V E

Complete a consolidated

worksheet using the cost

method for the parent’s

investment account.

Worksheet 3-3: page 154
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Amortize patent for current year:
(A) Patent Amortization Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

The last four columns of Worksheet 3-3 are exactly the same as those for Worksheet 3-1,
resulting in the same consolidated statements.

For periods after 2015 (first year of consolidation), date alignment will not exist, and
an equity conversion entry will be needed. Worksheet 3-4 on pages 156 and 157 is such an
example. The worksheet is for 2016 and parallels Worksheet 3-2 except that the cost method is
in use. The balance in the investment account is still the original cost of $135,000. The retained
earnings of the subsidiary is, however, at its January 1, 2016, balance of $85,000. Note that the
parent’s January 1, 2016, retained earnings balance is $172,000, which is $13,500 less than in
Worksheet 3-2 because it does not include the 2015 undistributed subsidiary income of
$13,500 ($22,500 income less $9,000 dividends received). In order to get date alignment, an
equity conversion entry, (CV), is made to convert the investment account to its January 1,
2016, simple equity balance. This conversion entry is always calculated as follows:

Parent0s %� ðSubsidiary retained earnings at the beginning of the current year

�Subsidiary retained earnings on the date of purchaseÞ ¼ Equity conversion adjustment

For example:

Date Amount

Retained earnings—Company S (start of current year) . . . . . . . . . . Jan. 1, 2016 $85,000
Retained earnings (date of purchase) . . . . . . . . . . . . . . . . . . . . . . . Jan. 1, 2015 70,000

Change in subsidiary retained earnings . . . . . . . . . . . . . . . . . . . . . $15,000
Parent ownership interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 90%

Equity conversion adjustment (parent share of change) . . . . . . . . . $13,500

Based on this calculation, the conversion entry on Worksheet 3-4 is as follows in journal
entry form:

Convert investment to simple equity method as of
January 1, 2016:

(CV) Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500
Retained Earnings, January 1, 2016—Company P. . . . . . . . . . 13,500

With date alignment created, remaining eliminations parallel Worksheet 3-2 except that there
is no entry (CY1) for current-year equity income. Entry (CY2) is still used to eliminate intercom-
pany dividends. In journal form, the remaining entries for Worksheet 3-4 are as follows:

Eliminate current-year dividends:
(CY2) Subsidiary (or Dividend) Income . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Dividends Declared (Company S account) . . . . . . . . . . . . . . . . 4,500

Eliminate investment account at beginning-of-year balance:
(EL) Common Stock—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Retained Earnings, January 1, 2016—Company S . . . . . . . . . . . 76,500
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 121,500

Distribute excess of cost (patent):
(D)/(NCI) Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000
NCI (Retained Earnings—Company S) . . . . . . . . . . . . . . . . . . . 3,000

Worksheet 3-4: page 156
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Amortize patent for current and prior years:
(A) Retained Earnings, January 1, 2016—Company P . . . . . . . . . . . 2,700

NCI (Retained Earnings—Company S) . . . . . . . . . . . . . . . . . . . . . 300
Patent Amortization Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

The last four columns of Worksheet 3-4 are exactly the same as those for Worksheet 3-2, as
are the consolidated financial statements for 2016.

The simplicity of this technique of converting from the cost to the simple equity method
should be appreciated. At any future date, in order to convert to the simple equity method, it is
necessary only to compare the balance of the subsidiary retained earnings account on the work-
sheet trial balance with the balance of that account on the original date of acquisition (included
in the D&D schedule). Specific reference to income earned and dividends paid by the subsid-
iary in each intervening year is unnecessary. The only complications occur when stock dividends
have been issued by the subsidiary or when the subsidiary has issued or retired stock. These
complications are examined in Chapter 8.

R E F L E C T I O N
� For a cost method investment, date alignment means converting the investment account

to its equity-adjusted balance at the start of the year. (No adjustment is needed the first

year.)

� Once converted, all other investment eliminations are the same as for the equity method.

EFFECT OF SOPHISTICATED EQUITY METHOD ON
CONSOLIDATION
In some cases, a parent may desire to prepare its own separate statements as a supplement to the
consolidated statements. In this situation, the investment in the subsidiary must be shown on
the parent’s separate statements at the sophisticated equity balance. This requirement may lead
the parent to maintain its subsidiary investment account under the sophisticated equity
method. Two ramifications occur when such an investment is consolidated. First, the current
year’s equity adjustment is net of excess amortizations; second, the investment account
contains only the remaining unamortized excess applicable to the investment.

The use of the sophisticated equity method complicates the elimination of the investment
account in that the worksheet distribution and amortization of the excess procedures are altered.
However, there is no impact on the other consolidation procedures. To illustrate, the informa-
tion given in Worksheet 3-2 will be used as the basis for an example covering 2016. The trial
balance of Company P will show the following changes as a result of using the sophisticated
equity method:

1. The Investment in Company S will be carried at $132,300 ($137,700 simple equity balance
less parent’s share of two years’ amortization of excess at $2,700 per year).

2. The January 1, 2016, balance for Company P Retained Earnings will be $187,300
($190,000 under simple equity less parent’s share of one year’s amortization of excess of
$2,700).

3. The subsidiary loss account of the parent will have a balance of $13,500 ($10,800 share of
the subsidiary loss plus $2,700 amortization of excess).

4
O B J E C T I V E

Describe the special

worksheet procedures that

are used for an investment

maintained under the

sophisticated equity

method (investment

account is adjusted for

amortizations of excess

resulting from purchase).
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Based on these changes, a partial worksheet under the sophisticated equity method follows:

Company P and Subsidiary Company S
Partial Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.)

Trial Balance
Eliminations

& Adjustments

Company P Company S Dr. Cr.

Investment in Company S 132,300 (CY1) 13,500 (EL) 126,000

(CY2) 4,500 (D) 24,300

Patent (D) 27,000 (A) 3,000

Retained Earnings, January 1, 2016—Company P (187,300)

Common Stock ($10 par)—Company S (50,000) (EL) 45,000

Retained Earnings, January 1, 2016—Company S (90,000) (EL) 81,000 (NCI) 2,700

Revenue (100,000) (50,000)

Expenses 80,000 62,000

Patent Amortization (A) 3,000

Subsidiary Loss 13,500 (CY1) 13,500

Dividends Declared 5,000 (CY2) 4,500

Eliminations and Adjustments:

(CY1) Eliminate the current-year entries made in the investment account to record the subsidiary loss. The loss account now
includes the $2,700 excess amortization.

(CY2) Eliminate intercompany dividends.
(EL) Using the balances at the beginning of the year, eliminate 90% of the Company S equity balance against the remaining

investment account.
(D)/(NCI) Distribute the remaining unamortized excess applicable to the controlling interest on January 1, 2015 ($27,000 on

purchase date less $2,700 amortization), to the patent account. Adjust the NCI for the remaining excess attributable to
its 10% share ($3,000 – $300 amortization for 2015). The total adjustment to the patent account is $27,000 (the
remaining balance at the start of the year).

(A) Amortize the patent for the current year only; prior-year amortization has been recorded in the parent’s investment
account and has been reflected in the NCI adjustment.

The sophisticated equity method essentially is a modification of simple equity procedures.
The major difference in the consolidation procedures under the two methods is that, subse-
quent to the acquisition, the original excess calculated on the determination and distribution of
excess schedule does not appear when the sophisticated equity method is used. Only the remain-
ing unamortized excess appears. Since the investment account is eliminated in the consolidation
process, the added complexities of the sophisticated method are not justified for most compa-
nies and seldom are applied to consolidated subsidiaries.

R E F L E C T I O N
� The investment account is already adjusted for amortizations of excess resulting from the

D&D schedule.

� Only the remaining unamortized excess remains in the investment account, and only the

unamortized balance is distributed to appropriate accounts.

� Comparison of worksheet methods (shown on page 132):
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Simple Equity Sophisticated Equity Cost

Investment balance Costþ parent % of sub
(income – dividends)

Costþ parent % of sub (income
– dividends – amortization
of excess)

Cost

Adjustment needed to
eliminate

None None Convert to simple equity as of
start of year (first year not
needed)

Elimination entry Eliminate beginning-of-year
balance

Eliminate beginning-of-year
balance

Eliminate beginning-of-year
balance

Excess distribution Original amount from D&D Remaining unamortized
balance from D&D

Original amount from D&D

Amortizations of excess Prior years to retained
earnings; current year to
nominal accounts

Only current year to nominal
accounts

Prior years to retained earnings;
current year to nominal
accounts

DETERMINATION OF THE METHOD BEING USED
Before you attempt to prepare a consolidated worksheet, you need to know which of the three
methods is being used by the parent to record its investment in the subsidiary. You cannot begin
to eliminate the intercompany investment until that is determined. The most efficient approach
is as follows:

1. Test for the use of the cost method. If the cost method is used:
a. The investment account will be at the original cost shown on the determination and dis-

tribution of excess schedule.
b. The parent will have recorded as its share of subsidiary income its ownership interest times

the dividends declared by the subsidiary. In most cases, this income will be called ‘‘sub-
sidiary dividend income,’’ but some may call it ‘‘subsidiary income’’ or ‘‘dividend
income.’’ Therefore, do not rely on the title of the account.

2. If the method used is not cost, check for the use of simple equity as follows:
a. The investment account will not be at the original cost.
b. The parent will have recorded as subsidiary income its ownership percentage times the

reported net income of the subsidiary.

3. If the method used is neither cost nor simple equity, it must be the sophisticated equity
method. Confirm that it is by noting that:
a. The investment account will not be at the original cost.
b. The parent will have recorded as subsidiary income its ownership percentage times the

reported net income of the subsidiary minus the amortizations of excess for the current period.

COMPLICATED PURCHASE, SEVERAL
DISTRIBUTIONS OF EXCESS
In Worksheets 3-1 through 3-4, it was assumed that the entire excess of cost over book value
was attributable to a patent. In reality, the excess will seldom apply to a single asset. The follow-
ing example illustrates a more complicated purchase.

Worksheet 3-5 on pages 158 to 159 is an example of the first year of an 80% purchase with
goodwill. The following table shows book and fair values of Carlos Company on the date of
purchase:

5
O B J E C T I V E

Distribute and amortize

multiple adjustments

resulting from the

difference between the

price paid for an investment

in a subsidiary and the

subsidiary equity

eliminated.

Worksheet 3-5: page 158

132 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Carlos Company Book and Estimated Fair Values
December 31, 2015

Book
Value

Market
Value Life

Book
Value

Market
Value Life

Assets Liabilities
Inventory . . . . . . . . . . . . . . . . . . $ 75,000 $ 80,000 1 Current liabilities . . . . . . . . . . . . . $ 50,000 $ 50,000 1
Land. . . . . . . . . . . . . . . . . . . . . . 150,000 200,000 — Bonds payable . . . . . . . . . . . . . . 200,000 186,760 4

Buildings . . . . . . . . . . . . . . . . . . 600,000 500,000 20 Total liabilities . . . . . . . . . . . . . $250,000 $236,760

Accumulated depreciation . . . . (300,000) Stockholders’ equity:
Equipment . . . . . . . . . . . . . . . . . 150,000 80,000 5 Common stock. . . . . . . . . . . . . . . $100,000
Accumulated depreciation . . . . (50,000) Paid-in capital in excess of par . . 150,000
Patent. . . . . . . . . . . . . . . . . . . . . 125,000 150,000 10 Retained earnings . . . . . . . . . . . . 250,000

Total equity . . . . . . . . . . . . . . . $500,000

Total assets. . . . . . . . . . . . . . . $ 750,000 $1,010,000 Net assets . . . . . . . . . . . . . . . . . . $500,000 $773,240

The parent company, Paulos, paid $720,000 for an 80% interest in Carlos Company on
January 1, 2015. It is assumed that the fair value of the NCI is proportionate to the price paid
by Paulos for the controlling interest. The following value analysis schedule was prepared:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company implied fair value $ 900,000 $ 720,000 $180,000
Fair value of net assets excluding goodwill 773,240 618,592 154,648

Goodwill $126,760 $101,408 $ 25,352

Based on the above information, the following D&D schedule is prepared:

Determination and Distribution of Excess Schedule

Company
Implied

Fair Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $ 900,000 $720,000 $180,000

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . $ 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $500,000 $500,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $400,000 $100,000

Excess of fair value over book value . . . . . . . . . . . . . . . $400,000 $320,000 $ 80,000

(continued)

133Chapter 3 CONSOLIDATED STATEMENTS: SUBSEQUENT TO ACQUISITION

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Determination and Distribution of Excess Schedule

Adjustment of identifiable accounts:

Adjustment
Amortization per

Year Life Worksheet Key

Inventory ($80,000 – $75,000) . . . . . . . . . . . . . . . . . . $ 5,000 1 debit D1
Land ($200,000 – $150,000) . . . . . . . . . . . . . . . . . . . 50,000 debit D2
Buildings ($500,000 – $300,000 net book value). . . . 200,000 $ 10,000 20 debit D3
Equipment ($80,000 – $100,000 net book value). . . . (20,000) (4,000) 5 credit D4
Patent ($150,000 – $125,000) . . . . . . . . . . . . . . . . . . 25,000 2,500 10 debit D5
Discount on bonds payable ($200,000 – $186,760) . 13,240 3,310 4 debit D6
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,760 debit D7

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $400,000

Eliminations for 2015, in journal entry form, are as follows:

Eliminate subsidiary income recorded by the parent company:
(CY1) Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Investment in Carlos. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Eliminate dividends paid by Carlos to Paulos:
(CY2) Investment in Carlos. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Dividends Declared by Carlos . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Eliminate 80% of Carlos equity against investment in Carlos:
(EL) Common Stock—Carlos . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Paid-In Capital in Excess of Par—Carlos . . . . . . . . . . . . . . . . . . 120,000
Retained Earnings, January 1, 2015—Carlos . . . . . . . . . . . . . 200,000

Investment in Carlos. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Distribute excess of cost over book value:
(D1) Cost of Goods Sold (inventory) . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
(D6) Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,240
(D7) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,760
(D) Investment in Carlos (noneliminated excess) . . . . . . . . . . . . . 320,000
(NCI) Retained Earnings—Carlos (to adjust NCI to fair value) . . . . 80,000

Amortize excess for current year as shown on schedule with
following entry:

(A3) Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . 10,000
(A3) Accumulated Depreciation—Buildings . . . . . . . . . . . . . . . . . 10,000
(A4) Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . 4,000
(A4) Depreciation Expense—Equipment . . . . . . . . . . . . . . . . . . . . 4,000
(A5) Other Expenses (patent amortization) . . . . . . . . . . . . . . . . . . . . 2,500
(A5) Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
(A6) Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,310
(A6) Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . 3,310
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A summary of depreciation and amortization adjustments is as follows:

Account Adjustments to Be
Amortized Life

Annual
Amount

Current
Year

Prior
Years Total Key

Inventory . . . . . . . . . . . . . . . . . . 1 $ 5,000 $ 5,000 — $ 5,000 (D1)
Subject to annual amortization:
Buildings . . . . . . . . . . . . . . . . . . 20 $10,000 $10,000 — $10,000 (A3)
Equipment . . . . . . . . . . . . . . . . . 5 (4,000) (4,000) — (4,000) (A4)
Patent. . . . . . . . . . . . . . . . . . . . . 10 2,500 2,500 — 2,500 (A5)
Bonds payable . . . . . . . . . . . . . 4 3,310 3,310 — 3,310 (A6)

Total amortizations . . . . . . . . $11,810 $11,810 — $11,810

Controlling retained earnings
adjustment. . . . . . . . . . . . . . . —

NCI retained earnings
adjustment. . . . . . . . . . . . . . . —

Note also in Worksheet 3-5 that the subsidiary IDS schedule picks up the entire adjustment
of the cost of goods sold and all current-year amortizations. This means in the end that the NCI
will absorb 20% of all adjustments, and the remaining 80% will go to the controlling interest.
This is automatic because the adjusted subsidiary income is distributed 20%/80%.

Worksheet 3-6 on pages 162 and 163 is based on the same example, but is prepared as of
December 31, 2016, the end of the second year.

Eliminations in journal entry form are as follows:

Eliminate subsidiary income recorded by the parent company:
(CY1) Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Investment in Carlos. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Eliminate dividends paid by Carlos to Paulos:
(CY2) Investment in Carlos. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Dividends Declared by Carlos . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Eliminate 80% of Carlos equity against investment in Carlos:
(EL) Common Stock—Carlos . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Paid-In Capital in Excess of Par—Carlos . . . . . . . . . . . . . . . . . . . 120,000
Retained Earnings, January 1, 2016—Carlos . . . . . . . . . . . . . . 232,000

Investment in Carlos. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 432,000

Distribute excess of cost over book value:
(D1) Retained Earnings, January 1, 2016—Paulos

(80% of $5,000 prior-year inventory amount) . . . . . . . . . . . . 4,000
(D1) Retained Earnings, January 1, 2016—Carlos

(20% of $5,000 prior-year inventory amount) . . . . . . . . . . . . 1,000
(D2) Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
(D3) Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
(D4) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
(D5) Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
(D6) Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,240
(D7) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,760
(D) Investment in Carlos (noneliminated excess) . . . . . . . . . . . . . . 320,000
(NCI) Retained Earnings—Carlos (to adjust NCI to fair value) . . . . . 80,000

Worksheet 3-6: page 162

(continued)
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Amortize excess for current year as shown on schedule with
following entry:

(A3) Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . 10,000
(A3) Accumulated Depreciation—Buildings . . . . . . . . . . . . . . . . . . 20,000
(A4) Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . 8,000
(A4) Depreciation Expense—Equipment . . . . . . . . . . . . . . . . . . . . . 4,000
(A5) Other Expenses (patent amortization) . . . . . . . . . . . . . . . . . . . . . 2,500
(A5) Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
(A6) Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,310
(A6) Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,620
(A3–A6) Retained Earnings, January 1, 2016—Paulos . . . . . . . . . . . . . . 9,448
(A3–A6) Retained Earnings, January 1, 2016—Carlos . . . . . . . . . . . . . . 2,362

A summary of depreciation and amortization adjustments is as follows:

Account Adjustments to Be
Amortized Life

Annual
Amount

Current
Year

Prior
Years Total Key

Inventory . . . . . . . . . . . . . . . . . . 1 $ 5,000 $ — $ 5,000 $ 5,000 (D1)

Subject to annual amortization:
Buildings . . . . . . . . . . . . . . . . . . 20 $10,000 $10,000 $10,000 $20,000 (A3)
Equipment . . . . . . . . . . . . . . . . . 5 (4,000) (4,000) (4,000) (8,000) (A4)
Patent. . . . . . . . . . . . . . . . . . . . . 10 2,500 2,500 2,500 5,000 (A5)
Bonds payable . . . . . . . . . . . . . 4 3,310 3,310 3,310 6,620 (A6)

Total amortizations . . . . . . . . $11,810 $11,810 $11,810 $23,620

Controlling retained earnings
adjustment. . . . . . . . . . . . . . . $ 9,448* (A3–A6)

NCI retained earnings
adjustment. . . . . . . . . . . . . . . 2,362** (A3–A6)

*$11,810� 80%¼ $9,448
**$11,810� 20%¼ $2,362

Take note of the following issues in Worksheet 3-6:

^ The adjustment of the inventory, at the time of the purchase on January 1, 2015, now goes
to parent and NCI retained earnings, since it is a correction of the 2015 cost of goods sold.

^ The amortizations of excess for prior periods and the inventory adjustment are carried to
controlling (80%) and NCI (20%) retained earnings. Since the NCI shared in the fair value
adjustments as of the purchase date, it must share in current- and prior-year amortizations.

^ The controlling and NCI retained earnings balances are adjusted for the above amortizations
of excess before they are extended to the Controlling Retained Earnings and NCI columns.

If a worksheet were prepared for December 31, 2017, the prior years’ amortizations of
excess would cover two prior years as follows:

Account Adjustments to Be
Amortized Life

Annual
Amount

Current
Year

Prior
Years Total Key

Inventory . . . . . . . . . . . . . . 1 $ 5,000 $ — $ 5,000 $ 5,000 (D1)

Subject to amortization:
Buildings . . . . . . . . . . . . . . 20 $10,000 $10,000 $20,000 $ 30,000 (A3)
Equipment . . . . . . . . . . . . . 5 (4,000) (4,000) (8,000) (12,000) (A4)
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Account Adjustments to Be
Amortized Life

Annual
Amount

Current
Year

Prior
Years Total Key

Patent. . . . . . . . . . . . . . . . . 10 2,500 2,500 5,000 7,500 (A5)
Bonds payable . . . . . . . . . 4 3,310 3,310 6,620 9,930 (A6)

Total amortizations . . . . $11,810 $11,810 $23,620 $ 35,430

Controlling retained
earnings adjustment . . . $18,896* (A3–A6)

NCI RE adjustment. . . . . . . 4,724** (A3–A6)

*$23,620� 80%¼ $18,896
**$23,620� 20%¼ $4,724

Worksheet 3-6 would be the source document for the formal consolidated statements
included in Exhibit 3-2.

Exhibit 3-2
Consolidated Financial Statements for Paulos Company

Paulos Company
Consolidated Income Statement

Period Ending December 31, 2016

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $700,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $380,000
Less operating expenses:

Depreciation expense (building $65,000þ equipment
$36,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $101,000

Other operating expenses (with patent amortization
$2,500). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,500 226,500

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $153,500
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,310*

Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $138,190

Distributed to noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . $ 17,638
Distributed to controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . $120,552

*Rounded down from $15,313 to tie to worksheet income

Paulos Company
Consolidated Retained Earnings Statement

Period Ending December 31, 2016

Controlling
Retained
Earnings

Noncontrolling
Interest

Balance, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . $714,552 $134,638
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,552 17,638
Dividends paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000)

Balance, December 31, 2016 . . . . . . . . . . . . . . . . . . . . . $835,104 $148,276

(continued)
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Paulos Company
Consolidated Balance Sheet

December 31, 2016

Assets Liabilities and Equity

Current assets: Current liabilities . . . . . . . . . . . . . . . $ 190,000
Cash . . . . . . . . . . . . . . . . . . . . . $ 452,000 Bonds payable

(6%, due December 31, 2018) . 200,000
Inventory . . . . . . . . . . . . . . . . . . 330,000 Discount on bonds payable . . . . . . . (6,620)

Total current assets. . . . . . . . . . . . . $ 782,000 Total liabilities . . . . . . . . . . . . . . . $ 383,380

Long-term assets:
Land . . . . . . . . . . . . . . . . . . . . . . $ 400,000
Buildings . . . . . . . . . . . . . . . . . . 1,600,000
Accumulated depreciation. . . . . (470,000) Stockholders’ equity:
Equipment . . . . . . . . . . . . . . . . . 530,000 Common stock. . . . . . . . . . . . . . . . . $1,500,000

Retained earnings . . . . . . . . . . . . . . 835,104

Accumulated depreciation. . . . . (172,000) Controlling interest. . . . . . . . . . . . $2,335,104

Patent (net) . . . . . . . . . . . . . . . . . 120,000 Noncontrolling interest . . . . . . . . 198,276

Goodwill . . . . . . . . . . . . . . . . . . 126,760

Total long-term assets . . . . . . . 2,134,760 Total equity. . . . . . . . . . . . . . . . $2,533,380

Total assets . . . . . . . . . . . . . . . . . . $2,916,760 Total liabilities and equity . . . . . . . . $2,916,760

R E F L E C T I O N
� There may be many asset (and possibly liability) adjustments resulting from the D&D

schedule. Each adjustment is distributed as a part of the elimination procedure.

� Most distribution adjustments will require amortization, each over the appropriate life.

The amortizations should be keyed to the distribution entry.

INTRAPERIOD PURCHASE UNDER THE SIMPLE
EQUITY METHOD
The accountant will be required to apply special procedures when consolidating a controlling
investment in common stock that is acquired during the fiscal year. The D&D schedule must
be based on the subsidiary stockholders’ equity on the interim purchase date, including the sub-
sidiary retained earnings balance on that date. Also, the consolidated income of the consoli-
dated company, as derived on the worksheet, is to include only subsidiary income earned
subsequent to the acquisition date.

Assume that Company S has the following trial balance on July 1, 2015, the date of an 80%
acquisition by Company P:

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

6
O B J E C T I V E

Demonstrate the worksheet

procedures used for

investments purchased

during the financial

reporting period.
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Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,000 225,000

If Company P requires Company S to close its nominal accounts as of July 1, Company S
would increase its retained earnings account by $13,000 with the following entries:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Assume Company P pays $106,400 for its 80% interest in Company S. Assume also that all
assets have fair values equal to book value and that any excess is attributed to goodwill. It is
assumed that the value of the NCI is proportional to the price paid by the parent for the con-
trolling interest. The value analysis would be as follows:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $133,000 $106,400 $26,600
Fair value of net assets excluding goodwill . . . . . . . . . . . . . . 108,000* 86,400 21,600

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000 $ 20,000 $ 5,000

*Common stock $50,000þ retained earnings ($45,000þ $18,000� $5,000)¼ $108,000

Based on the above information, the following D&D schedule is prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $133,000 $106,400 $ 26,600

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $108,000 $108,000 $108,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 86,400 $ 21,600

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . $ 25,000 $ 20,000 $ 5,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Goodwill $ 25,000 debit D1
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Proceeding to the end of the year, assume that the operations of Company S for the last six
months result in a net income of $20,000 and dividends of $5,000 are declared by Company S on
December 31. Worksheet 3-7, pages 166 to 167, includes Company S nominal accounts for only the
second 6-month period since the nominal accounts were closed on July 1. Company S Retained
Earnings shows the July 1, 2015, balance. The trial balance of Company P includes operations for
the entire year. The subsidiary income listed by Company P includes 80% of the subsidiary’s
$20,000 second six months’ income. Company P’s investment account balance shows the following:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $106,400
80% of subsidiary’s second six months’ income of $20,000 . . . . . . . . . . . . . . . . . . 16,000
80% of $5,000 dividends declared by subsidiary on December 31 . . . . . . . . . . . . (4,000)

Investment balance, December 31, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $118,400

In conformance with acquisition theory, the Consolidated Income Statement column of
Worksheet 3-7 includes only subsidiary income earned after the acquisition date. Likewise, only
subsidiary income earned after the purchase date is distributed to the NCI and controlling
interest. Income earned and dividends declared prior to the purchase date by Company S are
reflected in its July 1, 2015, retained earnings balance, of which the NCI is granted its share.
The notes to the statements would have to disclose what the income of the consolidated com-
pany would have been had the purchase occurred at the start of the year.

INTRAPERIOD PURCHASE UNDER THE
COST METHOD
There are only two variations of the procedures discussed in the preceding section if the cost
method is used by the parent company to record its investment in the subsidiary:

1. During the year of acquisition, the parent would record as income only its share of dividends
declared by the subsidiary. Thus, eliminating entries would be confined to the intercompany
dividends.

2. For years after the purchase, the cost-to-equity conversion adjustment would be based on
the change in the subsidiary retained earnings balance from the intraperiod purchase date to
the beginning of the year for which the worksheet is being prepared.

DISCLOSURE FOR AN INTRAPERIOD PURCHASE
A company’s consolidated income statement can only include subsidiary account amounts start-
ing on the acquisition date. Page 28 of Chapter 1 included Note 2 from Kellogg’s 2013 annual
report. Kellogg’s 2013 income statement included the results of Pringles only for the period
after May 31, 2012 (the date Pringles was acquired). It is, however, required that the footnotes
to the financial statements show what income would have been had the subsidiary (acquired
during the year) been consolidated for the entire reporting period. Refer back to Note 2 from
Kellogg’s 2013 annual report. The second financial display is the pro forma disclosure that
shows what income would have been had Pringles been consolidated for all of 2012. In a like
manner, since the 2011 income statement is included in the 2013 annual report, there must be
pro forma disclosure of what income would have been had Pringles been consolidated for all of
the 2011 fiscal year. In summary:

^ When a subsidiary is purchased during the year, the current year must include disclosure of
what income would have been for the year if the subsidiary had been consolidated for the
entire period.

^ For each period for which prior income statements are included in the annual report, there
must be disclosure of what consolidated income would have been had the subsidiary been
consolidated in those prior periods.

Worksheet 3-7: page 166
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R E F L E C T I O N
� Purchases during the year require the D&D schedule to be based on the subsidiary equity

on the ‘‘during the year’’ purchase date.

� The parent’s share of subsidiary income that was earned prior to the purchase date was

earned by stockholders that are not members of the consolidated company. The accounts

of the acquired company are included in the consolidated income statement starting on

the date of the acquisition.

� Disclosure is required as to what income would have been had the acquisition occurred

on the first day of the earliest year included in the comparative income statements.

SUMMARY: WORKSHEET TECHNIQUE
At this point, it is wise to review the overall mechanical procedures used to prepare a consoli-
dated worksheet. It will help you to have this set of procedures at your side for the first few
worksheets you do. Later, the process will become automatic. The following procedures are
designed to provide for both efficiency and correctness:

1. When recopying the trial balances, always sum them and make sure they balance before pro-
ceeding with the eliminations. At this point, you want to be sure that there are no errors in
transporting figures to the worksheet. An amazing number of students’ consolidated balance
sheets are out of balance because their trial balances did not balance from the start.

2. Carefully key all eliminations to aid future reference. You may want to insert a symbol, a lit-
tle ‘‘p’’ for parent or a little ‘‘s’’ for subsidiary, to identify each worksheet adjustment entry
that affects consolidated net income. Such an identification will make it easier to locate the
adjustments that must be posted later to the income distribution schedules. Recall that any
adjustment to income must be assigned to one of the company’s income distribution sche-
dules. (In this chapter, all adjustments are to the subsidiary IDS schedule.) This second step
will become particularly important in the next two chapters where there will be many adjust-
ments to income that will go to either the controlling or the NCI IDS schedule.

3. Sum the eliminations to be sure that they balance before you begin to extend the account totals.

4. Now that the eliminations are completed, cross foot account totals and then extend them to
the appropriate worksheet column. Extend each account in the order that it appears on the
trial balance. Do not select just the accounts needed for a particular statement. For example,
do not work only on the income statement. This can lead to errors. There may be some
accounts that you will forget to extend, and you may not be aware of the errors until your
Consolidated Balance Sheet column total fails to equal zero. Extending each account in
order assures that none will be overlooked and allows careful consideration of the appropri-
ate destination of each account balance.

5. Calculate consolidated net income.

6. Prepare income distribution schedules. Verify that the sum of the distributions equals the con-
solidated net income on the worksheet. Distribute the NCI in income to the NCI column and
distribute the controlling interest in income to the Controlling Retained Earnings column.

7. Sum the NCI column and extend that total to the Consolidated Balance Sheet column. Sum
the Controlling Retained Earnings column and extend that total to the Consolidated
Balance Sheet column as well.

8. Verify that the Consolidated Balance Sheet column total equals zero (or that the totals are
equal if two columns are used).
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GOODWILL IMPAIRMENT LOSSES
When circumstances indicate that the goodwill may have become impaired (see Chapter 1), the
remaining goodwill will be estimated. If the resulting estimate is less than the book value of the
goodwill, a goodwill impairment loss is recorded. The impairment loss is reported in the consoli-
dated income statement for the period in which it occurs. It is presented on a before-tax basis as
part of continuing operations and may appear under the caption ‘‘other gains and losses.’’

The parent company could handle the impairment loss in using one of two methods:

1. The parent could record its share of the impairment loss on its books and credit the investment
in subsidiary account. This would automatically reduce the excess available for distribution,
including the amount available for goodwill. This would mean that the impairment loss on
the controlling interest would already exist before consolidation procedures start. The NCI
share of the loss would be recorded on the worksheet. The summed loss would automatically
be extended to the Consolidated Income Statement column. Since the parent already recorded
its share of the loss, the NCI share would be a bottom line deduction from the NCI share of
consolidated income on the subsidiary IDS schedule.

2. The impairment loss could be recorded only on the consolidated worksheet. This would
adjust consolidated net income and produce a correct balance sheet. The only complication
affects consolidated worksheets in periods subsequent to the impairment. The investment
account, resulting goodwill, and the controlling retained earnings would be overstated.
Thus, on the worksheet, an adjustment reducing the goodwill account, the controlling
retained earnings, and the NCI would be needed.

Recall from Chapter 1, that small and medium-sized entities (SMEs) may elect to use IASB
accounting standards for SMEs. Under these standards, goodwill is amortized rather than being
subject to impairment procedures. Unless the company can defend a different life, the pre-
sumed life is 10 years.

The procedure used in this text will be to follow the first method (shown above) and directly
adjust the investment account on the parent’s books. This approach would mean the price used
in the D&D schedule would be reduced by the amount of the impairment.

The impairment test is based on adjusted subsidiary balance sheet amounts. The impairment
procedures are based on the subsidiary values as adjusted for distributions of excess. The impairment
test must use the sophisticated equity investment balance (simple equity balance less amortizations
of excess to date). For example, suppose Company P purchased an 80% interest in Company S in
2016 and the price resulted in total subsidiary goodwill of $165,000. On a future balance sheet date,
say December 31, 2018, the following information would apply to Company S:

Subsidiary book value based on acquisition date, amortized balances on
December 31, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000

Estimated fair value of Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Estimated fair value of net identifiable assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850,000

Determining if goodwill has been impaired would be calculated as shown here.

Subsidiary (adjusted for acquisition values) book value on December 31, 2018. . . . . $1,000,000
Estimated fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000

Because the investment amount exceeds the fair value, goodwill is impaired, and a loss must
be calculated.

The impairment loss would be calculated as follows:

Estimated fair value of Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 900,000
Estimated fair value of net identifiable assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850,000

Estimated goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Existing goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 165,000

Goodwill impairment loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(115,000)

7
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understanding of when
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The impairment entry on Company P’s books would be as follows:

Goodwill Impairment Loss (80%� $115,000). . . . . . . . . . . . . . . . . . . . . . . . 92,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000

The remaining $23,000 impairment loss applicable to the NCI would be entered on the conso-
lidated worksheet. The above example assumes that original goodwill was allocated 80%/20% on
the acquisition date based on the assumption that the value of the NCI was proportionate to the
price paid for the controlling interest. If that were not the case and the NCI share was less than 20%
of the total goodwill, the allocation percentage used in the above example would be adjusted.

I A S B P E R S P E C T I V E S
� Recall that including goodwill on the noncontrolling interest is optional under IFRS. If no

goodwill was recorded applicable to the noncontrolling interest, then impairment

testing and adjustment would only apply to the controlling interest share of goodwill.

R E F L E C T I O N
� When the fair value of a subsidiary is less than its consolidated balance sheet equity, any

goodwill arising from the acquisition is impaired, and a related loss must be recognized.

APPENDIX A: THE VERTICALWORKSHEET
This chapter has used the horizontal format for its worksheet examples. Columns for elimina-
tions and adjustments, consolidated income, NCI, controlling retained earnings, and the bal-
ance sheet are arranged horizontally in adjacent columns. This format makes it convenient to
extend account balances from one column to the next. This is the format that you used for trial
balance working papers in introductory and intermediate accounting. It is also the most com-
mon worksheet format used in practice. The horizontal format will be used in all nonappendix
worksheets in subsequent chapters and in all worksheet problems unless otherwise stated.

The alternative format is the vertical format. Rather than beginning the worksheet with the trial
balances of the parent and the subsidiary, this format begins with the completed income statements,
statements of retained earnings, and the balance sheets of the parent and subsidiary. This method,
which is seldom used in practice and harder to master, commonly has been used on the CPA Exam.

The vertical format is used in Worksheet 3-8 on pages 168 and 169. This worksheet is based
on the same facts used for Worksheet 3-6 (an equity method example for the second year of a
purchase with a complicated distribution of excess cost). Worksheet 3-8 is based on the determi-
nation and distribution of excess schedule shown on page 133.

Note that the original separate statements are stacked vertically upon each other. Be sure to
follow the carrydown procedure as it is applied to the separate statements. The net income from
the income statement is carried down to the retained earnings statement. Then, the ending
retained earnings balance is carried down to the balance sheet. Later, this same carrydown pro-
cedure is applied to the consolidated statements.

Understand that there are no differences in the elimination and adjustment procedures as a
result of this alternative format. Compare the elimination entries to those in Worksheet 3-6.
Even though there is no change in the eliminations, there are two areas of caution. First, the
order in which the accounts appear is reversed; that is, nominal accounts precede balance sheet

8
O B J E C T I V E

Consolidate a subsidiary

using vertical worksheet

format.

Worksheet 3-8: page 168
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accounts. This difference in order will require care in making eliminations. Second, the elimina-
tions to retained earnings must be made against the January 1 beginning balances, not the
December 31 ending balances. The ending retained earnings balances are never adjusted but are
derived after all eliminations have been made.

The complicated aspect of the vertical worksheet is the carrydown procedure used to create
the retained earnings statement and the balance sheet. Arrows are used in Worksheet 3-8 to
emphasize the carrydown procedure. Note that the net income line in the retained earnings
statement and the retained earnings lines on the balance sheet are never available to receive elim-
inations. These balances are always carried down. The net income balances are derived from the
same income distribution schedules used in Worksheet 3-6.

R E F L E C T I O N
� On vertical worksheets for consolidations subsequent to acquisition, the income

statement accounts appear at the top, followed by the retained earnings statement

accounts, and then the balance sheet accounts appear in the bottom section.

� Net income is carried down to the retained earnings section.

� Ending retained earnings is then carried down to the balance sheet section.

APPENDIX B: TAX-RELATED ADJUSTMENTS
Recall from Chapter 1 that a deferred tax liability results when the fair value of an asset may not be
used in future depreciation calculations for tax purposes. (This occurs when the acquisition is a tax-
free exchange to the seller.) In this situation, future depreciation charges for tax purposes must be
based on the book value of the asset, and a liability should be acknowledged in the determination
and distribution of excess schedule by creating a deferred tax liability account. Consider the follow-
ing determination and distribution of excess schedule for a subsidiary that has a building with a
book value for tax purposes of $120,000 and a fair value of $200,000. Assuming a tax rate of 30%,
there is a deferred tax liability of $24,000 ($80,000 excess of fair value over tax basis� 30%).

As is true in all determination and distribution of excess schedules, any remaining unallo-
cated value becomes goodwill. In the following example, the remaining unallocated value on
the determination and distribution of excess schedule is $44,000.

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent
Price (100%) NCI Value

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 600,000 $600,000 N/A

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $500,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . $100,000 $100,000

9
O B J E C T I V E

Explain the impact of tax-

related complications arising

on the purchase date.
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Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life Worksheet Key

Building ($200,000� $120,000) . . . . . . . . . . . . . . . . . . . . $ 80,000 $4,000 20 debit D1
Deferred tax liability (building), 30%� $80,000. . . . . . . . . (24,000) (1,200) 20 credit D2
Goodwill (balance) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000 debit D3

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

The worksheet entry to distribute the excess of cost over book value would be as follows:

Building (to fair value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Goodwill (balance of excess) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000

Deferred Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Investment in Subsidiary S (excess cost after elimination of subsidiary

equity). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Worksheet eliminations will be simpler if each deferred tax liability is recorded below the
asset to which it relates. It is possible that inventory could have a fair value in excess of its book
value used for tax purposes. This, too, would require the recognition of a deferred tax liability.

A second tax complication arises when the subsidiary has tax loss carryovers. To the extent
that the tax loss carryovers are not recorded or are reduced by a valuation allowance by the sub-
sidiary on its balance sheet, the carryovers may be an asset to be considered in the determination
and distribution of excess schedule. When a tax-free exchange occurs during the accounting per-
iod, a portion of the tax loss carryover may be used during that period.1 The amount that may
be used is the acquiring company’s tax liability for the year times the percentage of the year that
the companies were under common control. If, for example, the acquiring company’s tax liabi-
lity was $100,000 and the acquisition occurred on April 1, 3/4 of $100,000, or $75,000, of the
tax loss carryover could be utilized. The current portion of the tax loss carryover is recorded as
Current Deferred Tax Asset. Any remaining carryover is carried forward and recorded as a non-
current asset using the account, Noncurrent Deferred Tax Asset. If it is probable that the deferred
tax expense will not be fully realized, a contra-valuation allowance is provided.

Let us consider the example of a subsidiary that has the following tax loss carryovers on the
date of purchase:

Tax loss carryover to be used in current period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Tax loss carryover to be used in future periods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Assume that the parent has anticipated future tax liabilities against which the tax loss carry-
overs may be offset and has a 30% tax rate. The value analysis would be prepared as follows:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,118,750 $895,000 $223,750
Fair value of net assets excluding goodwill . . . . . . . . . . 987,500 790,000 197,500

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 131,250 $105,000 $ 26,250

1 Section 381(c) (1) (B) of the Federal Tax Code.
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Based on the information shown on page 145, the following D&D schedule is prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $1,118,750 $895,000 $223,750

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . $ 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 597,500

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 897,500 $897,500 $897,500

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $718,000 $179,500

Excess of fair value over book value . . . . . . . . . . . . . . . $ 221,250 $177,000 $ 44,250

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life Worksheet Key

Current deferred tax asset ($100,000� 30%). . . . . . . $ 30,000 1 debit D1
Noncurrent deferred tax asset ($200,000� 30%). . . . 60,000 debit D2
Goodwill ($1,118,750 fair – $987,500 book

value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 131,250 debit D3

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $221,250

Comprehensive Example.. Both of the preceding tax issues will complicate the consolidated
worksheet. Our example will consider the distribution of the tax adjustments on the worksheet
and the resulting amortization adjustments needed to calculate consolidated net income. We
will consider a nontaxable exchange with fixed asset and goodwill adjustments in addition to a
tax loss carryover.

Assume that Paro Company acquired an 80% interest in Sunstran Corporation on January 1,
2015. Paro expects to utilize $100,000 of tax loss carryovers in the current period and $250,000
in future periods.2 A building, which has a 20-year remaining life, is understated by $200,000.
The following value analysis was prepared:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . . . $1,237,500 $990,000 $247,500
Fair value of net assets excluding goodwill . . . . . . . . 1,045,000 836,000 209,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 192,500 $154,000 $ 38,500

2 Considers tax limitations and assumes full realizability of tax loss carryovers.
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Based on the information shown on page 146, the following D&D schedule is prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $1,237,500 $ 990,000 $247,500

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . $ 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 800,000 $ 800,000 $800,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 640,000 $160,000

Excess of fair value over book value . . . . . . . . . . . . . . . $ 437,500 $ 350,000 $ 87,500

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Current deferred tax asset ($100,000� 30% tax rate) $ 30,000 1 debit D1
Noncurrent deferred tax asset ($250,000� 30%). . . . 75,000 debit D2
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 $ 10,000 20 debit D3
Deferred tax liability ($200,000� 30% tax rate). . . . . (60,000) (3,000) 20 credit D3t
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 192,500 debit D4

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 437,500

Worksheet 3-9, pages 170 to 171, is the consolidated worksheet for Paro Company and it sub-
sidiary, Sunstran Corporation, at the end of 2015. Unlike previous worksheets, the nominal accounts
of both firms include a 30% provision for tax on internally generated net income. (Paro does not
include a tax on subsidiary income recorded.). The calculation of the tax liabilities for affiliated firms
is discussed further in Chapter 6. Paro’s internally generated income before tax is $800,000. The
30% tax provision would be $240,000. Only $210,000 is currently payable. The parent company is
aware of the $30,000 reduction of the tax liability made possible by the current portion of the DTA
included in the IDS schedule. On its separate statements, the parent company records the $30,000
as a temporary deferred tax liability (DTL). The parent’s tax entry was:

Provision for Tax ($800,000� 30%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000
Current Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000
Deferred Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

The procedures to eliminate the investment account are the same as for previous examples
using the equity method. In journal entry form, the eliminations are as follows:

(CY1) Eliminate subsidiary income recorded by parent company:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000

Investment in Sunstran . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000

(CY2) Eliminate dividends paid by Sunstran to Paro:
Investment in Sunstran . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Dividends Declared (by Sunstran) . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Worksheet 3-9: page 170
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(EL) Eliminate 80% of Sunstran equity against Investment in Sunstran:
Common Stock—Sunstran. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Paid-In Capital in Excess of Par—Sunstran . . . . . . . . . . . . . . . . . . . . . 240,000
Retained Earnings—Sunstran . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000

Investment in Sunstran . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 640,000

Distribute excess of cost over book value and adjustment to NCI:
(D1) Deferred Tax Liability (consumption of current DTA) . . . . . . . . . . . . . . 30,000
(D2) Noncurrent Deferred Tax Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
(D3) Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
(D3t) Deferred Tax Liability (applicable to building). . . . . . . . . . . . . . . . . 60,000
(D4) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 192,500
(D) Investment in Sunstran (noneliminated excess) . . . . . . . . . . . . . . . . 350,000
(NCI) Retained Earnings—Sunstran . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87,500

Amortize excess for current year as shown on the following schedule:
(A3) Expenses (for depreciation) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Accumulated Depreciation—Building . . . . . . . . . . . . . . . . . . . . . . . 10,000
(A3t) Deferred Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Provision for Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Amortizations of excess are made for the current year using the following schedule:

Account Adjustments to Be
Amortized Life

Amount
Annual

Current
Year

Prior
Years Total Key

Building 20 $10,000 $10,000 $10,000 (A3)
Deferred tax liability (building) 20 (3,000) (3,000) (3,000) (A3t)

Total (excluding inventory) $ 7,000 $ 7,000 $ 7,000

Notice that entry (D1) distributes $30,000 to the parent’s deferred tax liability account and
eliminates the temporary tax liability recorded by the parent. Entry (D2) records the noncurrent
portion of the tax loss carryforward as a deferred tax asset. Entry (D3) increases the building by
$200,000, and entry (D3t) records the deferred tax liability applicable to the building adjust-
ment. Entry (D4) records goodwill of $192,500.

As a result of the increase in the value of the building, entry (A3) increases the depreciation
for the building by $10,000. Given the 30% tax rate, entry (A3t) reduces the provision for tax
account by $3,000 as a result of the depreciation adjustment. This entry is not a reduction in the
current taxes payable. Instead, it is a reduction in the deferred tax liability recorded as part of the
distribution of excess [entry (D3)]. Remember that the deferred tax liability reflects the loss of
future tax deductions caused by the difference between the building’s higher fair value and its
lower book value on the date of the purchase. Thus, the net result of the entry is to record the
tax provision as if the deductions were allowable (for tax purposes) without changing the tax
payable for the current period. There is no amortization of the noncurrent deferred tax asset
since it is not used in the current period. All amortizations of excess and all tax adjustments
are carried to the subsidiary’s income distribution schedule. This is again the case since both
interests share in the allocation of the excess and, thus, share in its amortization.
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R E F L E C T I O N
� One of the assets that may be included in the purchase is a tax loss carryover. It should be

separated into its current and noncurrent components.

� When assets are part of a tax-free exchange, they must be accompanied by a deferred tax

liability equal to the value of the forfeited tax deduction.
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Worksheet 3-1

Simple Equity Method
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Investment in Company S 148,500

2

3

4 Patent

5 Other Assets (net of liabilities) 237,000 135,000

6 Common Stock ($10 par)—Company P (200,000)

7 Retained Earnings, January 1, 2015—Company P (123,000)

8 Common Stock ($10 par)—Company S (50,000)

9 Retained Earnings, January 1, 2015—Company S (70,000)

10 Revenue (100,000) (75,000)

11 Expenses 60,000 50,000

12 Patent Amortization Expense

13 Subsidiary Income (22,500)

14 Dividends Declared 10,000

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2015

21

Eliminations and Adjustments:

(CY1) Eliminate subsidiary income against the investment account.
(CY2) Eliminate dividends paid by subsidiary to parent. After (CY1) and (CY2), the investment account and subsidiary retained

earnings are at a common point in time. Then, elimination of the investment account can proceed.
(EL) Eliminate the pro rata share of Company S equity balances at the beginning of the year against the investment account.

The elimination of the parent’s share of subsidiary stockholders’ equity leaves only the noncontrolling interest in each element
of the equity.

(D)/(NCI) Distribute the $27,000 excess cost and $3,000 NCI adjustment as required by the D&D schedule on page 119.
In this example, Patent is recorded for $30,000.

(A) Amortize the resulting patents over the 10-year period. The current portion is $3,000 per year ($30,000/10 years).
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Worksheet 3-1 (see page 121)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

(CY2) 9,000 (CY1) 22,500 1

(EL) 108,000 2

(D) 27,000 3

(D) 30,000 (A) 3,000 27,000 4

372,000 5

(200,000) 6

(123,000) 7

(EL) 45,000 (5,000) 8

(EL) 63,000 (NCI) 3,000 (10,000) 9

(175,000) 10

110,000 11

(A) 3,000 3,000 12

(CY1) 22,500 13

(CY2) 9,000 1,000 14

172,500 172,500 15

(62,000) 16

2,200 (2,200) 17

59,800 (59,800) 18

(16,200) (16,200) 19

(182,800) (182,800) 20

0 21

Subsidiary Company S Income Distribution

Patent amortization . . . . . . . . . . . . (A) $3,000 Internally generated net income . . . . . . $25,000

Adjusted net income . . . . . . . . . . . . . . . $22,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,200

Parent Company P Income Distribution
Internally generated net income . . . . . . . $40,000
90%� Company S adjusted income of

$22,000 . . . . . . . . . . . . . . . . . . . . . . . 19,800
Controlling interest . . . . . . . . . . . . . . . . . $59,800
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Worksheet 3-2

Simple Equity Method, Second Year
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Investment in Company S 133,200

2

3 Patent

4 Other Assets (net of liabilities) 261,500 118,000

5 Common Stock ($10 par)—Company P (200,000)

6 Retained Earnings, January 1, 2016—Company P (185,500)

7 Common Stock ($10 par)—Company S (50,000)

8 Retained Earnings, January 1, 2016—Company S (85,000)

9

10 Revenue (100,000) (50,000)

11 Expenses 80,000 62,000

12 Patent Amortization

13 Subsidiary Loss 10,800

14 Dividends Declared 5,000

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2016

21

Eliminations and Adjustments:

(CY1) Eliminate controlling share of subsidiary loss.
(CY2) Eliminate dividends paid by subsidiary to parent. The investment account is now returned to its January 1, 2016 balance so that

elimination may proceed.
(EL) Using balances at the beginning of the year, eliminate 90% of the Company S equity balances against the remaining

investment account.
(D)/(NCI) Distribute the $30,000 excess cost as indicated by the D&D schedule that was prepared on the date of acquisition.

The amount is the $27,000 investment excess and the $3,000 NCI adjustment.
(A) Amortize the patent over the selected 10-year period. It is necessary to record the amortization for current and past periods,

because asset adjustments resulting from the consolidation process do not appear on the separate statements of the constituent
companies. Thus, entry (A) reduces Patent by $6,000 for the 2015 and 2016 amortizations. The amount for the current year
is expensed, while the cumulative amortization for prior years ($3,000) is deducted from the beginning controlling ($2,700)
and noncontrolling ($300) retained earnings accounts. The NCI shares in the adjustments because the NCI was adjusted for the
original asset adjustment.
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Worksheet 3-2 (see page 126)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

(CY1) 10,800 (EL) 121,500 1

(CY2) 4,500 (D) 27,000 2

(D) 30,000 (A) 6,000 24,000 3

379,500 4

(200,000) 5

(A) 2,700 (182,800) 6

(EL) 45,000 (5,000) 7

(EL) 76,500 (NCI) 3,000 (11,200) 8

(A) 300 9

(150,000) 10

142,000 11

(A) 3,000 3,000 12

(CY1) 10,800 13

(CY2) 4,500 500 14

172,800 172,800 15

(5,000) 16

(1,500) 1,500 17

6,500 (6,500) 18

(14,200) (14,200) 19

(189,300) (189,300) 20

0 21

Subsidiary Company S Income Distribution

Internally generated loss . . . . . . . . . . . . . . . . . . . $12,000

Patent amortization . . . . . . . . . . . . . . . . . (A) 3,000

Adjusted loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,500

Parent Company P Income Distribution
90%� Company S adjusted loss of

$15,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 13,500
Internally generated net income . . . . . . . . . . . . . . $20,000

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . $ 6,500
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Worksheet 3-3

Cost Method
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Investment in Company S 135,000

2

3 Patent

4 Other Assets (net of liabilities) 237,000 135,000

5 Common Stock ($10 par)—Company P (200,000)

6 Retained Earnings, January 1, 2015—Company P (123,000)

7 Common Stock ($10 par)—Company S (50,000)

8 Retained Earnings, January 1, 2015—Company S (70,000)

9 Revenue (100,000) (75,000)

10 Expenses 60,000 50,000

11 Patent Amortization

12 Subsidiary (Dividend) Income (9,000)

13 Dividends Declared 10,000

14 0 0

15 Consolidated Net Income

16 To NCI (see distribution schedule)

17 Balance to Controlling Interest (see distribution schedule)

18 Total NCI

19 Retained Earnings, Controlling Interest, December 31, 2015

20

Eliminations and Adjustments:

(CY2) Eliminate intercompany dividends.
(EL) Eliminate 90% of the Company S equity balances at the beginning of the year against the investment account.
(D)/(NCI) Distribute the $27,000 excess cost and the $3,000 NCI adjustment as indicated by the D&D schedule on page 119.
(A) Amortize the patent for the current year.
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Worksheet 3-3 (see page 128)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

(EL) 108,000 1

(D) 27,000 2

(D) 30,000 (A) 3,000 27,000 3

372,000 4

(200,000) 5

(123,000) 6

(EL) 45,000 (5,000) 7

(EL) 63,000 NCI 3,000 (10,000) 8

(175,000) 9

110,000 10

(A) 3,000 3,000 11

(CY2) 9,000 12

(CY2) 9,000 1,000 13

150,000 150,000 14

(62,000) 15

2,200 (2,200) 16

59,800 (59,800) 17

(16,200) (16,200) 18

(182,800) (182,800) 19

0 20

Subsidiary Company S Income Distribution

Patent amortization . . . . . . . . . . . . . . . . . . . . . . . . . (A) $3,000 Internally generated net income . . . . . . . . . . . . . . . $ 25,000
Adjusted net income . . . . . . . . . . . . . . . . . . . . . . . . $ 22,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,200

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . $ 40,000
90%� Company S adjusted income of

$22,000 . . . . . . . . . . . . . . . . . . . . . . . . . . 19,800
Controlling interest . . . . . . . . . . . . . . . . . . . . $59,800

155Chapter 3 CONSOLIDATED STATEMENTS: SUBSEQUENT TO ACQUISITION

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Worksheet 3-4

Cost Method, Second Year
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Investment in Company S 135,000

2

3 Patent

4 Other Assets (net of liabilities) 261,500 118,000

5 Common Stock ($10 par)—Company P (200,000)

6 Retained Earnings, January 1, 2016—Company P (172,000)

7 Common Stock ($10 par)—Company S (50,000)

8 Retained Earnings, January 1, 2016, Company S (85,000)

9

10 Revenue (100,000) (50,000)

11 Expenses 80,000 62,000

12 Patent Amortization

13 Subsidiary (Dividend) Income (4,500)

14 Dividends Declared 5,000

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2016

21

Eliminations and Adjustments:

(CV) Convert to simple equity method as of January 1, 2016.
(CY2) Eliminate the current-year intercompany dividends.
(EL) Eliminate 90% of the Company S equity balances at the beginning of the year against the investment account.
(D)/(NCI) Distribute the $30,000 excess cost as indicated by the D&D schedule that was prepared on the date of acquisition.

This includes the $27,000 excess and the $3,000 NCI adjustment.
(A) Amortize the patent for the current year and one previous year.
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Worksheet 3-4 (see page 129)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

(CV) 13,500 (EL) 121,500 1

(D) 27,000 2

(D) 30,000 (A) 6,000 24,000 3

379,500 4

(200,000) 5

(A) 2,700 (CV) 13,500 (182,800) 6

(EL) 45,000 (5,000) 7

(EL) 76,500 (NCI) 3,000 (11,200) 8

(A) 300 9

(150,000) 10

142,000 11

(A) 3,000 3,000 12

(CY2) 4,500 13

(CY2) 4,500 500 14

175,500 175,500 15

(5,000) 16

(1,500) 1,500 17

6,500 (6,500) 18

(14,200) (14,200) 19

(189,300) (189,300) 20

0 21

Subsidiary Company S Income Distribution

Internally generated loss . . . . . . . . . . . . . . . . . . . . . . . $12,000
Patent amortization . . . . . . . . . . . . . . . . . . . . . . (A) 3,000
Adjusted loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,500

Parent Company P Income Distribution

90%� Company S adjusted
loss of $15,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . $13,500

Internally generated net income . . . . . . . . . . . . . $20,000

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . $ 6,500
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Worksheet 3-5

Simple Equity Method, First Year
Paulos Company and Subsidiary Carlos Company
Worksheet for Consolidated Financial Statements
For the Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Paulos Carlos

1 Cash 80,000 50,000

2 Inventory 226,000 62,500

3 Land 200,000 150,000

4 Investment in Carlos 752,000

5

6

7

8 Buildings 800,000 600,000

9 Accumulated Depreciation (80,000) (315,000)

10 Equipment 400,000 150,000

11 Accumulated Depreciation (50,000) (70,000)

12 Patent (net) 112,500

13

14 Goodwill

15 Current Liabilities (100,000)

16 Bonds Payable (200,000)

17 Discount (Premium)

18

19 Common Stock—Carlos (100,000)

20 Paid-In Capital in Excess of Par—Carlos (150,000)

21 Retained Earnings, January 1, 2015—Carlos (250,000)

22

23 Common Stock—Paulos (1,500,000)

24 Retained Earnings, January 1, 2015—Paulos (600,000)

25

26 Sales (350,000) (200,000)

27 Cost of Goods Sold 150,000 80,000

28 Depreciation Expense—Buildings 40,000 15,000

29 Depreciation Expense—Equipment 20,000 20,000

30 Other Expenses 60,000 13,000

31 Interest Expense 12,000

32 Subsidiary Income (48,000)

33 Dividends Declared—Carlos 20,000

34 Totals 0 0

35 Consolidated Net Income

36 NCI Share

37 Controlling Share

38 Total NCI

39 Retained Earnings, Controlling Interest, December 31, 2015

40 Totals
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Worksheet 3-5 (see page 132)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

130,000 1

288,500 2

(D2) 50,000 400,000 3

(CY1) 48,000 4

(CY2) 16,000 5

(EL) 400,000 6

(D) 320,000 7

(D3) 200,000 1,600,000 8

(A3) 10,000 (405,000) 9

(D4) 20,000 530,000 10

(A4) 4,000 (116,000) 11

(D5) 25,000 135,000 12

(A5) 2,500 13

(D7) 126,760 126,760 14

(100,000) 15

(200,000) 16

(D6) 13,240 17

(A6) 3,310 9,930 18

(EL) 80,000 (20,000) 19

(EL) 120,000 (30,000) 20

(EL) 200,000 (130,000) 21

(NCI) 80,000 22

(1,500,000) 23

24

(600,000) 25

(550,000) 26

(D1) 5,000 235,000 27

(A3) 10,000 65,000 28

(A4) 4,000 36,000 29

(A5) 2,500 75,500 30

(A6) 3,310 15,310 31

(CY1) 48,000 32

(CY2) 16,000 4,000 33

903,810 903,810 34

(123,190) 35

8,638 (8,638) 36

114,552 (114,552) 37

(184,638) (184,638) 38

(714,552) (714,552) 39

0 40
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Eliminations and Adjustments:

(CY1) Eliminate subsidiary income against the investment account
(CY2) Eliminate dividends paid by subsidiary to parent. After (CY1) and (CY2), the investment

account and the subsidiary retained earnings are at the January 1 balances. Then, the
investment account can be eliminated.

(EL) Eliminate the controlling share of subsidiary equity balance (as of January 1) against the
investment account.
The elimination of the controlling share of subsidiary equity leaves only the NCI portion of each
subsidiary equity account.

(D)/(NCI) Distribute the $400,000 fair value excess (Paulos share¼ $320,000; NCI share¼ $80,000)
as follows:

(D1) Inventory is assumed to have been sold, adjust cost of goods sold.
(D2) Land.
(D3) Buildings
(D4) Equipment.
(D5) Patent.
(D6) Discount on Bonds Payable.
(D7) Goodwill.
(A) Amortize distributions as follows:

Account Adjustments to
Be Amortized Life

Annual
Amount

Current
Year

Prior
Years Total Key

Inventory . . . . . . . . . . . . 1 $ 5,000 $ 5,000 — $ 5,000 (D1)
Subject to amortization:
Buildings . . . . . . . . . . . . 20 $10,000 $10,000 — $10,000 (A3)
Equipment . . . . . . . . . . . 5 (4,000) (4,000) — (4,000) (A4)
Patent. . . . . . . . . . . . . . . 10 2,500 2,500 — 2,500 (A5)
Bonds payable . . . . . . . 4 3,310 3,310 — 3,310 (A6)

Total amortizations . . . . $11,810 $11,810 — $11,810

Controlling retained
earnings adjustment . N/A*

NCI retained earnings
adjustment. . . . . . . . . N/A*

*There is no retained earnings adjustment for the parent or for the NCI because this is the first year of the amortization of
excess.
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Subsidiary Carlos Company Income Distribution

Adjustment to cost of goods sold . . . . . . . . . . . . (D1) $ 5,000 Internally generated net income . . . . . . . . . . . . . . . . $60,000
Current-year amortizations of excess . . . . (A3–A6) 11,810

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $43,190
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,638

Parent Paulos Company Income Distribution

Internally generated net income . . . . . . . . . . . . . . $ 80,000
Controlling share of subsidiary (80%� $43,190) 34,552
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . $114,552
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Worksheet 3-6

Simple Equity Method, Second Year
Paulos Company and Subsidiary Carlos Company
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Paulos Carlos

1 Cash 292,000 160,000

2 Inventory 210,000 120,000

3 Land 200,000 150,000

4 Investment in Carlos 816,000

5

6

7

8 Buildings 800,000 600,000

9 Accumulated Depreciation (120,000) (330,000)

10 Equipment 400,000 150,000

11 Accumulated Depreciation (90,000) (90,000)

12 Patent (net) 100,000

13

14 Goodwill

15 Current Liabilities (150,000) (40,000)

16 Bonds Payable (200,000)

17 Discount (Premium)

18

19 Common Stock—Carlos (100,000)

20 Paid-In Capital in Excess of Par—Carlos (150,000)

21 Retained Earnings, January 1, 2016—Carlos (290,000)

22

23

24

25 Common Stock—Paulos (1,500,000)

26 Retained Earnings, January 1, 2016—Paulos (728,000)

27

28

29

30 Sales (400,000) (300,000)

31 Cost of Goods Sold 200,000 120,000

32 Depreciation Expense—Buildings 40,000 15,000

33 Depreciation Expense—Equipment 20,000 20,000

34 Other Expenses 90,000 33,000

35 Interest Expense 12,000

36 Subsidiary Income (80,000)

37 Dividends Declared—Carlos 20,000

38 Totals 0 0

39 Consolidated Net Income

40 NCI Share

41 Controlling Share

42 Total NCI

43 Retained Earnings, Controlling Interest, December 31, 2016

44 Totals
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Worksheet 3-6 (see page 135)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

452,000 1

330,000 2

(D2) 50,000 400,000 3

(CY1) 80,000 4

(CY2) 16,000 5

(EL) 432,000 6

(D) 320,000 7

(D3) 200,000 1,600,000 8

(A3) 20,000 (470,000) 9

(D4) 20,000 530,000 10

(A4) 8,000 (172,000) 11

(D5) 25,000 120,000 12

(A5) 5,000 13

(D7) 126,760 126,760 14

(190,000) 15

(200,000) 16

(D6) 13,240 17

(A6) 6,620 6,620 18

(EL) 80,000 (20,000) 19

(EL) 120,000 (30,000) 20

(EL) 232,000 (134,638) 21

(NCI) 80,000 22

(D1) 1,000 23

(A3–A6) 2,362 24

(1,500,000) 25

26

(D1) 4,000 27

(A3–A6) 9,448 28

(714,552) 29

(700,000) 30

320,000 31

(A3) 10,000 65,000 32

(A4) 4,000 36,000 33

(A5) 2,500 125,500 34

(A6) 3,310 15,310 35

(CY1) 80,000 36

(CY2) 16,000 4,000 37

983,620 983,620 38

(138,190) 39

17,638 (17,638) 40

120,552 (120,552) 41

(198,276) (198,276) 42

(835,104) (835,104) 43

0 44
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Eliminations and Adjustments:

(CY1) Eliminate subsidiary income against the investment account.
(CY2) Eliminate dividends paid by subsidiary to parent. After (CY1) and (CY2), the investment

account and the subsidiary retained earnings are at the January 1 balances. Then, the
investment account can be eliminated.

(EL) Eliminate the controlling share of subsidiary equity balance (as of January 1) against the
investment account. The elimination of the controlling share of subsidiary equity leaves only the
NCI portion of each subsidiary equity account.

(D) Distribute the $400,000 fair value excess as follows:
(D1) Prior-year inventory is sold, distribute 80%/20% to controlling interest and NCI

(subsidiary) retained earnings.
(D2) Land.
(D3) Buildings.
(D4) Equipment.
(D5) Patent.
(D6) Discount on Bonds Payable.
(D7) Goodwill.

(A) Amortize distributions as follows:

Account Adjustments to Be Amortized Life
Annual
Amount

Current
Year

Prior
Years Total Key

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 $ 5,000 $ — $ 5,000 $ 5,000 (D1)
Subject to amortization:
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20 $10,000 $10,000 $10,000 $20,000 (A3)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 (4,000) (4,000) (4,000) (8,000) (A4)
Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 2,500 2,500 2,500 5,000 (A5)
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . 4 3,310 3,310 3,310 6,620 (A6)

Total amortizations . . . . . . . . . . . . . . . . . . $11,810 $11,810 $11,810 $23,620
Controlling retained earnings adjustment

(80%� $11,810) . . . . . . . . . . . . . . . . . . $ 9,448 (A3–A6)
NCI retained earnings adjustment

(20%� $11,810) . . . . . . . . . . . . . . . . . . 2,362 (A3–A6)

164 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Subsidiary Carlos Company Income Distribution

Current-year amortizations of excess . . . . . . . (A3–A6) $11,810 Internally generated net income. . . . . . . . . . . . . . . $100,000
Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . $ 88,190
NCI share. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 17,638

Parent Paulos Company Income Distribution

Internally generated net income. . . . . . . . . . . . . . . $ 50,000
Controlling share of subsidiary

(80%� $88,190) . . . . . . . . . . . . . . . . . . . . . . . 70,552

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . $120,552
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Worksheet 3-7

Intraperiod Purchase; Subsidiary Books Closed on Purchase Date
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 187,600 87,500

2 Investment in Company S 118,400

3

4

5 Goodwill

6 Equipment 400,000 80,000

7 Accumulated Depreciation (200,000) (32,500)

8 Liabilities (60,000) (12,000)

9 Common Stock—Company P (250,000)

10 Retained Earnings, January 1, 2015—Company P (100,000)

11 Common Stock—Company S (50,000)

12 Retained Earnings, July 1, 2015—Company S (58,000)

13 Sales (500,000) (92,000)

14 Cost of Goods Sold 350,000 60,000

15 Expenses 70,000 12,000

16 Subsidiary Income (16,000)

17 Dividends Declared 5,000

18

19 0 0

20

21 Consolidated Net Income

22 To NCI (see distribution schedule)

23 Balance to Controlling Interest (see distribution schedule)

24 Total NCI

25 Retained Earnings, Controlling Interest, December 31, 2015

26

Eliminations and Adjustments:

(CY1) Eliminate the entries made in the investment in Company S account and in the subsidiary income account to record the
parent’s 80% controlling interest in the subsidiary’s second six months’ income.

(CY2) Eliminate intercompany dividends. This restores the investment account to its balance as of the July 1, 2015, investment date.
(EL) Eliminate 80% of the subsidiary’s July 1, 2015, equity balances against the balance of the investment account.
(D) Distribute the excess of cost over book value of $20,000 to Goodwill in accordance with the D&D schedule.
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Worksheet 3-7 (see page 140)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

275,100 1

(CY2) 4,000 (CY1) 16,000 2

(EL) 86,400 3

(D) 20,000 4

(D) 25,000 25,000 5

480,000 6

(232,500) 7

(72,000) 8

(250,000) 9

(100,000) 10

(EL) 40,000 (10,000) 11

(EL) 46,400 (NCI) 5,000 (16,600) 12

(592,000) 13

410,000 14

82,000 15

(CY1) 16,000 16

(CY2) 4,000 1,000 17

18

131,400 131,400 19

20

(100,000) 21

4,000 (4,000) 22

96,000 (96,000) 23

(29,600) (29,600) 24

(196,000) (196,000) 25

0 26

Subsidiary Company S Income Distribution

Internally generated net income (last six months) $20,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . $ 80,000
80%� Company S adjusted income of $20,000

(last six months). . . . . . . . . . . . . . . . . . . . . . 16,000

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . $ 96,000
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Worksheet 3-9

Equity Method, Tax Issues
Paro Company and Subsidiary Sunstran Corporation
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Paro Sunstran

1 Cash 330,000 30,000

2 Accounts Receivable (net) 354,000 95,000

3 Inventory 540,000 100,000

4 Land 100,000 30,000

5 Building 1,300,000 950,000

6 Accumulated Depreciation—Building (400,000) (300,000)

7 Noncurrent Deferred Tax Asset

8 Investment in Sunstran Corporation 1,058,000

9

10

11 Goodwill

12 Current Liabilities (248,000) (20,000)

13 Deferred Tax Liability (30,000)

14

15 Common Stock—Paro (510,000)

16 Retained Earnings, January 1, 2015, Paro (1,950,000)

17

18 Common Stock—Sunstran (100,000)

19 Paid-In Capital in Excess of Par—Sunstran (300,000)

20 Retained Earnings, January 1, 2015—Sunstran (400,000)

21

22 Sales (3,400,000) (900,000)

23 Cost of Goods Sold 2,070,000 600,000

24 Expenses 530,000 150,000

25

26 Subsidiary Income (84,000)

27 Provision for Tax 240,000 45,000

28

29 Dividends Declared 100,000 20,000

30 0 0

31 Consolidated Net Income

32 To NCI (see distribution schedule)

33 Balance to Controlling Interest (see distribution schedule)

34 Total NCI

35 Retained Earnings, Controlling Interest, December 31, 2015

36

170 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Worksheet 3-9 (see page 147)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

360,000 1

449,000 2

640,000 3

130,000 4

(D3) 200,000 2,450,000 5

(A3) 10,000 (710,000) 6

(D2) 75,000 75,000 7

(CY2) 16,000 (CY1) 84,000 8

(EL) 640,000 9

(D) 350,000 10

(D4) 192,500 192,500 11

(268,000) 12

(D1) (57,000) 13

(A3t) 3,000 (D3t) 60,000 14

(510,000) 15

(1,950,000) 16

17

(EL) 80,000 (20,000) 18

(EL) 240,000 (60,000) 19

(EL) 320,000 (NCI) 87,500 (167,500) 20

21

(4,300,000) 22

2,670,000 23

(A3) 10,000 690,000 24

25

(CY1) 84,000 26

(A3t) 3,000 282,000 27

28

(CY2) 16,000 4,000 100,000 29

1,250,500 1,250,500 30

(658,000) 31

13,600 (13,600) 32

644,400 (644,400) 33

(257,100) (257,100) 34

(2,494,400) (2,494,400) 35

0 36
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Eliminations and Adjustments:

(CY1) Eliminate the parent’s share of subsidiary income.
(CY2) Eliminate the current-year intercompany dividends. The investment account is adjusted now to

its January 1, 2015, balance so that it may be eliminated.
(EL) Eliminate the 80% ownership portion of the subsidiary equity accounts against the investment.

A $350,000 excess cost remains.
(D)/(NCI) Distribute the $350,000 excess cost and $87,500 NCI adjustment as follows, in accordance

with the determination and distribution of excess schedule:
(D1) Record the current portion of tax loss carryover used this period.
(D2) Record the noncurrent portion of the tax loss carryover.
(D3) Increase the building by $200,000.
(D3t) Record the deferred tax liability related to the building increase.
(D4) Record the goodwill.
(A3) Record the annual increase in building depreciation; $200,000 net increase in

the building divided by its 20-year life equals $10,000.
(A3t) Reduce the provision for tax account by 30% of the increase in depreciation

expense ($3,000).

Subsidiary Sunstran Corporation Income Distribution

Building depreciation . . . . . . . . . . . . . . . . (A3) $10,000 Internally generated net income . . . . . . . . . . . . . . . $ 105,000
Current tax carryover. . . . . . . . . . . . . (D1) 30,000 Decrease in tax provision (A3t) . . . . . . . . . . . 3,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 68,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $013,600

Parent Paro Company Income Distribution

Internally generated net income . . . . . . . . . . . . . . . $ 590,000
80%� Sunstran Corporation adjusted

income of $68,000. . . . . . . . . . . . . . . . . . . . . . . 54,400
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . $644,400
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UNDERSTANDING THE ISSUES

1. A parent company paid $500,000 for a 100% interest in a subsidiary. At the end of
the first year, the subsidiary reported net income of $40,000 and paid $5,000 in divi-
dends. The price paid reflected understated equipment of $70,000, which will be
amortized over 10 years. What would be the subsidiary income reported on the par-
ent’s unconsolidated income statement, and what would the parent’s investment
balance be at the end of the first year under each of these methods?

a. The simple equity method
b. The sophisticated equity method
c. The cost method

2. What is meant by date alignment? Does it exist on the consolidated worksheet under
the following methods, and if not, how is it created prior to elimination of the invest-
ment account under each of these methods?

a. The simple equity method
b. The sophisticated equity method
c. The cost method

3. What is the noncontrolling share of consolidated net income? Does it reflect adjust-
ments based on fair values at the purchase date? How has it been displayed in income
statements in the past, and how should it be displayed?

4. A parent company acquired an 80% interest in a subsidiary on July 1, 2015. The sub-
sidiary closed its books on that date. The subsidiary reported net income of $60,000
for 2015, earned evenly during the year. The parent’s net income, exclusive of any
income of the subsidiary, was $140,000. The fair value of the subsidiary exceeded
book value by $100,000. The entire difference was attributed to a patent with a
10-year life.

a. What is consolidated net income for 2015?
b. What is the noncontrolling share of net income for 2015?

5. A parent company acquired an 80% interest in a subsidiary on January 1, 2015, at a
price high enough to result in goodwill. Included in the assets of the subsidiary are
inventory with a book value of $50,000 and a fair value of $55,000 and equipment
with a book value of $100,000 and a fair value of $160,000. The equipment has a
5-year remaining life. What impact would the inventory and equipment, acquired in
the acquisition, have on consolidated net income in 2015 and 2016?

6. You are working on a consolidated trial balance of a parent and an 80% owned sub-
sidiary. What components will enter into the total noncontrolling interest, and how
will it be displayed in the consolidated balance sheet?

7. It seems as if consolidated net income is always less than the sum of the parent’s and
subsidiary’s separately calculated net incomes. Is it possible that the consolidated net
income of the two affiliated companies could actually exceed the sum of their indivi-
dual net incomes?

EXERCISES

Exercise 1 (LO 1) Compare alternative methods for recording income. Cardinal
Company acquires an 80% interest in Huron Company common stock for $420,000 cash on
January 1, 2015. At that time, Huron Company has the following balance sheet:
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Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $ 60,000 Accounts payable . . . . . . . . . . . . . . $ 60,000
Land. . . . . . . . . . . . . . . . . . . . . . 100,000 Common stock ($5 par) . . . . . . . . . . 50,000
Equipment . . . . . . . . . . . . . . . . . 350,000 Paid-in capital in excess of par . . . . 100,000
Accumulated depreciation . . . . (150,000) Retained earnings . . . . . . . . . . . . . . 150,000

Total assets. . . . . . . . . . . . . . . $ 360,000 Total liabilities and equity . . . . . . $360,000

Appraisals indicate that accounts are fairly stated except for the equipment, which has a fair
value of $240,000 and a remaining life of five years. Any remaining excess is goodwill.

Huron Company experiences the following changes in retained earnings during 2015 and
2016:

Retained earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Net income, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Dividends paid in 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000) 40,000

Balance, December 31, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,000
Net income, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 45,000
Dividends paid in 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000) 35,000

Balance, December 31, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $225,000

Prepare a determination and distribution of excess schedule for the investment in Huron
Company (a value analysis is not needed). Prepare journal entries that Cardinal Company
would make on its books to record income earned and/or dividends received on its investment
in Huron Company during 2015 and 2016 under the following methods: simple equity, sophis-
ticated equity, and cost.

Exercise 2 (LO 1) Alternative investment models, more complex D&D. Mast Cor-
poration acquires a 75% interest in the common stock of Shaw Company on January 1, 2014,
for $462,500 cash. Shaw has the following balance sheet on that date:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $ 80,000 Current liabilities . . . . . . . . . . . . . . . $ 50,000
Inventory . . . . . . . . . . . . . . . . . . 40,000 Common stock ($5 par) . . . . . . . . . . 50,000
Land. . . . . . . . . . . . . . . . . . . . . . 100,000 Paid-in capital in excess of par . . . . 150,000
Buildings and equipment (net) . . 200,000 Retained earnings . . . . . . . . . . . . . . 200,000
Patent. . . . . . . . . . . . . . . . . . . . . 30,000

Total assets. . . . . . . . . . . . . . . $450,000 Total liabilities and equity . . . . . . $450,000

Appraisals indicate that the book values for inventory, buildings and equipment, and patent
are below fair values. The inventory has a fair value of $50,000 and is sold during 2014. The
buildings and equipment have an appraised fair value of $300,000 and a remaining life of 20
years. The patent, which has a 10-year life, has an estimated fair value of $50,000. Any remain-
ing excess is goodwill.

Shaw Company reports the following income earned and dividends paid during 2014 and
2015:

Retained earnings, January 1, 2014. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Net income, 2014. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000
Dividends paid in 2014. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000) 50,000

Balance, December 31, 2014 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Net income, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 48,000
Dividends paid in 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000) 28,000

Balance, December 31, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $278,000
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Prepare a determination and distribution of excess schedule (a value analysis is not needed)
for the investment in Shaw Company and determine the balance in Investment in Shaw Com-
pany on Mast Corporation’s books as of December 31, 2015, under the following methods that
could be used by the parent, Mast Corporation: simple equity, sophisticated equity, and cost.

Exercise 3 (LO 2) Equity method, first year, eliminations, statements. Parker
Company acquires an 80% interest in Sargent Company for $300,000 in cash on January 1,
2015, when Sargent Company has the following balance sheet:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . $ 50,000
Depreciable fixed assets (net) . . 200,000 Common stock ($10 par). . . . . . . . . 100,000

Retained earnings . . . . . . . . . . . . . . 150,000

Total assets. . . . . . . . . . . . . . . $300,000 Total liabilities and equity . . . . . . $300,000

The excess of the price paid over book value is attributable to the fixed assets, which have a
fair value of $250,000, and to goodwill. The fixed assets have a 10-year remaining life. Parker
Company uses the simple equity method to record its investment in Sargent Company.

The following trial balances of the two companies are prepared on December 31, 2015:

Parker Sargent

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 130,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (106,000) (20,000)
Investment in Sargent Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 316,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (40,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (100,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 75,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a determination and distribution of excess schedule (a value analysis is not needed)
for the investment.

2. Prepare all the eliminations and adjustments that would be made on the 2015 consolidated
worksheet.

3. Prepare the 2015 consolidated income statement and its related income distribution
schedules.

4. Prepare the 2015 statement of retained earnings.
5. Prepare the 2015 consolidated balance sheet.

Exercise 4 (LO 2) Equity method, second year, eliminations, income statement. The
trial balances of Parker and Sargent companies of Exercise 3 for December 31, 2016, are pre-
sented as follows:

Parker Sargent

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000 115,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (130,000) (40,000)
Investment in Sargent Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)

(continued)
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Parker Sargent

Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (260,000) (170,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 85,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Parker Company continues to use the simple equity method.

1. Prepare all the eliminations and adjustments that would be made on the 2016 consolidated
worksheet.

2. Prepare the 2016 consolidated income statement and its related income distribution
schedules.

Exercise 5 (LO 4) Sophisticated equity method, first year, eliminations, state-

ments. (Note: Read carefully, as this is not the same as Exercise 3.) Parker Company acquires an
80% interest in Sargent Company for $300,000 on January 1, 2015, when Sargent Company
has the following balance sheet:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . $ 50,000
Depreciable fixed assets . . . . . . 200,000 Common stock ($10 par). . . . . . . . . 100,000

Retained earnings . . . . . . . . . . . . . . 150,000

Total assets. . . . . . . . . . . . . . . $300,000 Total liabilities and equity . . . . . . $300,000

The excess of the price paid over book value is attributable to the fixed assets, which have a
fair value of $250,000, and to goodwill. The fixed assets have a 10-year remaining life. Parker
uses the sophisticated equity method to record the investment in Sargent Company.

The following trial balances of the two companies are prepared on December 31, 2015:

Parker Sargent

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 130,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (106,000) (20,000)
Investment in Sargent Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 312,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (40,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (100,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 75,000
Subsidiary Income (from Sargent Company). . . . . . . . . . . . . . . . . . . . . . . (16,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. If you did not solve Exercise 3, prepare a determination and distribution of excess schedule
for the investment (a value analysis is not needed).

2. Prepare all the eliminations and adjustments that would be made on the 2015 consolidated
worksheet.

3. If you did not solve Exercise 3, prepare the 2015 consolidated income statement and its
related income distribution schedule.
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4. If you did not solve Exercise 3, prepare the 2015 statement of retained earnings.
5. If you did not solve Exercise 3, prepare the 2015 consolidated balance sheet.

Exercise 6 (LO 4) Sophisticated equity method, second year, eliminations,

income statement. The trial balances of Parker and Sargent companies of Exercise 5 for
December 31, 2016, are presented as follows:

Parker Sargent

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000 115,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (130,000) (40,000)
Investment in Sargent Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 312,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (256,000) (170,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 85,000
Subsidiary Income (from Sargent Company). . . . . . . . . . . . . . . . . . . . . . . (8,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Parker Company continues to use the sophisticated equity method.

1. Prepare all the eliminations and adjustments that would be made on the 2016 consolidated
worksheet.

2. If you did not solve Exercise 4, prepare the 2016 consolidated income statement and its
related income distribution schedules.

Exercise 7 (LO 3) Cost method, first year, eliminations, statements. (Note: Read
carefully, as this is not the same as Exercise 3 or 5.) Parker Company acquires an 80% interest in
Sargent Company for $300,000 in cash on January 1, 2015, when Sargent Company has the
following balance sheet:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . $ 50,000
Depreciable fixed assets . . . . . . 200,000 Common stock ($10 par). . . . . . . . . 100,000

Retained earnings . . . . . . . . . . . . . . 150,000

Total assets. . . . . . . . . . . . . . . $300,000 Total liabilities and equity . . . . . . $300,000

The excess of the price paid over book value is attributable to the fixed assets, which have a
fair value of $250,000, and to goodwill. The fixed assets have a 10-year remaining life. Parker
Company uses the cost method to record its investment in Sargent Company.

The following trial balances of the two companies are prepared on December 31, 2015:

Parker Sargent

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 130,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (106,000) (20,000)
Investment in Sargent Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (40,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)

(continued)
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Parker Sargent

Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (100,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 75,000
Dividend Income (from Sargent Company) . . . . . . . . . . . . . . . . . . . . . . . . (4,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. If you did not solve Exercise 3 or 5, prepare a determination and distribution of excess
schedule for the investment (a value analysis is not needed).

2. Prepare all the eliminations and adjustments that would be made on the 2015 consolidated
worksheet.

3. If you did not solve Exercise 3 or 5, prepare the 2015 consolidated income statement and its
related income distribution schedules.

4. If you did not solve Exercise 3 or 5, prepare the 2015 statement of retained earnings.
5. If you did not solve Exercise 3 or 5, prepare the 2015 consolidated balance sheet.

Exercise 8 (LO 3) Cost method, second year, eliminations, income statement. The
trial balances of Parker and Sargent companies of Exercise 7 for December 31, 2016, are pre-
sented as follows:

Parker Sargent

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000 115,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (130,000) (40,000)
Investment in Sargent Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (244,000) (170,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 85,000
Dividend Income (from Sargent Company) . . . . . . . . . . . . . . . . . . . . . . . . (8,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Parker Company continues to use the cost method.

1. Prepare all the eliminations and adjustments that would be made on the 2016 consolidated
worksheet.

2. If you did not solve Exercise 4 or 6, prepare the 2016 consolidated income statement and its
related income distribution schedules.

Exercise 9 (LO 5) Amortization procedures, several years. Whitney Company
acquires an 80% interest in Masters Company common stock on January 1, 2015. Appraisals of
Masters’ assets and liabilities are performed, and Whitney ends up paying an amount that is
greater than the fair value of Masters’ net assets and reflects a premium to achieve control. The
fair value of the NCI is $235,000. The following partial determination and distribution of
excess schedule is created on January 1, 2015, to assist in putting together the consolidated
financial statements:
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Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,335,000 $1,100,000 $235,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . 150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 600,000 $ 600,000 $600,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 480,000 $120,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . . $ 735,000 $ 620,000 $115,000

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,250
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 3
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 20
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 172,500 5
Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500 10
Trademark . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10
Discount on bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500 5
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 186,250

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 735,000

Prepare amortization schedules for the years 2015, 2016, 2017, and 2018.

Exercise 10 (LO 6) Acquisition during the year, elimination entries, income

statement. Kraus Company has the following balance sheet on July 1, 2016:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $200,000 Current liabilities . . . . . . . . . . . . . . . $100,000
Equipment (net) . . . . . . . . . . . . . 300,000 Common stock ($10 par). . . . . . . . . 100,000

Retained earnings . . . . . . . . . . . . . . 300,000

Total assets. . . . . . . . . . . . . . . $500,000 Total liabilities and equity . . . . . . $500,000

On July 1, 2016, Neiman Company purchases 80% of the outstanding common stock of Kraus
Company for $310,000. Any excess of book value over cost is attributed to the equipment, which
has an estimated 5-year life. Kraus Company closes its books before the acquisition on July 1.

On December 31, 2016, Neiman Company and Kraus Company prepare the following
trial balances:

Neiman
Kraus

(July 1–Dec. 31)

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 220,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 300,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . (140,000) (20,000)
Investment in Kraus Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 310,000

(continued)
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Neiman
Kraus

(July 1–Dec. 31)

Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (70,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Retained Earnings, July 1, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (430,000) (300,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000 45,000
General Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 25,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a determination and distribution of excess schedule for the investment (a value
analysis is not needed).

2. Prepare all the eliminations and adjustments that would be made on the December 31,
2016, consolidated worksheet.

3. Prepare the 2016 consolidated income statement and its related income distribution
schedules.

Exercise 11 (LO 7) Impairment loss. Albers Company acquires an 80% interest in Barker
Company on January 1, 2015, for $850,000. The following determination and distribution of
excess schedule is prepared at the time of purchase:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,062,500 $850,000 $212,500

Less book value of interest acquired:
Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 600,000 $600,000 $600,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $480,000 $120,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . $ 462,500 $370,000 $ 92,500

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000 $ 10,000 20 debit D1
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 262,500 debit D2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 462,500

Albers uses the simple equity method for its investment in Barker. As of December 31,
2019, Barker has earned $200,000 since it was purchased by Albers. Barker pays no dividends
during 2015–2019.

On December 31, 2019, the following values are available:

Fair value of Barker’s identifiable net assets (100%) . . . . . . . . . . . . . . . . . . . . . . . . . . $ 900,000
Estimated fair value of Barker Company (net of liabilities) . . . . . . . . . . . . . . . . . . . . . 1,000,000

Determine if goodwill is impaired. If not, explain your reasoning. If so, calculate the loss on
impairment.
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(continued)

APPENDIX EXERCISES

Exercise 3B-1 (LO 9) D&D for nontaxable exchange. Rainman Corporation is consid-
ering the acquisition of Largo Company through the acquisition of Largo’s common stock.
Rainman Corporation will issue 20,000 shares of its $5 par common stock, with a fair value of
$25 per share, in exchange for all 10,000 outstanding shares of Largo Company’s voting com-
mon stock.

The acquisition meets the criteria for a tax-free exchange as to the seller. Because of this,
Rainman Corporation will be limited for future tax returns to the book value of the depreciable
assets. Rainman Corporation falls into the 30% tax bracket.

The appraisal of the assets of Largo Company shows that the inventory has a fair value of
$120,000, and the depreciable fixed assets have a fair value of $270,000 and a 10-year life. Any
remaining excess is attributed to goodwill. Largo Company has the following balance sheet just
before the acquisition:

Largo Company
Balance Sheet

December 31, 2015

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . $ 40,000 Current liabilities . . . . . . . . . . . $ 70,000
Accounts receivable . . . . . . . 150,000 Bonds payable . . . . . . . . . . . . 100,000
Inventory . . . . . . . . . . . . . . . . 100,000 Stockholders’ equity:
Depreciable fixed assets (net) 210,000 Common stock ($10 par). . . $100,000

Retained earnings . . . . . . . . 230,000 330,000

Total assets . . . . . . . . . . . . . . $500,000 Total liabilities and equity . . . . $500,000

1. Record the acquisition of Largo Company by Rainman Corporation.
2. Prepare a value analysis and a determination and distribution of excess schedule.
3. Prepare the elimination entries that would be made on the consolidated worksheet on the

date of acquisition.

Exercise 3B-2 (LO 9) D&D and income statement for nontaxable exchange. Lucy
Company issues securities with a fair value of $468,000 for a 90% interest in Diamond Com-
pany on January 1, 2015, at which time Diamond Company has the following balance sheet:

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . $ 50,000 Current liabilities . . . . . . . . . . . . . . . $ 70,000
Inventory . . . . . . . . . . . . . . . . . . 80,000 Common stock ($5 par) . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . 20,000 Paid-in capital in excess of par . . . . 130,000
Building (net) . . . . . . . . . . . . . . . 200,000 Retained earnings . . . . . . . . . . . . . . 50,000

Total assets. . . . . . . . . . . . . . . $350,000 Total liabilities and equity . . . . . . $350,000

It is believed that the inventory and the building are undervalued by $20,000 and $50,000,
respectively. The building has a 10-year remaining life; the inventory on hand on January 1,
2015, is sold during the year. The deferred tax liability associated with the asset revaluations is
to be reflected in the consolidated statements. Each company has an income tax rate of 30%.
Any remaining excess is goodwill.

The separate income statements of the two companies prepared for 2015 are as follows:

Lucy Diamond

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 400,000 $150,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (90,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000 $ 60,000
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Lucy Diamond

General expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000) (25,000)
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (15,000)

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 90,000 $ 20,000
Subsidiary income (90%� $14,000 subsidiary net income) . . . . . . . . . . 12,600

Net income before income tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 102,600 $ 20,000
Provision for tax (does not include tax on subsidiary income) . . . . . . . . . . (27,000) (6,000)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,600 $ 14,000

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment.

2. Prepare the 2015 consolidated income statement and its related income distribution
schedules.

Exercise 3B-3 (LO 9) D&D for nontaxable exchange with tax loss carryforward.
Palto issues 20,000 of its $5 par value common stock shares, with a fair value of $35 each, for a
100% interest in Sword Company on January 1, 2015. The balance sheet of Sword Company
on that date is as follows:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . $ 50,000
Buildings and equipment (net) . . 300,000 Common stock ($5 par) . . . . . . . . . . 250,000

Retained earnings . . . . . . . . . . . . . . 100,000

Total assets. . . . . . . . . . . . . . . $400,000 Total liabilities and equity . . . . . . $400,000

On the purchase date, the buildings and equipment are understated $50,000 and have a
remaining life of 10 years. Sword has tax loss carryovers of $200,000. They are believed to be
fully realizable at a tax rate of 30%. $40,000 of the tax loss carryovers will be utilized in 2015.
The purchase is a tax-free exchange. The tax rate applicable to all transactions is 30%. Any
remaining excess is attributed to goodwill.

Prepare a value analysis and a determination and distribution of excess schedule for this
investment.

PROBLEMS

Problem 3-1 (LO 1) Alternative investment account methods, effect on elimina-

tions. On January 1, 2015, Port Company acquires 8,000 shares of Solvo Company by issuing
10,000 of its common stock shares with a par value of $10 per share and a fair value of $70 per
share. The price paid reflects a control premium. The market value of the shares owned by the
NCI is $80 per share. At the time of the purchase, Solvo has the following balance sheet:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $100,000 Current liabilities . . . . . . . . . . . . . . . $ 80,000
Investments . . . . . . . . . . . . . . . . 150,000 Bonds payable . . . . . . . . . . . . . . . . 250,000
Land. . . . . . . . . . . . . . . . . . . . . . 120,000 Common stock ($10 par). . . . . . . . . 100,000
Building (net) . . . . . . . . . . . . . . . 350,000 Paid-in capital in excess of par . . . . 200,000
Equipment (net) . . . . . . . . . . . . . 160,000 Retained earnings . . . . . . . . . . . . . . 250,000

Total assets. . . . . . . . . . . . . . . $880,000 Total liabilities and equity . . . . . . $880,000

Appraisals indicate that book values are representative of fair values with the exception of
the land and building. The land has a fair value of $180,000, and the building is appraised at
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$450,000. The building has an estimated remaining life of 20 years. Any remaining excess is
goodwill.

The following summary of Solvo’s retained earnings applies to 2015 and 2016:

Balance, January 1, 2015. . . . . . . . . . . . . . . . . . . $250,000
Net income for 2015. . . . . . . . . . . . . . . . . . . . . 60,000
Dividends paid in 2015. . . . . . . . . . . . . . . . . . . (10,000)

Balance, December 31, 2015 . . . . . . . . . . . . . . . $300,000
Net income for 2016. . . . . . . . . . . . . . . . . . . . . 50,000
Dividends paid in 2016. . . . . . . . . . . . . . . . . . . (10,000)

Balance, December 31, 2016 . . . . . . . . . . . . . . . $340,000

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Solvo Company. As a part of the schedule, indicate annual amortization of
excess adjustments.

2. For 2015 and 2016, prepare the entries that Port would make concerning its investment in
Solvo under the simple equity, sophisticated equity, and cost methods You may want to set
up a worksheet with side-by-side columns for each method so that you can easily compare
the entries.

3. For 2015 and 2016, prepare the worksheet elimination that would be made on a consoli-
dated worksheet under the simple equity, sophisticated equity, and cost methods. You may
want to set up a worksheet with side-by-side columns for each method so that you can easily
compare the entries.

Problem 3-2 (LO 2) Simple equity method adjustments, consolidated work-

sheet. On January 1, 2015, Paro Company purchases 80% of the common stock of Solar
Company for $320,000. Solar has common stock, other paid-in capital in excess of par, and
retained earnings of $50,000, $100,000, and $150,000, respectively. Net income and dividends
for two years for Solar are as follows:

2015 2016

Net income . . . . . . . . . . . . . . . . . . . . . . $60,000 $90,000
Dividends. . . . . . . . . . . . . . . . . . . . . . . . 20,000 30,000

On January 1, 2015, the only undervalued tangible assets of Solar are inventory and the
building. Inventory, for which FIFO is used, is worth $10,000 more than cost. The inventory is
sold in 2015. The building, which is worth $30,000 more than book value, has a remaining life
of 10 years, and straight-line depreciation is used. The remaining excess of cost over book value
is attributed to goodwill.

1. Using this information and the information in the following trial balances on December 31,
2016, prepare a value analysis and a determination and distribution of excess schedule:

Paro
Company

Solar
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000 180,000
Investment in Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 50,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 320,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (60,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Other Intangibles. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (40,000)

(continued)
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Paro
Company

Solar
Company

Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock—Paro Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Other Paid-In Capital in Excess of Par—Paro Company . . . . . . . . . . . . . . (100,000)
Retained Earnings—Paro Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (214,000)
Common Stock—Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Other Paid-In Capital in Excess of Par—Solar Company. . . . . . . . . . . . . . (100,000)
Retained Earnings—Solar Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (190,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (520,000) (450,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 260,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (72,000)
Dividends Declared—Paro Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Dividends Declared—Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

2. Complete a worksheet for consolidated financial statements for 2016. Include columns for
eliminations and adjustments, consolidated income, NCI, controlling retained earnings,
and consolidated balance sheet.

Problem 3-3 (LO 4) Sophisticated equity method adjustments, consolidated

worksheet. (This is the same as Problem 3-2, except that the sophisticated equity method is
used.) On January 1, 2015, Paro Company purchases 80% of the common stock of Solar Com-
pany for $320,000. On this date, Solar has common stock, other paid-in capital in excess of
par, and retained earnings of $50,000, $100,000, and $150,000, respectively. Net income and
dividends for two years for Solar Company are as follows:

2015 2016

Net income . . . . . . . . . . . . . . . . . . . . . . $60,000 $90,000
Dividends. . . . . . . . . . . . . . . . . . . . . . . . 20,000 30,000

On January 1, 2015, the only undervalued tangible assets of Solar are inventory and the
building. Inventory, for which FIFO is used, is worth $10,000 more than cost. The inventory is
sold in 2015. The building, which is worth $30,000 more than book value, has a remaining life
of 10 years, and straight-line depreciation is used. The remaining excess of cost over book value
is attributable to goodwill.

The trial balances for Paro and Solar are as follows:

Paro
Company

Solar
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000 180,000
Investment in Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Note 1
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 50,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 320,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (60,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Other Intangibles. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (40,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
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Paro
Company

Solar
Company

Common Stock—Paro Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Other Paid-In Capital in Excess of Par—Paro Company . . . . . . . . . . . . . . (100,000)
Retained Earnings—Paro Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (203,600)
Common Stock—Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Other Paid-In Capital in Excess of Par—Solar Company. . . . . . . . . . . . . . (100,000)
Retained Earnings—Solar Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (190,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (520,000) (450,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 260,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Note 1
Dividends Declared—Paro Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Dividends Declared—Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Note 1: To be calculated.

1. Prepare a value analysis and a determination and distribution of excess schedule.
2. Paro Company carries the investment in Solar Company under the sophisticated equity

method. In general journal form, record the entries that would be made to apply the equity
method in 2015 and 2016.

3. Compute the balance that should appear in Investment in Solar Company and in Subsidiary
Income on December 31, 2016 (the second year). Fill in these amounts on Paro Company’s
trial balance for 2016.

4. Complete a worksheet for consolidated financial statements for 2016. Include columns for
eliminations and adjustments, consolidated income, NCI, controlling retained earnings,
and consolidated balance sheet.

Problem 3-4 (LO 3) Cost method, consolidated statements. The trial balances of
Charles Company and its subsidiary, Lehto, Inc., are as follows on December 31, 2017:

Charles Lehto

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 590,000 130,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,805,000 440,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (405,000) (70,000)
Investment in Lehto, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (225,000)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,040,000) (15,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (230,000) (170,000)
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (460,000) (210,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 170,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

On January 1, 2015, Charles Company exchanges 20,000 shares of its common stock, with
a fair value of $20 per share, for all the outstanding stock of Lehto, Inc. Fixed assets with a
10-year life are understated by $50,000. Any excess of cost over book value is attributed to
goodwill. The stockholders’ equity of Lehto, Inc., on the purchase date is as follows:

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 15,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
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1. Prepare a determination and distribution of excess schedule for the investment. (A value
analysis schedule is not needed.)

2. Prepare the 2017 consolidated statements, including the income statement, retained earn-
ings statement, and balance sheet. (A worksheet is not required.)

Problem 3-5 (LO 3) Cost method, worksheet, statements. Bell Corporation pur-
chases all of the outstanding stock of Stockdon Corporation for $220,000 in cash on January 1,
2017. On the purchase date, Stockdon Corporation has the following condensed balance sheet:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . $ 60,000 Liabilities . . . . . . . . . . . . . . . . . . . . . $150,000
Inventory . . . . . . . . . . . . . . . . . . 40,000 Common stock ($10 par). . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . 120,000 Paid-in capital in excess of par . . . . 50,000
Building (net) . . . . . . . . . . . . . . . 180,000 Retained earnings . . . . . . . . . . . . . . 100,000

Total assets. . . . . . . . . . . . . . . $400,000 Total liabilities and equity . . . . . . $400,000

Any excess of book value over cost is attributable to the building, which is currently
overstated on Stockdon’s books. All other assets and liabilities have book values equal to fair
values. The building has an estimated 10-year life with no salvage value.

The trial balances of the two companies on December 31, 2017, appear as follows:

Bell Stockdon

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000 143,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 30,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 120,000
Building (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 162,000
Investment in Stockdon Corporation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (405,000) (210,000)
Common Stock ($3 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (50,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (255,000) (100,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (210,000) (40,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 35,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 10,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a determination and distribution of excess schedule for the investment. (A value
analysis is not needed.)

2. Prepare the 2017 consolidated worksheet. Include columns for the eliminations and adjust-
ments, the consolidated income statement, the controlling retained earnings, and the conso-
lidated balance sheet.

3. Prepare the 2017 consolidated statements, including the income statement, retained earn-
ings statement, and balance sheet.

Problem 3-6 (LO 2) Equity method, 80% interest, worksheet, statements. Sandin
Company prepares the following balance sheet on January 1, 2015:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $ 50,000 Liabilities . . . . . . . . . . . . . . . . . . . . . $140,000
Land. . . . . . . . . . . . . . . . . . . . . . 75,000 Common stock ($10 par). . . . . . . . . 100,000
Buildings . . . . . . . . . . . . . . . . . . 350,000 Paid-in capital in excess of par . . . . 120,000

Required

Required
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Assets Liabilities and Equity

Accumulated depreciation—

buildings . . . . . . . . . . . . . . . . (140,000)
Retained earnings (deficit). . . . . . . . (25,000)

Total assets. . . . . . . . . . . . . . . $ 335,000 Total liabilities and equity . . . . . . $335,000

On this date, Prescott Company purchases 8,000 shares of Sandin Company’s outstanding
stock for a total price of $270,000. Also on this date, the buildings are understated by $40,000
and have a 10-year remaining life. Any remaining discrepancy between the price paid and book
value is attributed to goodwill. Since the purchase, Prescott Company has used the simple
equity method to record the investment and its related income.

Prescott Company and Sandin Company prepare the following separate trial balances on
December 31, 2016:

Prescott Sandin

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000 115,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 75,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 590,000 350,000
Accumulated Depreciation—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . (265,000) (182,000)
Investment in Sandin Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 294,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (175,000) (133,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (503,000) 15,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (360,000) (120,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 179,000 50,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 45,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment.

2. Prepare the 2016 consolidated worksheet. Include columns for the eliminations and adjust-
ments, the consolidated income statement, the NCI, the controlling retained earnings, and
the consolidated balance sheet. Prepare supporting income distribution schedules.

3. Prepare the 2016 consolidated statements including the income statement, retained earnings
statement, and the balance sheet.

Problem 3-7 (LO 6) Intraperiod purchase, 80% interest, worksheet, statements.
Jeter Corporation purchases 80% of the outstanding stock of Super Company for $275,000 on
July 1, 2015. Super Company has the following stockholders’ equity on July 1, 2015:

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Retained earnings, July 1, 2015 . . . . . . . . . . . . . . . . . . 50,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000

The fair values of Super’s assets and liabilities agree with the book values, except for the
equipment and the building. The equipment is undervalued by $10,000 and is thought to have
a 5-year life; the building is undervalued by $50,000 and is thought to have a 20-year life.
The remaining excess of cost over book value is attributable to goodwill. Jeter Corporation uses
the simple equity method to record its investments.

Since the purchase date, both firms have operated separately, and no intercompany transac-
tions have occurred. Super Company closes its books on the date of acquisition.

Required
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The separate trial balances of the firms on December 31, 2015, are as follows:

Jeter
Corporation

Super
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 296,600 91,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 90,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,000 135,000
Accumulated Depreciation—Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 150,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . (115,000) (60,000)
Investment in Super Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 284,600
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (480,000) (150,000)
Common Stock ($100 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (251,600)
Retained Earnings, July 1, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (460,000) (60,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 30,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 24,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,600)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment.

2. Prepare the 2015 consolidated worksheet. Include columns for the eliminations and adjust-
ments, the consolidated income statement, the NCI, the controlling retained earnings, and
the consolidated balance sheet. Prepare supporting income distribution schedules as well.

3. Prepare the 2015 consolidated statements, including the income statement, retained earn-
ings statement, and balance sheet.

Problem 3-8 (LO 3, 5) Cost method, 80% interest, worksheet, several adjust-

ments. Detner International purchases 80% of the outstanding stock of Hardy Company for
$1,600,000 on January 1, 2015. At the purchase date, the inventory, equipment, and patents of
Hardy Company have fair values of $10,000, $50,000, and $100,000, respectively, in excess of
their book values. The other assets and liabilities of Hardy Company have book values equal to
their fair values. The inventory is sold during the month following the purchase. The two com-
panies agree that the equipment has a remaining life of eight years and the patents 10 years. On
the purchase date, the owners’ equity of Hardy Company is as follows:

Common stock ($10 stated value) . . . . . . . . . . . . . . . . $1,000,000
Additional paid-in capital in excess of par . . . . . . . . . 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,700,000

During 2015 and 2016, Hardy Company has income and pays dividends as follows:

Income Dividends

2015 . . . . . . . . . . . . . . . . . . . . $ 90,000 $30,000
2016 . . . . . . . . . . . . . . . . . . . . 150,000 30,000

The trial balances of the two companies as of December 31, 2017, shown on page 189.

Required
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(continued)

Detner
International

Hardy
Company

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 632,000 505,000
Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,320,000 940,000
Patents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 35,000
Other Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,620,000 730,000
Investment in Hardy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,600,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (658,000) (205,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000)
Additional Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200,000) (300,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,255,000) (580,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (905,000) (425,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 470,000 170,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 100,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (24,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 30,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

The remaining excess of cost over book value is attributable to goodwill.

1. Prepare the original value analysis and a determination and distribution of excess schedule
for the investment.

2. Prepare the consolidated worksheet for December 31, 2017. Include columns for the elimi-
nations and adjustments, the consolidated income statement, the controlling retained earn-
ings, and the consolidated balance sheet.

Use the following information for Problems 3-9 through 3-13:
Paulcraft Corporation builds large powerboats. On January 1, 2015, Paulcraft acquires
Switzer Corporation, a company that manufactures smaller power boats. Paulcraft pays
cash in exchange for Switzer common stock. Switzer has the following balance sheet on
January 1, 2015:

Switzer Corporation
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . $ 82,000 Current liabilities . . . . . . . . . . . . . . $ 90,000
Inventory . . . . . . . . . . . . . . . . . 40,000 Bonds payable . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . 60,000 Common stock ($1 par) . . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . 200,000 Paid-in capital in excess of par . . . 90,000
Accumulated depreciation . . . (50,000) Retained earnings . . . . . . . . . . . . . 112,000
Equipment . . . . . . . . . . . . . . . . 100,000
Accumulated depreciation . . . (30,000)

Total assets. . . . . . . . . . . . . . $402,000 Total liabilities and equity . . . . . $402,000

Appraisal values for identifiable assets and liabilities are as follows:

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . $ 82,000
Inventory (sold during 2015). . . . . . . . . . . . . . . . . . . 38,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Buildings (20-year life) . . . . . . . . . . . . . . . . . . . . . . . 280,000
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Equipment (5-year life). . . . . . . . . . . . . . . . . . . . . . . . 100,000
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Bonds payable (5-year life) . . . . . . . . . . . . . . . . . . . . 96,000

Any remaining excess is attributed to goodwill.

Problem 3-9 (LO 2, 5) 100%, equity method worksheet, several adjustments,

third year, bargain. Refer to the preceding information for Paulcraft’s acquisition of Swit-
zer’s common stock. Assume that Paulcraft pays $420,000 for 100% of Switzer common stock.
Paulcraft uses the simple equity method to account for its investment in Switzer. Paulcraft and
Switzer have the following trial balances on December 31, 2017:

Paulcraft Switzer

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 110,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 55,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 86,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Switzer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 515,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (72,000)
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (102,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (90,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (385,000) (182,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 210,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 15,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 14,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 68,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Switzer.

2. Complete a consolidated worksheet for Paulcraft Corporation and its subsidiary Switzer
Corporation as of December 31, 2017. Prepare supporting amortization and income distri-
bution schedules.

Problem 3-10 (LO 3, 5) 100%, cost method worksheet, several adjustments, third

year. Refer to the preceding information for Paulcraft’s acquisition of Switzer’s common
stock. Assume that Paulcraft pays $480,000 for 100% of Switzer common stock. Paulcraft uses
the cost method to account for its investment in Switzer. Paulcraft and Switzer have the follow-
ing trial balances on December 31, 2017 as shown on page 191.
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Paulcraft Switzer

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 110,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 55,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 86,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Switzer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (72,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (102,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (90,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (315,000) (182,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 210,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 15,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 14,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 68,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Switzer.

2. Complete a consolidated worksheet for Paulcraft Corporation and its subsidiary Switzer
Corporation as of December 31, 2017. Prepare supporting amortization and income distri-
bution schedules.

Problem 3-11 (LO 3, 5) 80%, equity method worksheet, several adjustments,

third year. Refer to the preceding common information for Paulcraft’s acquisition of Swit-
zer’s common stock. Assume that Paulcraft pays $440,000 for 80% of Switzer common stock.
Paulcraft uses the simple equity method to account for its investment in Switzer. Paulcraft and
Switzer have the following trial balances on December 31, 2017:

Paulcraft Switzer

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 138,000 110,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 55,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 86,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Switzer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 516,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (72,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (102,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (90,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (371,000) (182,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)

(continued)
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Paulcraft Switzer

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 210,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 15,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 14,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 68,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (28,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Switzer.

2. Complete a consolidated worksheet for Paulcraft Corporation and its subsidiary Switzer
Corporation as of December 31, 2017. Prepare supporting amortization and income distri-
bution schedules.

Problem 3-12 (LO 3, 5) 80%, cost method worksheet, several adjustments, first

year. Refer to the preceding information for Paulcraft’s acquisition of Switzer’s common
stock. Assume that Paulcraft pays $400,000 for 80% of Switzer common stock. Paulcraft uses
the cost method to account for its investment in Switzer. Paulcraft and Switzer have the follow-
ing trial balances on December 31, 2015:

Paulcraft Switzer

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 178,000 81,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 35,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 52,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Switzer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (60,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (75,000) (44,000)
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000) (88,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (90,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (112,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (750,000) (300,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 180,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 14,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 54,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Switzer.

2. Complete a consolidated worksheet for Paulcraft Corporation and its subsidiary Switzer
Corporation as of December 31, 2015. Prepare supporting amortization and income distri-
bution schedules.
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Problem 3-13 (LO 3, 5) 70%, cost method worksheet, several adjustments, third

year. Refer to the preceding information for Paulcraft’s acquisition of Switzer’s common
stock. Assume that Paulcraft pays $420,000 for 70% of Switzer common stock. Paulcraft uses
the cost method to account for its investment in Switzer. Paulcraft and Switzer have the follow-
ing trial balances on December 31, 2017:

Paulcraft Switzer

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,000 110,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 55,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 86,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Switzer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 420,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (72,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (102,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (90,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (315,000) (182,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 210,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 15,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 14,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 68,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Switzer.

2. Complete a consolidated worksheet for Paulcraft Corporation and its subsidiary Switzer
Corporation as of December 31, 2017. Prepare supporting amortization and income distri-
bution schedules.

Use the following information for Problems 3-14 through 3-18:
Fast Cool Company and Fast Air Company are both manufacturers of air conditioning
equipment. On January 1, 2015, Fast Cool acquires the common stock of Fast Air by
exchanging its own $1 par, $20 fair value common stock. On the date of acquisition, Fast
Air has the following balance sheet:

Fast Air Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . $ 40,000 Current liabilities . . . . . . . . . . . . . . $ 30,000
Inventory . . . . . . . . . . . . . . . . . 60,000 Mortgage payable . . . . . . . . . . . . 200,000
Land. . . . . . . . . . . . . . . . . . . . . 50,000 Common stock ($1 par). . . . . . . . . 100,000
Buildings . . . . . . . . . . . . . . . . . 400,000 Paid-in capital in excess of par . . . 200,000
Accumulated depreciation . . . (50,000) Retained earnings . . . . . . . . . . . . . 180,000
Equipment . . . . . . . . . . . . . . . . 150,000
Accumulated depreciation . . . (30,000)
Patent (net) . . . . . . . . . . . . . . . . 40,000
Goodwill . . . . . . . . . . . . . . . . . 50,000

Total assets. . . . . . . . . . . . . . $710,000 Total liabilities and equity . . . . . $710,000

Required

(continued)
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Fast Cool requests that an appraisal be done to determine whether the book value of
Fast Air’s net assets reflect their fair values. The appraiser determines that several intangi-
ble assets exist, although they are unrecorded. If the intangible assets do not have an
observable market, the appraiser estimates their value. The appraiser determines the fol-
lowing fair values and estimates:

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000
Inventory (sold during 2015). . . . . . . . . . . . . . . . . . . 65,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Buildings (20-year life) . . . . . . . . . . . . . . . . . . . . . . . 500,000
Equipment (5-year life). . . . . . . . . . . . . . . . . . . . . . . . 100,000
Patent (5-year life) . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Mortgage payable (5-year life) . . . . . . . . . . . . . . . . . 205,000
Favorable purchase contract (2-year life) . . . . . . . . . 10,000

Any remaining excess is attributed to goodwill.

Problem 3-14 (LO 2, 5) 100%, complicated excess, equity method, first year. Refer
to the preceding information for Fast Cool’s acquisition of Fast Air’s common stock. Assume
Fast Cool issues 40,000 shares of its $20 fair value common stock for 100% of Fast Air’s com-
mon stock. Fast Cool uses the simple equity method to account for its investment in Fast Air.
Fast Cool and Fast Air have the following trial balances on December 31, 2015:

Fast Cool Fast Air

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 147,000 37,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000
Investment in Fast Air . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 837,500
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (176,000) (67,500)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (68,000) (54,000)
Patent (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (40,000)
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,500,000) (200,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (180,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (400,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000 210,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 17,500
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 24,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 85,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (47,500)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Fast Air.

2. Complete a consolidated worksheet for Fast Cool Company and its subsidiary Fast Air
Company as of December 31, 2015. Prepare supporting amortization and income distribu-
tion schedules.

Problem 3-15 (LO 2, 5) 100%, complicated excess, equity method, second

year. Refer to the preceding information for Fast Cool’s acquisition of Fast Air’s common
stock. Assume Fast Cool issues 40,000 shares of its $20 fair value common stock for 100%
of Fast Air’s common stock. Fast Cool uses the simple equity method to account for its invest-
ment in Fast Air. Fast Cool and Fast Air have the following trial balances on December 31,
2016:

Fast Cool Fast Air

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 396,000 99,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 95,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000
Investment in Fast Air . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 895,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (85,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (78,000)
Patent (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (50,000)
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,500,000) (200,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (680,500) (217,500)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (500,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000 260,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 17,500
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 24,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 115,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (67,500)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Fast Air.

2. Complete a consolidated worksheet for Fast Cool Company and its subsidiary Fast Air
Company as of December 31, 2016. Prepare supporting amortization and income distribu-
tion schedules.

Problem 3-16 (LO 2, 5) 100% bargain, complicated equity method, second

year. Refer to the preceding information for Fast Cool’s acquisition of Fast Air’s common
stock. Assume Fast Cool issues 25,000 shares of its $20 fair value common stock for 100%
of Fast Air’s common stock. Fast Cool uses the simple equity method to account for its invest-
ment in Fast Air. Fast Cool and Fast Air have the following trial balances on December 31,
2016, shown on page 196.

Required

Required
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Fast Cool Fast Air

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 396,000 99,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 95,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000
Investment in Fast Air . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 595,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (85,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (78,000)
Patent (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (50,000)
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (85,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,215,000) (200,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (680,500) (217,500)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (500,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000 260,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 17,500
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 24,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 115,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (67,500)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Fast Air.

2. Complete a consolidated worksheet for Fast Cool Company and its subsidiary Fast Air
Company as of December 31, 2016. Prepare supporting amortization and income distribu-
tion schedules.

Problem 3-17 (LO 2, 5) 80%, first year, equity method, complicated excess. Refer
to the preceding information for Fast Cool’s acquisition of Fast Air’s common stock. Assume
Fast Cool issues 35,000 shares of its $20 fair value common stock for 80% of Fast Air’s com-
mon stock. Fast Cool uses the simple equity method to account for its investment in Fast Air.
Fast Cool and Fast Air have the following trial balances on December 31, 2015:

Fast Cool Fast Air

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000 37,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000
Investment in Fast Air . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 730,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (176,000) (67,500)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (68,000) (54,000)
Patent (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (40,000)
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)

Required

196 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Fast Cool Fast Air

Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (95,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,405,000) (200,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (180,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (400,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000 210,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 17,500
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 24,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 85,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (38,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Fast Air.

2. Complete a consolidated worksheet for Fast Cool Company and its subsidiary Fast Air
Company as of December 31, 2015. Prepare supporting amortization and income distribu-
tion schedules.

Problem 3-18 (LO 2, 5) 80%, second year, equity method, complicated excess.
Refer to the preceding information for Fast Cool’s acquisition of Fast Air’s common stock.
Assume Fast Cool issues 35,000 shares of its $20 fair value common stock for 80% of Fast Air’s
common stock. Fast Cool uses the simple equity method to account for its investment in Fast
Air. Fast Cool and Fast Air have the following trial balances on December 31, 2016:

Fast Cool Fast Air

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 392,000 99,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 95,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000
Investment in Fast Air . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 776,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (85,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (78,000)
Patent (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (50,000)
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (95,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,405,000) (200,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (671,000) (217,500)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (500,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000 260,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 17,500
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 24,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 115,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (54,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Fast Air.

2. Complete a consolidated worksheet for Fast Cool Company and its subsidiary Fast Air
Company as of December 31, 2016. Prepare supporting amortization and income distribu-
tion schedules.

APPENDIX PROBLEMS

Problem 3A-1 (LO 2, 8) Simple equity method adjustments, vertical consolidated

worksheet. (Same as Problem 3-2 except vertical format worksheet is used.) On January 1,
2015, Paro Company purchases 80% of the common stock of Solar Company for $320,000.
On this date, Solar has common stock, other paid-in capital in excess of par, and retained earn-
ings of $50,000, $100,000, and $150,000, respectively. Net income and dividends for two years
for Solar Company are as follows:

2015 2016

Net income . . . . . . . . . . . . . . . . . . . . . . $60,000 $90,000
Dividends. . . . . . . . . . . . . . . . . . . . . . . . 20,000 30,000

On January 1, 2015, the only undervalued tangible assets of Solar are inventory and the
building. Inventory, for which FIFO is used, is worth $10,000 more than cost. The inventory is
sold in 2015. The building, which is worth $30,000 more than book value, has a remaining life
of 10 years, and straight-line depreciation is used. The remaining excess of cost over book value
is attributable to goodwill.

1. Using this information or the information in the following statements for the year ended
December 31, 2016, prepare a determination and distribution of excess schedule.

2. Complete the vertical worksheet for consolidated financial statements for 2016.

Statement—Accounts
Paro

Company
Solar

Company

Income Statement:
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (520,000) (450,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 260,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (72,000)
Noncontrolling Interest in Income . . . . . . . . . . . . . . . . . . . . . . . . .

Net Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (172,000) (90,000)

Retained Earnings Statement:
Balance, January 1, 2016—Paro Company. . . . . . . . . . . . . . . . . (214,000)
Balance, January 1, 2016—Solar Company . . . . . . . . . . . . . . . . (190,000)
Net Income (from above) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (172,000) (90,000)
Dividends Declared—Paro Company . . . . . . . . . . . . . . . . . . . . . . 50,000
Dividends Declared—Solar Company . . . . . . . . . . . . . . . . . . . . . 30,000

Balance, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . (336,000) (250,000)

Consolidated Balance Sheet:
Inventory, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000 180,000
Investment in Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 50,000
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Statement—Accounts
Paro

Company
Solar

Company

Building and Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 320,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (60,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Other Intangibles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (40,000)
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock—Paro Company. . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Other Paid-In Capital in Excess of Par—Paro Company . . . . . . . . (100,000)
Common Stock—Solar Company . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Other Paid-In Capital in Excess of Par—Solar Company. . . . . . . . (100,000)
Retained Earnings, December 31, 2016 (from above) . . . . . . . . . (336,000) (250,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Problem 3A-2 (LO 2, 6, 8) Equity method, later period, vertical worksheet, sev-

eral excess adjustments. Baker Enterprises purchases an 80% interest in Kohlenberg Inter-
national for $850,000 on January 1, 2015. The estimated fair value of the NCI is $190,000. On
the purchase date, Kohlenberg International has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . $150,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

$750,000

Also on the purchase date, it is determined that Kohlenberg International’s assets are under-
stated as follows:

Equipment, 10-year remaining life . . . . . . . . . . . . . . $80,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Building, 20-year remaining life . . . . . . . . . . . . . . . . 60,000

The remaining excess of cost over book value is attributed to goodwill. The following sum-
marized statements of Baker Enterprises and Kohlenberg International are for the year ended
December 31, 2017:

Baker
Enterprises

Kohlenberg
International

Income Statements:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (650,000) (320,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000 240,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 70,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000 30,000
Subsidiary (Income)/Loss . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Net (Income)/Loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . (139,000) 20,000

Retained Earnings:
Retained Earnings, January 1, 2017—Baker . . . . . . . . . (625,000)
Retained Earnings, January 1, 2017—Kohlenberg . . . . (460,000)

(continued)
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Baker
Enterprises

Kohlenberg
International

Net (Income)/Loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (139,000) 20,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Retained Earnings, December 31, 2017. . . . . . . . . . . (764,000) (430,000)

Balance Sheets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 288,000 170,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000 400,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000 150,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000 500,000
Accumulated Depreciation—Building . . . . . . . . . . . . . . . (345,000) (360,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 250,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . (135,000) (90,000)
Investment in Kohlenberg International . . . . . . . . . . . . . . 874,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (248,000) (40,000)
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock—Baker . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200,000)
Common Stock—Kohlenberg . . . . . . . . . . . . . . . . . . . . . (150,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . (200,000)
Retained Earnings, December 31, 2017. . . . . . . . . . . . . (764,000) (430,000)

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Using the vertical format, prepare a consolidated worksheet for December 31, 2017. Precede
the worksheet with a value analysis and a determination and distribution of excess schedule.
Include income distribution schedules to allocate the consolidated net income to the noncon-
trolling and controlling interests.

Suggestion: Remember that all adjustments to retained earnings are to beginning retained
earnings, and it is the beginning balance of the subsidiary retained earnings account that is sub-
ject to elimination. Carefully follow the ‘‘carrydown’’ procedure to calculate the ending retained
earnings balances.

Problem 3A-3 (LO 5, 8) Cost method, later period, vertical worksheets. Harvard
Company purchases a 90% interest in Bart Company for $720,000 on January 1, 2015. The
investment is accounted for under the cost method. At the time of the purchase, a building
owned by Bart is understated by $180,000; it has a 20-year remaining life on the purchase date.
The remaining excess is attributed to goodwill. The stockholders’ equity of Bart Company on
the purchase date is as follows:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . $350,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $550,000

The following summarized statements are for the year ended December 31, 2016. (Credit
balance amounts are in parentheses.)

Harvard Bart

Income Statements:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (580,000) (280,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 285,000 155,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 55,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000 30,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,000)

Net Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (92,000) (40,000)
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Harvard Bart

Retained Earnings Statements:
Retained Earnings, January 1, 2016—Harvard . . . . . . . . . . . . . . . . . . . . . (484,000)
Retained Earnings, January 1, 2016—Bart. . . . . . . . . . . . . . . . . . . . . . . . . (320,000)
Net Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (92,000) (40,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Retained Earnings, December 31, 2016 . . . . . . . . . . . . . . . . . . . . . . . (556,000) (350,000)

Balance Sheets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 330,000 170,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000 340,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 99,000 150,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 500,000
Accumulated Depreciation—Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (380,000) (360,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000 250,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . (190,000) (90,000)
Investment in Bart Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (123,000) (60,000)
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock—Harvard . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000)
Paid-In Capital in Excess of Par—Harvard. . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Common Stock—Bart . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (350,000)
Retained Earnings, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . (556,000) (350,000)

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Using the vertical format, prepare a consolidated worksheet for December 31, 2016. Precede
the worksheet with a value analysis and a determination and distribution of excess schedule.
Include income distribution schedules to allocate the consolidated net income to the noncon-
trolling and controlling interests.

Suggestion: Remember that all adjustments to retained earnings are to beginning retained
earnings, and it is the beginning balance of the subsidiary retained earnings account that is sub-
ject to elimination. One of the adjustments to the parent retained earnings account is the cost-
to-equity conversion entry. Be sure to follow the carrydown procedure to calculate the ending
retained earnings balances.

Problem 3B-1 (LO 9) D&D only, nontaxable exchange, tax loss carryover. On
December 31, 2015, Bryant Company exchanges 10,000 of its $10 par value shares for a 90%
interest in Jones Company. The purchase is recorded at the $72 per-share fair value of Bryant
shares. Jones Company has the following balance sheet on the date of the purchase:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . $ 100,000 Current liabilities . . . . . . . . . . . . . . . $ 130,000
Accounts receivable . . . . . . . . . 200,000 Deferred rental income . . . . . . . . . . 120,000
Inventory . . . . . . . . . . . . . . . . . . 150,000 Bonds payable . . . . . . . . . . . . . . . . 250,000
Investment in marketable

securities . . . . . . . . . . . . . . . . 150,000
Common stock ($10 par). . . . . . . . . 100,000

Depreciable fixed assets . . . . . . 400,000 Paid-in capital in excess of par . . . . 150,000
Retained earnings . . . . . . . . . . . . . . 250,000

Total assets. . . . . . . . . . . . . . . $1,000,000 Total liabilities and equity . . . . . . $1,000,000
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It is determined that the following fair values differ from book values for the assets of Jones
Company:

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Depreciable fixed assets (net) . . . . . . . . . . . . . . . . . . 500,000 (20-year life)
Investment in marketable securities . . . . . . . . . . . . . . 170,000

The purchase is a tax-free exchange to the seller, which means Bryant Company will use the
book value of Jones’s assets for tax purposes. Jones Company has $200,000 of tax loss carry-
overs. Bryant will be able to utilize $40,000 of the losses to offset taxes to be paid in 2016. The
balance of the tax loss carryover will not be used within a year but is considered fully realizable
in the future. The tax rate for both firms is 30%.

Record the investment and prepare a value analysis schedule and a determination and distribu-
tion of excess schedule.

Suggestion: Asset adjustments should be accompanied by the appropriate deferred tax liability.

Problem 3B-2 (LO 2, 9) Worksheet for nontaxable exchange. On December 31,
2016, immediately after Todd Company’s acquisition of 80% of Keller Company, their balance
sheets are as follows:

Todd Keller

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,200,000 $ 50,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400,000 300,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,200,000 1,500,000
Prepayments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 422,000 47,000
Depreciable fixed assets . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,978,000 2,100,000
Investment in Keller Company . . . . . . . . . . . . . . . . . . . . . . . 2,240,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,440,000 $3,997,000

Payables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,200,000 $1,750,000
Accruals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,615,000 400,000
Common stock ($100 par) . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000 1,000,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . 8,900,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,725,000 847,000

Total liabilities and equity . . . . . . . . . . . . . . . . . . . . . . . . $36,440,000 $3,997,000

An appraisal on December 31, 2016, which is considered carefully and approved by the
boards of directors of both companies, places a total replacement value, less depreciation, of
$2,800,000 on Keller’s depreciable fixed assets. The remaining depreciable life is 20 years.

Todd Company offers to purchase all the assets of Keller Company, subject to its liabilities,
as of December 31, 2016, for $2,500,000. Some of the stockholders of Keller Company object
to the price because it does not include enough consideration for goodwill. 20% of the share-
holders elect not to sell their shares. A counterproposal is made to 80% of the shareholders and
an agreement is reached. In exchange for its own shares, Todd acquires 8,000 shares of the com-
mon stock of Keller at the agreed-upon $280 per share. The price includes a control premium.
The shares held by the NCI are estimated to have a fair value of $250 each. The purchase is
structured as a tax-free exchange to the seller; thus, Todd will use the book value of the assets for
future tax purposes. The tax rate for both companies is 30%.

Prepare a consolidated worksheet and a consolidated balance sheet as of December 31, 2016.
Include a value analysis and a determination and distribution schedule.

(AICPA adapted)

Problem 3B-3 (LO 2, 9) Worksheet for nontaxable exchange with tax loss carry-

over. The trial balances of Campton Corporation and Dorn Corporation as of December 31,
2015, are as shown on page 203.

Required

Required

202 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Campton
Corporation

Dorn
Corporation

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 100,000
Building and Equipment (net). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000 240,000
Investment in Dorn Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . 642,600
Current Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000) (12,000)
Other Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (130,000) (100,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Common Stock ($50 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . (750,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . (650,000) (100,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (309,000) (170,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,600)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 80,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 89,000 50,000
Provision for Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000* 12,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

*$15,000 tax liability ($50,000 income� 30%) – $12,000 tax loss carryover ($40,000� 30%)

On January 1, 2015, Campton purchases 90% of the outstanding stock of Dorn Corpora-
tion for $630,000. The acquisition is a tax-free exchange for the seller. At the purchase date,
Dorn’s equipment is undervalued by $100,000 and has a remaining life of 10 years. All other
assets have book values that approximate their fair values. Dorn Corporation has a tax loss car-
ryover of $200,000, of which $50,000 is utilizable in 2015 and the balance in future periods.
The tax loss carryover is expected to be fully utilized. Any remaining excess is considered to be
goodwill. A tax rate of 30% applies to both companies.

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment.

2. Prepare the 2015 consolidated worksheet. Include columns for the eliminations and adjust-
ments, the consolidated income statement, the NCI, the controlling retained earnings, and
the consolidated balance sheet. Prepare supporting income distribution schedules as well.

3. Prepare the 2015 consolidated statements, including the income statement, retained earn-
ings statement, and balance sheet.

Suggestion: A deferred tax liability results from the increase in the fair value of the equipment.
As the added depreciation is recognized on the equipment, the deferred tax liability becomes
payable. Note that income distribution schedules record net-of-tax income. Therefore, be sure
that any adjustments to the income distribution schedules consider tax where appropriate.
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4
C H A P T E R

4
Intercompany Transactions:

Merchandise, Plant Assets, and Notes

The elimination of the parent’s investment in a subsidiary is only the start of the procedures that
are necessary to consolidate a parent and a subsidiary. It is common for affiliated companies to
transact business with one another. The more integrated the affiliates are with respect to opera-
tions, the more common intercompany transactions become. This chapter considers the most
often encountered types of intercompany transactions. These include intercompany sales of
merchandise and fixed assets as well as loans between members of the consolidated group.

Transactions between the separate legal and accounting entities must be recorded on each
affiliate’s books. The consolidation process starts with the assumption that these transactions are
recorded properly on the separate books of the parent and the subsidiary. However, consoli-
dated statements are those that portray the parent and its subsidiary as a single economic entity.
There should not be any intercompany transactions found in these consolidated statements.
Only the effect of those transactions between the consolidated company and the companies out-
side the consolidated company should appear in the consolidated statements. Intercompany
transactions must be eliminated as part of the consolidation process. For each type of intercom-
pany transaction, sound reasoning will be developed to support the worksheet procedures. The
guiding principle shall come from answering this question: From the standpoint of a single
consolidated company, what accounts and amounts should remain in the financial
statements?

The worksheet eliminations for intercompany transactions are the same no matter what
method is used by the parent to maintain its investment in the subsidiary account. The exam-
ples in this chapter assume the use of the simple equity method. This is done because any invest-
ment that is maintained under the cost method is converted to the simple equity method on the
consolidation worksheet. The impact of intercompany transactions on the investment account

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain why transactions between members of a consolidated firm should not be reflected in
the consolidated financial statements.

2. Defer intercompany profits on merchandise sales when appropriate and eliminate the double
counting of sales between affiliates.

3. Defer profits on intercompany sales of long-term assets and realize the profits over the
period of use and/or at the time of sale to a firm outside the consolidated group.

4. Eliminate intercompany loans and notes.

5. Discuss the complications intercompany profits create for the use of the sophisticated equity
method.

6. Apply intercompany profit eliminations on a vertical worksheet. (Appendix)
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under the sophisticated equity method is considered later in this chapter. Note, however, that
even where the sophisticated equity method is used, there is no change in the procedures for the
individual intercompany transactions.

INTERCOMPANY MERCHANDISE SALES
It is common to find that the goods sold by one member of an affiliated group have been pur-
chased from another member of the group. One company may produce component parts that
are assembled by its affiliate that sells the final product. In other cases, the product may be pro-
duced entirely by one member company and sold on a wholesale basis to another member com-
pany that is responsible for selling and servicing the product to the final users. Merchandise
sales represent the most common type of intercompany transaction and must be understood as
a basic feature of consolidated reporting.

Sales between affiliated companies will be recorded in the normal manner on the books of
the separate companies. Remember that each company is a separate legal entity maintaining its
own accounting records. Thus, sales to and purchases from an affiliated company are recorded
as if they were transactions made with a company outside the consolidated group, and the sepa-
rate financial statements of the affiliated companies will include these purchase and sale transac-
tions. However, when the statements of the affiliates are consolidated, such sales become
transfers of goods within the consolidated entity. Since these sales do not involve parties outside
the consolidated group, they cannot be acknowledged in consolidated statements.

Following are the procedures for consolidating affiliated companies engaged in inter-
company merchandise sales:

1. The intercompany sale must be eliminated to avoid double counting. To understand this
requirement, assume that Company P sells merchandise costing $1,000 to a subsidiary
Company S, for $1,200. Company S, in turn, sells the merchandise to an outside party for
$1,500. If no elimination is made, the consolidated income statement would show the fol-
lowing with respect to the two transactions:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,700 ($1,500 outside sale + $1,200 sale to
Company S)

Less cost of goods sold. . . . . . . . . . . . . . . . 2,200 ($1,000 cost to Company P + $1,200
purchase by Company S)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . $ 500 (18.5% gross profit rate)

While the gross profit is correct, sales and the cost of goods sold are inflated because they
are included twice. As a result, the gross profit percentage is understated, since the $500
gross profit appears to relate to $2,700 of sales rather than to the outside sale of $1,500.
The intercompany sale must be eliminated from the consolidated statements. All that
should remain on the consolidated income statement with respect to the two transactions is
as follows:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,500 (only the final sale to the outside party)
Less cost of goods sold. . . . . . . . . . . . . . . . 1,000 (only the purchase from the outside party)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . $ 500 (33.3% gross profit rate)

When the goods sold between the affiliated companies are manufactured by the selling affili-
ate, the consolidated cost of goods sold includes only those costs that can be inventoried,
such as labor, materials, and overhead, and may not include any profit.

1. The intercompany sale, though eliminated, does have an effect on the distribution of
consolidated net income to the controlling interest and NCI. This is true because the
reported net income of the subsidiary reflects the intercompany sales price, and the

1
O B J E C T I V E

Explain why transactions

between members of a con-

solidated firm should not

be reflected in the consoli-

dated financial statements.
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subsidiary’s separate income statement becomes the base from which the noncontrolling
share of income is calculated. In effect, the intercompany transfer price becomes an agree-
ment as to how a portion of consolidated net income will be divided. For example,
if Company S is an 80%-owned subsidiary, the NCI will receive 20% of the $300
($1,500� $1,200) profit made on the final sale by Company S, or $60. If the intercompany
transfer price is increased from $1,200 to $1,300 and the final sales price remains at $1,500,
Company S would earn only $200, and the NCI would receive 20% of $200, or $40.

2. Often, intercompany sales will be made on credit. Thus, intercompany trade balances will
appear in the separate accounts of the affiliated companies. From a consolidated viewpoint,
intercompany receivables and payables represent internal agreements to transfer funds. As
such, this internal debt should not appear on consolidated statements and must be
eliminated. Only debt transactions with entities outside the consolidated group should
appear on the consolidated balance sheet.

3. No profit on intercompany sales may be recognized until the profit is realized by a
sale to an outside party. This means that any profit contained in the ending inventory of
intercompany goods must be eliminated and its recognition deferred until the period in
which the goods are sold to outsiders. In the first example above, assume that the sale
by Company P to Company S was made on December 30, 2015, and that Company S did
not sell the goods until March 2016. From a consolidated viewpoint, there can be no profit
recognized until the outside sale occurs in March of 2016. At that time, consolidation the-
ory will acknowledge a $500 profit, of which $200 will be distributed to Company P and
$300 will be distributed to Company S as part of the 2016 consolidated net income. How-
ever, until that time, the $200 profit on the intercompany sale recorded by Company P
must be deferred. In addition, not only must the $1,200 intercompany sale be eliminated,
but the inventory on December 31, 2015, must be reduced by $200 (the amount of the
intercompany profit) to its $1,000 cost to the consolidated companies.

Care must be taken in calculating the profit applicable to intercompany inventory. It is most
convenient when the gross profit rate is provided so that it can be multiplied by the inventory
value to arrive at the intercompany profit. In some instances, however, the profit on sales may
be stated as a percentage of cost. For example, one might be told that the cost of units is
‘‘marked up’’ 25% to arrive at the intercompany sales price. If the inventory sales price is
$1,000, it cannot be multiplied by 25% to calculate the intercompany profit because the 25%
applies to the cost and not the sales price at which the inventory is stated. Instead, the gross
profit rate, which is a percentage of sales price, should be calculated. The easiest method of
accomplishing this is to pick the theoretical cost of $1 and mark it up by 25% (the given percen-
tage of cost) to $1.25 and ask: ‘‘What is the gross profit percentage?’’ In this example, it is
$0.25 ‚ $1.25, or 20%. From this point, the $1,000 inventory value can be multiplied by 20%
to arrive at the intercompany profit of $200.

The worksheet procedures to eliminate the effects of intercompany inventory sales are dis-
cussed in the next four sections as follows:

1. There are no intercompany goods in the beginning or ending inventories.

2. Intercompany goods remain in the ending inventory. A perpetual inventory is maintained.

3. There are intercompany goods in the ending inventory, and there were intercompany goods
in the beginning inventory. A perpetual inventory is maintained. This is the most common
situation.

4. Instead of the perpetual inventory method assumed in sections 1-3 above, the companies use
the periodic inventory method. There are intercompany goods in the ending inventory, and
there were intercompany goods in the beginning inventory.

No Intercompany Goods in Purchasing Company’s Inventories

In the simplest case, which is illustrated in Worksheet 4-1, pages 226 and 227, all goods sold
between the affiliates have been sold, in turn, to outside parties by the end of the accounting
period. Worksheet 4-1 is based on the following assumptions:

Worksheet 4-1: page 226

207Chapter 4 INTERCOMPANY TRANSACTIONS: MERCHANDISE, PLANT ASSETS, AND NOTES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



1. Company S is an 80%-owned subsidiary of Company P. On January 1, 2015, Company P
purchased its interest in Company S at a price equal to its pro rata share of Company S’s
book value. Company P uses the equity method to record the investment.

2. Companies P and S had the following separate income statements for 2015:

Company P Company S

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $700,000 $500,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000 350,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,000 $150,000
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (75,000)
Subsidiary income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000 $ 75,000

Note that under the equity method, Company P’s income includes 80% of the reported
income of Company S.

3. During the year, Company S sold goods that cost $80,000 to Company P for $100,000
(a 20% gross profit). Company P then sold all of the goods purchased from Company S to
outside parties for $150,000. Company P had not paid $25,000 of the invoices received
from Company S for the goods. (Note that it is assumed in this and Worksheets 4-2 and 4-3
that a perpetual inventory system is used.) Consider the journal entries made by each affiliate:

Company S
Accounts Receivable (from Company P) . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Sales (to Company P). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold (to Company P) . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Accounts Receivable (from Company P) . . . . . . . . . . . . . . . . . . . . . . 75,000

Company P
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Accounts Payable (to Company S). . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Accounts Receivable (from outside parties) . . . . . . . . . . . . . . . . . . . . . . 150,000
Sales (to outside parties) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Cost of Goods Sold (to outside parties) . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Accounts Payable (to Company S) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

The elimination entries for Worksheet 4-1 in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

(EL) Eliminate 80% of subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2015—Company S . . . . . . . . 56,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
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(IA) Eliminate intercompany unpaid trade balances at year-end:
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Entry (IS) is a simplified summary entry that can be further analyzed with the following
entry:

Sales (to Company P) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Cost of Goods Sold (by Company S to Company P—

the intercompany sale). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Cost of Goods Sold (by Company P to outside parties—

the profit recorded by Company S) . . . . . . . . . . . . . . . . . . . . . . . . 20,000

The preceding expanded entry removes the cost of goods sold with respect to the intercom-
pany sale and removes the intercompany profit from the sales made by the parent to outside
parties. Note that the parent recorded the cost of the goods sold to outside parties at $100,000,
which contains $20,000 of Company S’s profit. As shown in the expanded (IS) entry above, the
true cost of the goods to the consolidated company is $80,000 ($100,000 less the 20% internal
gross profit).

Entry (IA) eliminates the intercompany receivables/payables still remaining unpaid at the
end of the year. Income distribution schedules are used in Worksheet 4-1 to distribute the
$175,000 of consolidated net income to the noncontrolling and controlling interests. It should
be noted that all of the above procedures remain unchanged if the parent is the seller of the
intercompany goods.

Intercompany Goods in Purchasing Company’s Ending Inventory

Let us now change the example in Worksheet 4-1 to assume that Company P did not resell
$40,000 of the total of $100,000 of goods it purchased from Company S. This means that
$40,000 of goods purchased from Company S remain in Company P’s ending inventory. As
shown below, Company S (the intercompany seller) will have the same entries as presented on
page 208, and Company P will have the following revised entries:

Company S
Accounts Receivable (from Company P) . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Sales (to Company P). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold (to Company P) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Accounts Receivable (from Company P) . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Company P
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Accounts Payable (to Company S). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Accounts Receivable (from outside parties) . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Sales (to outside parties) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Cost of Goods Sold (to outside parties) . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Accounts Payable (to Company S) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Let us now consider what has happened to the $100,000 of goods sold to Company P by
Company S, shown on next page.

2
O B J E C T I V E

Defer intercompany profits

on merchandise sales when

appropriate and eliminate

the double counting of

sales between affiliates.
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$80,000 is the original cost of the goods sold by Company S that should be removed from the consoli-
dated cost of goods sold since it is derived from the intercompany sale and not the outside sale.

$12,000 is the intercompany profit included in the goods sold by Company P to outside parties. The
cost of these sales should be reduced by $12,000 (20% � $60,000) to arrive at the true cost of
the goods to the consolidated company.

$8,000 is the intercompany profit remaining in the Company P ending inventory. This inventory, now
at $40,000, should be reduced by $8,000 (20% � $40,000) to $32,000. Another way to view
this is that 60% of the original intercompany goods (60% � $100,000 ¼ $60,000) has been
sold to outside parties. Thus, only the profit on these sales (20% � $60,000 ¼ $12,000) has
been realized.

If we follow the above analysis to the letter, we would make the following elimination in
entry form:

Sales (by Company S to Company P) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Cost of Goods Sold (by Company S) . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Cost of Goods Sold (by Company P) . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Inventory, December 31, 2015 (held by Company P). . . . . . . . . . . . . . 8,000

In practice, this entry is cumbersome in that it requires an analysis of the destiny of all inter-
company sales. The approach used in Worksheet 4-2, pages 228 and 229, is simplified first to
eliminate the intercompany sales under the assumption that all goods have been resold, and
then to adjust for those goods still remaining in the inventory. This method simplifies work-
sheet procedures, including the distribution of combined net income. In journal form, the sim-
plified entries are:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

(EL) Eliminate 80% of subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2015—Company S . . . . . . . . . 56,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

(EI) Eliminate intercompany profit in ending inventory:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Inventory, December 31, 2015. . . . . . . . . . . . . . . . . . . . . . . 8,000

(IA) Eliminate intercompany unpaid trade balance at year-end:
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

The $8,000 adjustment is viewed as the unrealized intercompany inventory profit that may
not be realized until a later period when the goods are sold to outside parties.

The unrealized intercompany profit is subtracted from the seller’s income distribution
schedule. In the income distribution schedules for Worksheet 4-2, the unrealized profit of
$8,000 is deducted from the subsidiary’s internally generated net income of $75,000. The
adjusted net income of $67,000 is apportioned, with $13,400 (20%) distributed to the noncon-
trolling interest and $53,600 (80%) distributed to the controlling interest.

There is no change in worksheet elimination procedures if the parent is the seller and the
subsidiary has intercompany goods in its ending inventory. Only the distribution of combined
net income changes. To illustrate, assume the parent, Company P, is the seller of the intercom-
pany goods. The income distribution schedules would be prepared as shown on next page.

Worksheet 4-2: page 228
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Subsidiary Company S Income Distribution

Internally generated net income . . . . . . . . . . . . . . $ 75,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,000

Parent Company P Income Distribution

Unrealized profit in ending
inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . (EI) $8,000

Internally generated net income . . . . . . . . . . . . . . $100,000
80%� Company S adjusted income of

$75,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . $152,000

Intercompany Goods in Purchasing Company’s
Beginning and Ending Inventories

When intercompany goods are included in the purchaser’s beginning inventory, the inventory
value includes the profit made by the seller. The intercompany seller of the goods has included
in the prior period such sales in its separate income statement as though the transactions were
consummated. Thus, the beginning retained earnings balance of the seller also includes the
profit on these goods. While this profit is reflected on the separate books of the affiliates, it
should not be recognized when a consolidated view is taken. Remember: Profit must not be
recognized on a consolidated statement until it is realized in the subsequent period
through the sale of goods to an outside party. Therefore, in the consolidating process, the
beginning inventory of intercompany goods must be reduced to its cost to the consolidated
company. Likewise, the retained earnings of the consolidated entity must be reduced by deleting
the profit that was recorded in prior periods on intercompany goods contained in the buyer’s
beginning inventory.

To illustrate, using the example of Company P and Company S from Worksheet 4-3 on pages
230 and 231, assume the two companies have the following individual income data for 2016:

Company P Company S

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 800,000 $ 600,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 610,000 440,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 190,000 $ 160,000
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (100,000)
Subsidiary income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 118,000 $ 60,000

Assume the following additional facts:

1. Company P’s 2016 beginning inventory includes $40,000 of the goods purchased from
Company S in 2015. The gross profit rate on the internal sale was 20%.

2. Company S sold $120,000 of goods to Company P during 2016.

3. Company S recorded a 20% gross profit on these sales.

4. At the end of 2016, Company P still owed $60,000 to Company S for the purchases.

5. Company P also had $30,000 of the intercompany purchases in its 2016 ending inventory.

Worksheet 4-3 contains the 2016 year-end trial balances of Company P and Company S.
The elimination entries in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
(continued)

Worksheet 4-3: page 230
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(EL) Eliminate subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2016—Company S . . . . . . . . . 116,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 196,000

(BI) Eliminate intercompany profit in beginning inventory and
reduce current-year cost of goods sold:

Retained Earnings, January 1, 2016—Company P . . . . . . . . . 6,400
Retained Earnings, January 1, 2016—Company S . . . . . . . . . 1,600

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

(EI) Eliminate intercompany profit in ending inventory:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Inventory, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . 6,000

(IA) Eliminate intercompany unpaid trade balance at year-end:
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Entry (BI) adjusts for the intercompany profit contained in the beginning inventory. At
the start of 2016, Company P included $40,000 of goods purchased from Company S in its
beginning inventory. During 2016, the inventory was debited to Cost of Goods Sold at
$40,000. The cost of goods sold must now be reduced to cost by removing the $8,000 inter-
company profit. The intercompany profit also was included in last year’s income by the sub-
sidiary. That income was closed to Retained Earnings. Thus, the beginning retained earnings
of Company S are overstated by $8,000. That $8,000 is divided between the noncontrolling
and controlling interests in retained earnings. Subsidiary retained earnings have been 80%
eliminated, and only the 20% noncontrolling interest remains. The other 80% of beginning
retained earnings is included in Company P’s retained earnings through the use of the equity
method.

Note that once the controlling share of subsidiary retained earnings is eliminated, there is a
transformation of what was subsidiary retained earnings into what now is NCI in retained
earnings. Entries (IS), (EI), and (IA) eliminate the intercompany sales, ending inventory, and
trade accounts in the same manner as was done in Worksheet 4-2. After all eliminations and
adjustments are made, the consolidated net income of $132,000 is distributed as shown in the
income distribution schedules. The adjustments for intercompany inventory profits are
reflected in the selling company’s schedule.

It might appear that the intercompany goods in the beginning inventory are always assumed
to be sold in the current period, since the deferred profit of the previous period is realized dur-
ing the current period as reflected by the seller’s income distribution schedule. That assumption
need not be made, however. Even if part of the beginning inventory is unsold at year-end, it still
would be a part of the $30,000 ending inventory, on which $6,000 of profit is deferred. Note
that the use of the LIFO method for inventories could cause a given period’s inventory profit to
be deferred indefinitely. Unless otherwise stated, the examples and problems of this text will
assume a FIFO flow.

Worksheet 4-3 assumed the intercompany merchandise sales were made by the subsidiary.
Procedures would differ as follows if the sales were made by the parent:

1. The beginning inventory profit would be subtracted entirely from the beginning controlling
retained earnings since only the parent recorded the profit.

2. The adjustments for the beginning and ending inventory profits would be included in the
parent income distribution schedule and not in the subsidiary schedule.
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Eliminations for Periodic Inventories

In Worksheets 4-1 through 4-3, the cost of goods sold was included in the trial balances,
since both the parent and the subsidiary used a perpetual inventory system. However, in
Worksheet 4-4 on pages 232 and 233, a periodic inventory system is used. In this illustration,
which is based on the same facts as Worksheet 4-3, the following differences in worksheet proce-
dures result from the use of a periodic inventory system:

1. The 2016 beginning inventories of $70,000 and $40,000, rather than the ending inven-
tories, appear as assets in the trial balances. The beginning inventories less the intercompany
profit in Company P’s beginning inventory are extended to the Consolidated Income State-
ment column as a debit.

2. The purchases accounts, rather than the cost of goods sold, appear in the trial balances and,
after adjustment, are extended to the Consolidated Income Statement column.

3. Entry (BI) credits the January 1 inventory to eliminate the intercompany profit.

4. Entry (IS) credits the purchases account, which is still open under the periodic method, and
makes the usual debit to the sales account.

5. The ending inventories of both Company P and Company S are entered in each company’s
trial balances as both a debit (the ending inventory balance sheet amount) and a credit (the
adjustment to the cost of goods sold). These inventories are recorded at the price paid for
them, which, for intercompany goods, includes the intercompany sales profit. Entry (EI)
removes the $6,000 intercompany profit applicable to the ending inventory. The balance
sheet inventory is reduced to $104,000. The $104,000 credit balance is extended to the
Consolidated Income Statement column.

The elimination entries in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

(EL) Eliminate subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par), Company S . . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2016—Company S . . . . . . . . . 116,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 196,000

(BI) Eliminate intercompany profit in beginning inventory and
reduce current-year cost of goods sold:

Retained Earnings, January 1, 2016—Company P . . . . . . . . . 6,400
Retained Earnings, January 1, 2016—Company S . . . . . . . . . 1,600

Inventory, January 1, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Purchases. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

(EI) Eliminate intercompany profit in ending inventory:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Inventory, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . 6,000

(IA) Eliminate intercompany unpaid trade balance at year-end:
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Effect of Lower-of-Cost-or-Market Method on Inventory Profit

Intercompany inventory in the hands of the purchaser may have been written down by the pur-
chaser to a market value below its intercompany transfer cost. Assume that, for $50,000, Com-
pany S purchased goods that cost its parent company $40,000. Assume further that Company S

Worksheet 4-4: page 232
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has all the goods in its ending inventory but has written them down to $42,000, the lower
market value at the end of the period. As a result of this markdown, the inventory needs to be
reduced by only another $2,000 to reflect its cost to the consolidated company ($40,000). The
only remaining issue is how to defer the $2,000 inventory profit in the income distribution
schedules. As before, such profit is deferred by entering it as a debit on the intercompany seller’s
schedule. In the subsequent period, the profit will be realized by the seller.

It may seem strange that the $8,000 of profit written off is realized, in effect, by the seller,
since it is not deducted in the seller’s distribution schedule. This procedure is proper, however,
since the loss recognized by the buyer is offset. Had the inventory been written down to
$40,000 or less, there would be no need to defer the offsetting profit in the consolidated work-
sheet or in the income distribution schedules.

Losses on Intercompany Sales

Assume a parent sells goods to a subsidiary for $5,000 and the goods cost the parent $6,000. If
the market value of the goods is $5,000 or less, the loss may be recognized in the consolidated
income statement, even if the goods remain in the subsidiary’s ending inventory. Such a loss can
be recognized under the lower-of-cost-or-market principle that applies to inventory. However,
if the intercompany sales price is below market value, the part of the loss that results from the
price being below market value cannot be recognized until the subsidiary sells the goods to an
outside party. Elimination procedures would be similar, but opposite in direction, to those used
for unrealized gains.

R E F L E C T I O N
� Merchandise sales between affiliated companies are eliminated; only the purchase and

sale to the ‘‘outside world’’ should remain in the statements.

� The profit must be removed from beginning inventory by reducing cost of goods sold and

retained earnings.

� The profit must be removed from ending inventory both by reducing inventory and by

increasing cost of goods sold. The deduction of inventory from the goods available for

sale is too great prior to this adjustment.

� Unpaid intercompany trade payables/receivables resulting from intercompany merchan-

dise sales are eliminated.

INTERCOMPANY PLANT ASSET SALES
Any plant asset may be sold between members of an affiliated group, and such a sale may result
in a gain for the seller. The buyer will record the asset at a price that includes the gain, and when
the sale involves a depreciable asset, the buyer will base future depreciation charges on the price
paid. While these recordings are proper for the companies as separate entities, they must not be
reflected in the consolidated statements. Consolidation theory views the sale as an internal trans-
fer of assets. There is no basis for recognizing a gain at the time of the internal transfer. A gain on
the sale of a nondepreciable asset cannot be reflected in the consolidated statements until the
asset is resold to the outside world. However, the recognition of a gain on the sale of a depreci-
able asset does not have to wait until resale occurs. Instead, the intercompany gain is amortized
over the depreciable life of the asset. The buyer’s normal intent is to use the asset, not to resell it.
Since the asset is overstated by the amount of the intercompany gain, subsequent depreciation
is overstated as well. The consolidation process reduces depreciation in future years so that

3
O B J E C T I V E

Defer profits on intercom-

pany sales of long-term

assets and realize the prof-

its over the period of use

and/or at the time of sale

to a firm outside the con-

solidated group.
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depreciation charges in the consolidated statements reflect the book value of the asset to the
consolidated company on the date of the sale. While the gain is deferred in the year of sale, it is
realized later through the increased combined net income resulting from the reduction in depre-
ciation expense in subsequent periods. The decrease in depreciation expense for each and every
period is equal to the difference between the depreciation based on the intercompany sales price
and the depreciation based on the book value of the asset on the sale date.

Intercompany Sale of a Nondepreciable Asset

One member of an affiliated group may sell land to another affiliate and record a gain. For con-
solidating purposes, there has been no sale; thus, there is no cause to recognize a gain. Since the
asset is not depreciable, the entire gain must be deferred until the land is sold to an outside
party. This deferment may become permanent if there is no intent to sell at a later date. For
example, assume that in 2015, Company S (80% owned) sells land to its parent company,
Company P. The sale price is $30,000, and the original cost of the land to Company S was
$20,000. Consolidation theory would rule that, until Company P sells the land to an outside
party, recognition of the $10,000 profit must be deferred. Elimination (LA) eliminates the
intercompany gain in the year of sale.

Partial Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Land 30,000 (LA) 10,000

Gain on Sale of Land (10,000) (LA) 10,000

As usual, the selling company’s income distribution schedule would reflect the deferment of the
gain.

In subsequent years, assuming the land is not sold by Company P, the gain must be removed
from the consolidated retained earnings. Since the sale was made by Company S, which is an
80%-owned subsidiary of Company P, the controlling interest must absorb 80% of the defer-
ment, while the noncontrolling interest must absorb 20%. For example, the adjustments in
2016 would be as follows:

Partial Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Land 30,000 (LA) 10,000

Retained Earnings, January 1,

2016—Company P (100,000)* (LA) 8,000

Retained Earnings, January 1,

2016—Company S (20,000)* (LA) 2,000

*Arbitrary balance.

Now, assume Company P sells the land in 2017 to an outside party for $45,000, recording a
gain of $15,000. When this sale occurs, the $10,000 intercompany gain also is realized. The fol-
lowing elimination would remove the previously unrealized gain from the consolidated retained
earnings and would add it to the gain already recorded by Company P. The retained earnings
adjustment is allocated 80% to the controlling interest and 20% to the noncontrolling interest,
since the original sale was made by the subsidiary.
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Partial Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Gain on Sale of Land (15,000) (LA) 10,000

Retained Earnings, January 1,

2017—Company P (120,000)* (LA) 8,000

Retained Earnings, January 1,

2017—Company S (17,000)* (LA) 2,000

*Arbitrary balance.

The income distribution schedule would add the $10,000 gain to the 2017 internally gener-
ated net income of Company S. At this point, it should be clear that the gain on the intercompany
sale was deferred, not eliminated. The original gain of $10,000 eventually is credited to the sub-
sidiary. Thus, the gain does affect the noncontrolling share of consolidated net income at a future
date. Any sale of a nondepreciable asset should be viewed as an agreement between the controlling
and noncontrolling interests regarding the future distribution of consolidated net income.

When a parent sells a nondepreciable asset to a subsidiary, the worksheet procedures are the
same, except for these areas:

1. The deferment of the gain in the year of the intercompany sale and the recognition of the
gain in the year of the sale of the asset to an outside party flow through only the parent com-
pany income distribution schedule.

2. In the years subsequent to the intercompany sale through the year the land is sold to an external
company, the related adjustment is made exclusively through the controlling retained earnings.

Intercompany Sale of a Depreciable Asset

Turning to the case where a depreciable plant asset is sold between affiliates, the following exam-
ple illustrates the worksheet procedures necessary for the deferment of a gain on the sale over
the asset’s useful life. Assume that the parent, Company P, sells a machine to a subsidiary, Com-
pany S, for $30,000 on January 1, 2015. Originally, the machine cost $32,000. Accumulated
depreciation as of January 1, 2015, is $12,000. Therefore, the book value of the machine is
$20,000, and the reported gain on the sale is $10,000. Further assume that Company S (the
buyer) believes the asset has a 5-year remaining life; thus, it records straight-line depreciation of
$6,000 ($30,000 cost ‚ 5 years) annually.

The eliminations defer the gain over the 5-year life of the asset by reducing annual deprecia-
tion charges. For consolidated reporting purposes, depreciation is based on the asset’s $20,000
book value to the consolidated company. Worksheet 4-5 on pages 234 and 235, is based on the
following additional facts:

1. Company P owns an 80% investment in Company S. The amount paid for the investment
was equal to the book value of Company S’s underlying equity. The simple equity method is
used by Company P to record its investment.

2. There were no beginning or ending inventories, and the companies had the following sepa-
rate income statements for 2015:

Company P Company S

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000 $100,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (59,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000 $ 41,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30,000) (16,000)
Gain on sale of machine . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Subsidiary income (80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000 $ 25,000

Worksheet 4-5: page 234
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The elimination entries in journal entry form are:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

(EL) Eliminate subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . 40,000
Retained Earnings, January 1, 2015—Company S . . . . . . . . . . . 60,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

(F1) Eliminate intercompany gain on machine sale and reduce
machine to cost:

Gain on Sale of Machinery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Machinery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

(F2) Reduce machinery depreciation to amount based on book value:
Accumulated Depreciation—Machinery. . . . . . . . . . . . . . . . . . . . 2,000

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Entry (F1) eliminates the $10,000 intercompany gain and restates the asset at its book value
of $20,000 on the date of the intercompany sale.

Entry (F2) reduces the depreciation expense for the year by the difference between deprecia-
tion based on:

1. The book value [($32,000� $12,000¼ $20,000 depreciable base) ‚ 5 years¼ $4,000] and

2. The intercompany sales price ($30,000 depreciable base ‚ 5 years¼ $6,000).

The allocation of consolidated net income of $47,000 is shown in the income distribution
schedules. Note that Company S (the buyer in this example) must absorb depreciation based on
the agreed-upon sales price, and it is the controlling interest that realizes the benefit of the reduced
depreciation as the asset is used. Also, note that the realizable profit for Company P (the seller) in
any year is the depreciation absorbed by the buyer minus the depreciation for consolidated pur-
poses ($6,000 � $4,000). If the sale had been made by Company S, the profit deferment and
recognition entries would flow through the Company S income distribution schedule.

Worksheets for periods subsequent to the sale of the machine must correct the current-year
nominal accounts and remove the unrealized profit in the beginning consolidated retained earn-
ings. Worksheet 4-6 on pages 236 and 237, portrays a consolidated worksheet for 2016, based
on the following separate income statements of Company P and Company S:

Company P Company S

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 250,000 $120,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (80,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000 $ 40,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000) (16,000)
Subsidiary income (80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 69,200 $ 24,000

The elimination entries in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,200

(EL) Eliminate subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . 40,000
Retained Earnings, January 1, 2016—Company S . . . . . . . . . . . 80,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

(continued)

Worksheet 4-6: page 236
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(F1) Eliminate remaining intercompany gain on machine sale, reduce
machine to cost, and adjust accumulated depreciation as
of January 1, 2016:

Retained Earnings, January 1, 2016—Company P . . . . . . . . . . . 8,000
Accumulated Depreciation—Machinery. . . . . . . . . . . . . . . . . . . . 2,000

Machinery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

(F2) Reduce current-year machinery depreciation to amount based on
book value:

Accumulated Depreciation—Machinery. . . . . . . . . . . . . . . . . . . . 2,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Entry (F1) in this worksheet corrects the asset’s net book value, accumulated depreciation,
and retained earnings as of the beginning of the year. Since the sale was by the parent, only the
controlling interest in beginning retained earnings is adjusted. Had the sale been by the subsidi-
ary, the adjustment would have been split 20%/80% to the noncontrolling and controlling
interests, respectively, in beginning retained earnings.

Entry (F2) corrects the depreciation expense, and the accumulated depreciation accounts
for the current year. The resulting consolidated net income of $76,000 is distributed as shown
in the income distribution schedules that follow Worksheet 4-6. During each year, Company S
must absorb the larger depreciation expense that resulted from its purchase of the asset. Com-
pany P has the right to realize $2,000 more of the original deferred profit.

It may occur that an asset purchased from an affiliate is sold before it is fully depreciated. To
illustrate this possibility, assume that Company S of the previous example sells the asset to a
third party for $14,000 at the end of the second year. Since Company S’s asset cost is $30,000,
with $12,000 of accumulated depreciation, the loss recorded by Company S is $4,000
($14,000 � $18,000 net book value). However, on a consolidated basis, the $4,000 loss
becomes a $2,000 gain, determined as follows:

On Books
of Company S

For
Consolidated

Entity

Selling price of machine sold
by Company S . . . . . . . . . . . . . . . . . . . . . $14,000 $14,000

Less book value at end of second year
following sale to Company S:

Cost of machine . . . . . . . . . . . . . . . . . . . $ 30,000 $20,000*
Accumulated depreciation. . . . . . . . . . . (12,000) 18,000 (8,000) 12,000

Gain (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (4,000) $ 2,000

*($32,000� $12,000)¼ the net book value on January 1, 2015, the date of intercompany sale.

Worksheet 4-7 on pages 238 and 239, is a revision of the previous worksheet so that
Company S’s subsequent sale of the depreciable asset at the end of the second year is included.

The elimination entries in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

(EL) Eliminate subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . . 40,000
Retained Earnings, January 1, 2016—Company S . . . . . . . . . . . . 80,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Worksheet 4-7: page 238
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(F3) Eliminate remaining machinery gain on January 1, 2016,
and adjust recorded loss on sale to reflect book value at
the time of sale:

Retained Earnings, January 1, 2016—Company P . . . . . . . . . . . . 8,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Loss on Sale of Machine (as recorded by Company S) . . . . . . . . 4,000
Gain on Sale of Machine (on consolidated basis) . . . . . . . . . . . . 2,000

Entry (F3) removes the $8,000 remaining intercompany profit ($10,000 original gain� $2,000
realized in 2015) on the asset sale from controlling retained earnings, adjusts current depreciation by
$2,000, and converts the $4,000 loss on the sale recorded by the subsidiary into a $2,000 gain on the
consolidated statements.

However, a loss on an intercompany sale of plant assets does not have to be deferred if the
loss could have been recorded in the absence of a sale. Where there has been an impairment in
the value of a fixed asset, it may be written down to a lower market value. Where, however, the
asset is sold to an affiliated company at a price below fair market value, the loss is to be deferred
in the same manner as an intercompany gain. The loss would be deferred over the depreciation
life of the asset. If the asset were sold to a nonaffiliated company, the remaining deferred loss
would be recognized at the time of the sale.

INTERCOMPANY DEBT
Typically, a parent company is larger than any one of its subsidiaries and can secure funds under
more favorable terms. Because of this, a parent company often will advance cash to a subsidiary.
The parent may accept a note from the subsidiary as security for the loan, or the parent may dis-
count a note that the subsidiary received from a customer. In most cases, the parent will charge
a competitive interest rate for the funds advanced to the subsidiary.

In the examples that follow, the more common situation in which the parent is the lender is
assumed. If the subsidiary were the lender, the theory and practice would be identical, with the
only differences being the books on which the applicable accounts appear and the procedure for
the distribution of combined net income.

Assume that on July 1, 2015, an 80%-owned subsidiary, Company S, borrows $10,000
from its parent, Company P, signing a 1-year, 8% note, with interest payable on the due date.
This intercompany loan will cause the following accounts and their balances to appear on the
December 31, 2015, trial balances of the separate affiliated companies:

Parent Company P Subsidiary Company S

Notes Receivable. . . . . . . . . . . . . . . . . . 10,000 Notes Payable . . . . . . . . . . . . . . . . . . (10,000)
Interest Income. . . . . . . . . . . . . . . . . . . . (400) Interest Expense. . . . . . . . . . . . . . . . . 400
Interest Receivable. . . . . . . . . . . . . . . . . 400 Interest Payable . . . . . . . . . . . . . . . . . (400)

While this information is required on the books of the separate companies, it should not
appear on the consolidated statements. The procedures needed to eliminate this intercompany
note and its related interest amounts are demonstrated in Worksheet 4-8, pages 240 and 241.

The elimination entries in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

(EL) Eliminate subsidiary equity against investment in
subsidiary account:

Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . 40,000
Retained Earnings, January 1, 2015—Company S . . . . . . . . . 80,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

4
O B J E C T I V E

Eliminate intercompany

loans and notes.

Worksheet 4-8: page 240
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(LN1) Eliminate intercompany note and accrued interest:
Note Payable to Company P . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Accrued Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

Note Receivable from Company S. . . . . . . . . . . . . . . . . . . . . 10,000
Accrued Interest Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . 400

(LN2) Eliminate intercompany interest income and expense:
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

Entry (LN1) eliminates the intercompany receivable and payable for the note and the
accrued interest on the note. Entry (LN2) eliminates the intercompany interest income and
expense amounts. In this worksheet, it is assumed that the intercompany note is the only note
recorded. However, sometimes an intercompany note and its related interest expense, revenue,
and accruals are commingled with notes to outside parties. Before the trial balances are entered
on the worksheet and before consolidation is attempted, intercompany interest expense and reve-
nue must be accrued properly on the books of the parent and subsidiary.

There might be a temptation to increase the noncontrolling share of consolidated net
income by $400 as a result of eliminating the interest expense on the intercompany note, but it
is not correct to do so. Even though the interest does not appear on the consolidated income
statement, it is a legitimate expense for Company S as a separate entity and a legitimate revenue
for Company P as a separate entity. In essence, Company S has agreed to transfer $400 to Com-
pany P for interest during 2015, and the NCI must respect this agreement when calculating its
share of consolidated net income. Thus, the basis for calculating the noncontrolling share is the
net income of Company S as a separate entity. The NCI receives 20% of this $10,000 net
income, which is net of the $400 of intercompany interest expense.

A parent receiving a note from a subsidiary subsequently may discount the note at a nonaffi-
liated financial institution in order to receive immediate cash. This results in a note receivable
discounted being recorded by the parent. From a consolidated viewpoint, there is a note payable
to outside parties. Consolidation procedures should eliminate the internal note receivable
against the note receivable discounted. This elimination will result in the note, now payable to
an outside party, being extended to the consolidated balance sheet. Intercompany interest
accrued prior to the discounting is eliminated. Interest paid by the subsidiary subsequent to the
discounting is paid to the outside party and is not eliminated. The net interest expense or reve-
nue on the discounting of the note is a transaction between the parent and the outside party
and, thus, is not eliminated. When consolidated statements are prepared, however, it is desirable
to net the interest expense on the note recorded by the maker subsequent to the discounting of
the note against the net interest expense or revenue on the discounting transaction.

R E F L E C T I O N
� Intercompany debt balances, including accrued interest receivable/payable, are eliminated.

� Intercompany interest expense/revenue is also eliminated. These amounts are equal;

thus, there is no effect on consolidated net income.

SOPHISTICATED EQUITY METHOD:
INTERCOMPANY TRANSACTIONS
Chapter 3 demonstrated the use of the sophisticated equity method for the parent’s recording of
its investment in a subsidiary. Recall that one major difference between the simple and sophisti-
cated equity methods was that the latter records subsidiary income net of amortizations of
excess. In contrast, the simple equity method ignores amortizations and records as income for

5
O B J E C T I V E

Discuss the complications

intercompany profits create

for the use of the sophisti-

cated equity method.
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the parent the subsidiary reported income multiplied by the parent’s percentage of ownership.
Some companies using the sophisticated equity method will proceed to the next level of com-
plexity. Instead of adjusting for their share of the income reported by the subsidiary (as under
the simple equity method), they will adjust for their share of subsidiary income after it is
adjusted for intercompany profits. This means that, before the parent can make an equity
adjustment for income of the subsidiary, it must prepare an income distribution schedule for
the subsidiary company. The adjusted net income derived in the income distribution sched-
ule will become the income to which the parent ownership percentage is applied to arrive
at equity income.

The added complexity of the sophisticated equity method is unwarranted when statements
are to be consolidated, since the subsidiary income and the investment in subsidiary accounts
are eliminated entirely. However, this procedure must be used in the rare case when a subsidiary
is not to be consolidated or when parent-only statements are to be prepared as a supplement to
the consolidated statements.

Unrealized Profits of the Current Period

The case of intercompany profits generated only during the current period will be considered
first. Although the same procedure applies to all types of subsidiary-generated unrealized inter-
company profits and losses of the current period, the impact of the sophisticated equity method
will be demonstrated assuming only the existence of inventory profits.

The following example is based on the information presented in Worksheet 4-2, but this
time the parent is using the sophisticated equity method. Because of this fact, the parent has to
prepare a subsidiary income distribution schedule before it can record its share of subsidiary
income. This schedule is shown below. Note that, instead of recording on its books a subsidiary
income of $60,000, the parent would have recorded $53,600.

Equity Income: Subsidiary Company S

Unrealized profit in ending inventory . . . . . . . . . . . . . . . $8,000 Internally generated net income . . . . . . . . . . . . . . . . $ 75,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 67,000
Controlling share . . . . . . . . . . . . . . . . . . . . . . . . . 3 80%

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . $53,600*

*This is the same amount that is shown in the parent’s income distribution schedule for Worksheet 4-2.

The only elimination procedure in this example that differs from Worksheet 4-2 is entry
(CY1), which eliminates the entry made by the parent to record its share of the subsidiary cur-
rent-period income. There is no impact on the other worksheet procedures, and the balance of
Worksheet 4-2 would be unchanged. A portion of the revised worksheet is shown on page 222.

Unrealized Profits of Current and Prior Periods

The effect of the sophisticated equity method when there are intercompany profits from current
and prior periods is demonstrated in the following example, which is based on the information
given in Worksheet 4-3. The subsidiary income reported by the parent in 2016 under the
sophisticated equity method is calculated as follows:

Equity Income: Parent Company P

Unrealized profit in ending inventory . . . . . . . . . . . . . . . $6,000 Internally generated net income . . . . . . . . . . . . . . . . $ 60,000
Realized profit in beginning inventory. . . . . . . . . . . . 8,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 62,000
Controlling share . . . . . . . . . . . . . . . . . . . . . . . . . 3 80%

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . $49,600

The elimination procedures illustrated in the following partial worksheets are applicable to
all types of subsidiary-generated intercompany profits and losses of prior and current periods.
The differences in the parent’s trial balance are explained in the notes that follow the partial
worksheet on page 223.
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Company P and Subsidiary Company S
Partial Worksheet
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.)

Partial Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Accounts Receivable 110,000 150,000 (IA) 25,000

Inventory, December 31, 2015 70,000 40,000 (EI) 8,000

Investment in Company S (b) 189,600 (CY1) 53,600

(EL) 136,000

Other Assets 314,000 155,000

Accounts Payable (80,000) (100,000) (IA) 25,000

Common Stock ($10 par)—Company P (200,000)

Retained Earnings, January 1, 2015—Company P (250,000)

Common Stock ($10 par)—Company S (100,000) (EL) 80,000

Retained Earnings, January 1, 2015—Company S (70,000) (EL) 56,000

Sales (700,000) (500,000) (IS) 100,000

Cost of Goods Sold 510,000 350,000 (EI) 8,000 (IS) 100,000

Expenses 90,000 75,000

Subsidiary Income (a) (53,600) (CY1) 53,600

0 0 322,600 322,600

Notes to Trial Balance:

(a) See the previously prepared income distribution schedule.
(b) $136,000 beginning-of-year balanceþ $53,600 sophisticated equity method income.

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share (80%) of the subsidiary net income under the sophisticated equity method.
(EL, IS, EI, and IA) Same as Worksheet 4-2.
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Company P and Subsidiary Company S
Partial Worksheet
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.)

Partial Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Accounts Receivable 160,000 170,000 (IA) 60,000

Inventory, December 31, 2016 60,000 50,000 (EI) 6,000

Investment in Company S (c) 239,200 (CY1) 49,600

(EL) 189,600

Other Assets 354,000 165,000

Accounts Payable (90,000) (80,000) (IA) 60,000

Common Stock ($10 par)—Company P (200,000)

Retained Earnings, January 1, 2016—Company P (b) (403,600)

Common Stock ($10 par)—Company S (100,000) (EL) 80,000

Retained Earnings, January 1, 2016—Company S (145,000) (Adj) 8,000

(EL) 109,600

Sales (800,000) (600,000) (IS) 120,000

Cost of Goods Sold 610,000 440,000 (EI) 6,000 (Adj) 8,000

(IS) 120,000

Expenses 120,000 100,000

Subsidiary Income (a) (49,600) (CY1) 49,600

0 0 433,200 433,200

Notes to Trial Balance:

(a) See the previously prepared income distribution schedule.
(b) $410,000 simple equity balance� (80%� $8,000 subsidiary beginning inventory profit).
(c) $136,000 original balanceþ $53,600 sophisticated equity method income for 2015þ $49,600 sophisticated equity method

income for 2016.

Eliminations and Adjustments:

(Adj) Eliminate the $8,000 beginning inventory profit from the cost of goods sold and the subsidiary beginning retained earnings
accounts. This entry replaces entry (BI) of Worksheet 4-3.

(CY1) Eliminate the entry recording the parent’s share (80%) of the subsidiary net income under the sophisticated equity method.
(EL) Eliminate 80% of the subsidiary equity balances against the investment account. The elimination of retained earnings is 80%

of the adjusted balance of $137,000 ($145,000� $8,000).
(IS, EI, and IA) Same as Worksheet 4-3.

When the sophisticated equity method is used, the worksheet elimination of the parent’s
investment account against the stockholders’ equity of the subsidiary is more complicated
because there is an inconsistency between the parent’s accounts and those of the subsidiary. In
the 2016 partial worksheet illustrated, the parent’s investment and retained earnings accounts
do not reflect the $8,000 beginning inventory profit recorded by the subsidiary. The intercom-
pany profit was removed in the prior period before the parent’s share of the subsidiary’s net
income was recorded. The subsidiary’s trial balance does include the $8,000 beginning inven-
tory profit in the January 1 retained earnings balance, and the parent’s beginning inventory,
now in the cost of goods sold, does include the profit. The inconsistency is removed on the
worksheet by making an adjustment, coded ‘‘Adj,’’ that removes the intercompany profit from
the subsidiary’s beginning retained earnings and the parent’s beginning inventory. This entry
replaces entry (BI) in Worksheet 4-3.

223Chapter 4 INTERCOMPANY TRANSACTIONS: MERCHANDISE, PLANT ASSETS, AND NOTES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Entry (CY1) of the partial worksheet removes the subsidiary income as recorded by the par-
ent. Entry (EL) reflects the adjustment of the subsidiary’s retained earnings. The remaining
entries and worksheet procedures are identical to those in Worksheet 4-3.

R E F L E C T I O N
� When used properly, the sophisticated equity method should record annual subsidiary

income net of all intercompany profits.

� The parent’s beginning retained earnings will not include prior periods’ intercompany

profits, but the subsidiary’s beginning retained earnings does when the subsidiary is the

seller. The subsidiary’s beginning retained earnings must be adjusted for these profits

prior to its elimination.

APPENDIX: INTERCOMPANY PROFIT ELIMINATIONS
ON THE VERTICALWORKSHEET
In keeping with the overall worksheet format approach of this text, all previous examples in this
chapter have been presented using the horizontal worksheet style. Worksheet 4-9, page 242 and
243, provides the reader an opportunity to study the vertical worksheet when intercompany mer-
chandise and plant asset transactions are involved. This worksheet is based on the following facts:

1. Company P acquired an 80% interest in Company S on January 1, 2015. At that time, the
following determination and distribution of excess schedule was prepared:

Determination and Distribution of Excess Schedule

Company Implied
Fair Value

Parent Price
(80%)

NCI Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $625,000 $500,000 $125,000

Less book value interest acquired:
Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $550,000 $550,000 $550,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $440,000 $110,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . $ 75,000 $ 60,000 $ 15,000

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,000 debit D1

2. Company P accounts for the investment under the simple equity method.

3. Company S sells merchandise to Company P to yield a gross profit of 20%. Sales totaled
$150,000 during 2016. There were $40,000 of such goods in Company P’s beginning inven-
tory and $50,000 of such goods in Company P’s ending inventory. As of December 31, 2016,
Company P had not paid the $20,000 owed for the purchases.

6
O B J E C T I V E

Apply intercompany profit

eliminations on a vertical

worksheet.

Worksheet 4-9: page 242
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4. On July 1, 2015, Company P sold a new machine that cost $20,000 to Company S for
$25,000. At that time, both companies believed that the machine had a 5-year remaining
life; both companies use straight-line depreciation.

5. Company S declared and paid $20,000 in dividends during 2016.

Notice that the eliminations in Worksheet 4-9 are identical to those required for the hori-
zontal format. Also, when working with the vertical format, keep in mind the cautions that are
stated in Chapter 3: (a) the nominal accounts are presented above the balance sheet accounts,
and (b) the eliminations are made only to the beginning retained earnings accounts. The carry-
down procedures for the vertical worksheet are the same as those presented in Chapter 3.

R E F L E C T I O N
� On a vertical worksheet, the eliminating and adjusting entries are the same as those on

a trial balance worksheet.
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Worksheet 4-1

Intercompany Sales; No Intercompany Goods in Inventories
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Accounts Receivable 110,000 150,000

2 Inventory, December 31, 2015 70,000 40,000

3 Investment in Company S 196,000

4

5 Other Assets 314,000 155,000

6 Accounts Payable (80,000) (100,000)

7 Common Stock ($10 par)—Company P (200,000)

8 Retained Earnings, January 1, 2015—Company P (250,000)

9 Common Stock ($10 par)—Company S (100,000)

10 Retained Earnings, January 1, 2015—Company S (70,000)

11 Sales (700,000) (500,000)

12 Cost of Goods Sold 510,000 350,000

13 Expenses 90,000 75,000

14 Subsidiary Income (60,000)

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2015

21

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income.
(EL) Eliminate against the investment in Company S account the pro rata portion of the subsidiary equity balances (80%) owned by

the parent. To simplify the elimination, there is no discrepancy between the cost and book values of the investment in this
example. Also, note that the worksheet process is expedited by always eliminating the intercompany investment first.

(IS) Eliminate $100,000 intercompany sales to avoid double counting. Now only Company S’s original purchase from third parties and
Company P’s final sale to third parties remain in the consolidated income statement.

(IA) Eliminate the $25,000 intercompany trade balances resulting from the intercompany sale.

226 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Worksheet 4-1 (see page 207)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

(IA) 25,000 235,000 1

110,000 2

(CY1) 60,000 3

(EL) 136,000 4

469,000 5

(IA) 25,000 (155,000) 6

(200,000) 7

(250,000) 8

(EL) 80,000 (20,000) 9

(EL) 56,000 (14,000) 10

(IS) 100,000 (1,100,000) 11

(IS) 100,000 760,000 12

165,000 13

(CY1) 60,000 14

321,000 321,000 15

(175,000) 16

15,000 (15,000) 17

160,000 (160,000) 18

(49,000) (49,000) 19

(410,000) (410,000) 20

0 21
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Subsidiary Company S Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . $ 75,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%
NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,000

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . $100,000
80%� Company S adjusted income of $75,000. . . . 60,000

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000
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Worksheet 4-2

Intercompany Goods in Ending Inventory
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Accounts Receivable 110,000 150,000

2 Inventory, December 31, 2015 70,000 40,000

3 Investment in Company S 196,000

4

5 Other Assets 314,000 155,000

6 Accounts Payable (80,000) (100,000)

7 Common Stock ($10 par)—Company P (200,000)

8 Retained Earnings, January 1, 2015—Company P (250,000)

9 Common Stock ($10 par)—Company S (100,000)

10 Retained Earnings, January 1, 2015—Company S (70,000)

11 Sales (700,000) (500,000)

12 Cost of Goods Sold 510,000 350,000

13 Expenses 90,000 75,000

14 Subsidiary Income (60,000)

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2015

21

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income.
(EL) Eliminate 80% of the subsidiary equity balances against the investment in Company S account. There is no excess of cost or

book value in this example.
(IS) Eliminate the intercompany sale of $100,000.
(EI) Eliminate intercompany profit in ending inventory, 20%� $40,000.
(IA) Eliminate the intercompany trade balances.
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Worksheet 4-2 (see page 210)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

(IA) 25,000 235,000 1

(EI) 8,000 102,000 2

(CY1) 60,000 3

(EL) 136,000 4

469,000 5

(IA) 25,000 (155,000) 6

(200,000) 7

(250,000) 8

(EL) 80,000 (20,000) 9

(EL) 56,000 (14,000) 10

(IS) 100,000 (1,100,000) 11

(EI) 8,000 (IS) 100,000 768,000 12

165,000 13

(CY1) 60,000 14

329,000 329,000 15

(167,000) 16

13,400 (13,400) 17

153,600 (153,600) 18

(47,400) (47,400) 19

(403,600) (403,600) 20

0 21
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Subsidiary Company S Income Distribution

Unrealized profit in ending
inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . (EI) $8,000

Internally generated net income . . . . . . . . . . . . . . . . . . $ 75,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 67,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 13,400

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . $ 100,000

80%� Company S adjusted income of $67,000. . . . . 53,600

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 153,600
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Worksheet 4-3

Intercompany Goods in Beginning and Ending Inventories
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Accounts Receivable 160,000 170,000

2 Inventory, December 31, 2016 60,000 50,000

3 Investment in Company S 244,000

4

5 Other Assets 354,000 165,000

6 Accounts Payable (90,000) (80,000)

7 Common Stock ($10 par)—Company P (200,000)

8 Retained Earnings, January 1, 2016—Company P (410,000)

9 Common Stock ($10 par)—Company S (100,000)

10 Retained Earnings, January 1, 2016—Company S (145,000)

11

12 Sales (800,000) (600,000)

13 Cost of Goods Sold 610,000 440,000

14

15 Expenses 120,000 100,000

16 Subsidiary Income (48,000)

17 0 0

18 Consolidated Net Income

19 To NCI (see distribution schedule)

20 Balance to Controlling Interest (see distribution schedule)

21 Total NCI

22 Retained Earnings, Controlling Interest, December 31, 2016

23

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income.
(EL) Eliminate 80% of the subsidiary equity balances against the investment in Company S account. There is no excess of cost or book

value in this example.
(BI) Eliminate the intercompany profit of $8,000 (20%� $40,000) in the beginning inventory by reducing both the cost of goods sold

and the beginning retained earnings accounts. 20% of the decrease in retained earnings is shared by the noncontrolling interest,
since, in this case, the selling company was the subsidiary. If the parent had been the seller, only the controlling interest in
retained earnings would be decreased. It should be noted that the $8,000 profit is shifted from 2015 to 2016, since, as a result
of the entry, the 2016 consolidated cost of goods sold balance is reduced by $8,000. This procedure emphasizes the concept
that intercompany inventory profit is not eliminated but only deferred until inventory is sold to an outsider.

(IS) Eliminate $120,000 intercompany sales to avoid double counting.
(EI) Eliminate the intercompany profit of $6,000 (20%� $30,000) recorded by Company S for the intercompany goods contained in

Company P’s ending inventory, and increase the cost of goods sold balance by this same amount.
(IA) Eliminate the intercompany trade balances.
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Worksheet 4-3 (see page 211)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

(IA) 60,000 270,000 1

(EI) 6,000 104,000 2

(CY1) 48,000 3

(EL) 196,000 4

519,000 5

(IA) 60,000 (110,000) 6

(200,000) 7

(BI) 6,400 (403,600) 8

(EL) 80,000 (20,000) 9

(EL) 116,000 10

(BI) 1,600 (27,400) 11

(IS) 120,000 (1,280,000) 12

(EI) 6,000 (BI) 8,000 13

(IS) 120,000 928,000 14

220,000 15

(CY1) 48,000 16

438,000 438,000 17

(132,000) 18

12,400 (12,400) 19

119,600 (119,600) 20

(59,800) (59,800) 21

(523,200) (523,200) 22

0 23
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Subsidiary Company S Income Distribution

Unrealized profit in ending
inventory, 20% 3 $30,000 . . . . . . . . . . . (EI) $6,000

Internally generated net income . . . . . . . . . . . . . . . . . . . $ 60,000
Realized profit in beginning inventory,

20% 3 $40,000 . . . . . . . . . . . . . . . . . . . . . . . (BI) 8,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 62,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,400

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . $ 70,000
80%� Company S adjusted income of $62,000. . . . . . 49,600

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 119,600
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Worksheet 4-4

Intercompany Goods in Beginning and Ending Inventories; Periodic Inventory
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Accounts Receivable 160,000 170,000

2 Inventory, January 1, 2016 70,000 40,000

3 Investment in Company S 244,000

4

5 Other Assets 354,000 165,000

6 Accounts Payable (90,000) (80,000)

7 Common Stock ($10 par)—Company P (200,000)

8 Retained Earnings, January 1, 2016—Company P (410,000)

9 Common Stock ($10 par)—Company S (100,000)

10 Retained Earnings, January 1, 2016—Company S (145,000)

11

12 Sales (800,000) (600,000)

13 Purchases 600,000 450,000

14 Inventory, December 31, 2016 60,000 50,000

15 Cost of Goods Sold (60,000) (50,000)

16 Expenses 120,000 100,000

17 Subsidiary Income (48,000)

18 0 0

19 Consolidated Net Income

20 To NCI (see distribution schedule)

21 Balance to Controlling Interest (see distribution schedule)

22 Total NCI

23 Retained Earnings, Controlling Interest, December 31, 2016

24

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income.
(EL) Eliminate 80% of the subsidiary equity balances against the investment in Company S account. There is no excess of cost or book value

in this example.
(BI) Eliminate the intercompany profit of $8,000 (20%� $40,000) in the beginning inventory by reducing both the cost of goods sold

and the beginning retained earnings accounts. 20% of the decrease in retained earnings is shared by the noncontrolling interest, since,
in this case, the selling company was the subsidiary. If the parent had been the seller, only the controlling interest in retained
earnings would be decreased. It should be noted that the $8,000 profit is shifted from 2015 to 2016, since, as a result of the entry,
the 2016 consolidated cost of goods sold balance is reduced by $8,000. This procedure emphasizes the concept that intercompany
inventory profit is not eliminated but only deferred until inventory is sold to an outsider.

(IS) Eliminate $120,000 intercompany sales to avoid double counting.
(EI) Enter the combined ending inventories of Company P and Company S, $60,000 and $50,000, respectively, less the intercompany

profit of $6,000 (20%� $30,000) recorded by Company S for the intercompany goods contained in Company P’s ending
inventory.

(IA) Eliminate the intercompany trade balances.
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Worksheet 4-4 (see page 213)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

(IA) 60,000 270,000 1

(BI) 8,000 102,000 2

(CY1) 48,000 3

(EL) 196,000 4

519,000 5

(IA) 60,000 (110,000) 6

(200,000) 7

(BI) 6,400 (403,600) 8

(EL) 80,000 (20,000) 9

(EL) 116,000 10

(BI) 1,600 (27,400) 11

(IS) 120,000 (1,280,000) 12

(IS) 120,000 930,000 13

(EI) 6,000 104,000 14

(EI) 6,000 (104,000) 15

220,000 16

(CY1) 48,000 17

438,000 438,000 18

(132,000) 19

12,400 (12,400) 20

119,600 (119,600) 21

(59,800) (59,800) 22

(523,200) (523,200) 23

0 24

Subsidiary Company S Income Distribution

Unrealized profit in ending
inventory, 20% 3 $30,000 . . . . . . . . . . .(EI) $6,000

Internally generated net income . . . . . . . . . . . . . . . . . . . $ 60,000
Realized profit in beginning inventory,

20% 3 $40,000 . . . . . . . . . . . . . . . . . . . . . . . (BI) 8,000
Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 62,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,400

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . $ 70,000
80%� Company S adjusted income of $62,000. . . . . . 49,600

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $119,600
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Worksheet 4-5

Intercompany Sale of Depreciable Asset
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 15,000 20,000

2 Machinery 50,000 (a) 230,000

3 Accumulated Depreciation—Machinery (25,000) (b) (100,000)

4 Investment in Company S 120,000

5

6 Common Stock ($10 par)—Company P (100,000)

7 Retained Earnings, January 1, 2015—Company P (10,000)

8 Common Stock ($10 par)—Company S (50,000)

9 Retained Earnings, January 1, 2015—Company S (75,000)

10 Sales (200,000) (100,000)

11 Cost of Goods Sold 150,000 59,000

12 Depreciation Expense 30,000 (b) 16,000

13 Gain on Sale of Machine (10,000)

14 Subsidiary Income (20,000)

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2015

21

Notes to Trial Balance:

(a) Includes machine purchased for $30,000 from Company P on January 1, 2015.
(b) Includes $6,000 depreciation on machine purchased from Company P on January 1, 2015.

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year.
(EL) Eliminate 80% of the subsidiary equity balances against the investment account. There is no excess to be distributed.
(F1) Eliminate the $10,000 gain on the intercompany sale of the machine, and reduce machine to book value.
(F2) Reduce the depreciation expense and accumulated depreciation accounts to reflect the depreciation ($4,000 per year) based

on the consolidated book value of the machine, rather than the depreciation ($6,000 per year) based on the sales price.
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Worksheet 4-5 (see page 216)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

35,000 1

(F1) 10,000 270,000 2

(F2) 2,000 (123,000) 3

(CY1) 20,000 4

(EL) 100,000 5

(100,000) 6

(10,000) 7

(EL) 40,000 (10,000) 8

(EL) 60,000 (15,000) 9

(300,000) 10

209,000 11

(F2) 2,000 44,000 12

(F1) 10,000 13

(CY1) 20,000 14

132,000 132,000 15

(47,000) 16

5,000 (5,000) 17

42,000 (42,000) 18

(30,000) (30,000) 19

(52,000) (52,000) 20

0 21

Subsidiary Company S Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . . . $25,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000

Parent Company P Income Distribution

Unrealized gain on sale
of machine . . . . . . . . . . . . . . . . . . . . . . . . (F1) $10,000

Internally generated net income
(including sale of machine) . . . . . . . . . . . . . . . . . . . . . . . $30,000

80%� Company S adjusted income of $25,000. . . . . . . . 20,000
Gain realized through use of

machine sold to subsidiary . . . . . . . . . . . . . . . (F2) 2,000

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000
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Worksheet 4-6

Intercompany Sale of Depreciable Asset
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 85,000 60,000

2 Machinery 50,000 (a) 230,000

3 Accumulated Depreciation—Machinery (45,000) (b) (116,000)

4

5 Investment in Company S 139,200

6

7 Common Stock ($10 par)—Company P (100,000)

8 Retained Earnings, January 1, 2016—Company P (60,000)

9 Common Stock ($10 par)—Company S (50,000)

10 Retained Earnings, January 1, 2016—Company S (100,000)

11 Sales (250,000) (120,000)

12 Cost of Goods Sold 180,000 80,000

13 Depreciation Expense 20,000 (c) 16,000

14 Subsidiary Income (19,200)

15 0 0

16 Consolidated Net Income

17 To NCI (see distribution schedule)

18 Balance to Controlling Interest (see distribution schedule)

19 Total NCI

20 Retained Earnings, Controlling Interest, December 31, 2016

21

Notes to Trial Balance:

(a) Includes machine purchased for $30,000 from Company P on January 1, 2015.
(b) Includes $12,000 accumulated depreciation ($6,000 per year) on machine purchased from Company P on January 1, 2015.
(c) Includes $6,000 depreciation on machine purchased from Company P on January 1, 2015.

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year.
(EL) Eliminate 80% of the subsidiary equity balances against the investment account. There is no excess to be distributed.
(F1) Eliminate the gain on the intercompany sale as it is reflected in beginning retained earnings on the parent’s trial balance. Since

the sale was made by the parent, Company P, the entire unrealized gain at the beginning of the year (now $8,000) is
removed from the controlling retained earnings beginning balance. If the sale had been made by the subsidiary, the adjustment
of beginning retained earnings would be split 80% to the controlling interest and 20% to the noncontrolling interest.

(F2) Reduce the depreciation expense and accumulated depreciation accounts by $2,000 to reflect the depreciation based on the consolidated
book value of the asset on the date of sale. This entry will bring the accumulated depreciation account to its correct consolidated
year-end balance.
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Worksheet 4-6 (see page 217)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

145,000 1

(F1) 10,000 270,000 2

(F1) 2,000 (157,000) 3

(F2) 2,000 4

(CY1) 19,200 5

(EL) 120,000 6

(100,000) 7

(F1) 8,000 (52,000) 8

(EL) 40,000 (10,000) 9

(EL) 80,000 (20,000) 10

(370,000) 11

260,000 12

(F2) 2,000 34,000 13

(CY1) 19,200 14

151,200 151,200 15

(76,000) 16

4,800 (4,800) 17

71,200 (71,200) 18

(34,800) (34,800) 19

(123,200) (123,200) 20

0 21

Subsidiary Company S Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . . $24,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,800

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . . $50,000
80% of Company S adjusted income of $24,000 . . . . . . 19,200
Gain realized through use of

machine sold to subsidiary . . . . . . . . . . . . . (F2) 2,000

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $71,200
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Worksheet 4-7

Intercompany Sale of a Depreciable Asset; Subsequent Sale of Asset to an Outside Party
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 85,000 74,000

2 Machinery 50,000 200,000

3 Accumulated Depreciation—Machinery (45,000) (104,000)

4 Investment in Company S 136,000

5

6 Common Stock ($10 par)—Company P (100,000)

7 Retained Earnings, January 1, 2016—Company P (60,000)

8 Common Stock ($10 par)—Company S (50,000)

9 Retained Earnings, January 1, 2016—Company S (100,000)

10 Sales (250,000) (120,000)

11 Cost of Goods Sold 180,000 80,000

12 Depreciation Expense 20,000 16,000

13 Loss on Sale of Machine 4,000

14 Subsidiary Income (16,000)

15 Gain on Sale of Machine

16 0 0

17 Consolidated Net Income

18 To NCI (see distribution schedule)

19 Balance to Controlling Interest (see distribution schedule)

20 Total NCI

21 Retained Earnings, Controlling Interest, December 31, 2016

22

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year.
(EL) Eliminate 80% of the subsidiary equity balances against the investment account. There is no excess to be distributed.
(F3) Eliminate the gain on the intercompany sale as it is reflected in the parent’s beginning retained earnings account, adjust the

current year’s depreciation expense, and revise the recording of the sale of the equipment to an outside party to reflect the net
book value of the asset to the consolidated company.
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Worksheet 4-7 (see page 218)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

159,000 1

250,000 2

(149,000) 3

(CY1) 16,000 4

(EL) 120,000 5

(100,000) 6

(F3) 8,000 (52,000) 7

(EL) 40,000 (10,000) 8

(EL) 80,000 (20,000) 9

(370,000) 10

260,000 11

(F3) 2,000 34,000 12

(F3) 4,000 13

(CY1) 16,000 14

(F3) 2,000 (2,000) 15

144,000 144,000 16

(78,000) 17

4,000 (4,000) 18

74,000 (74,000) 19

(34,000) (34,000) 20

(126,000) (126,000) 21

0 22
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Subsidiary Company S Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . $20,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . $ 50,000
80%� Company S adjusted income of $20,000. . . . . . 16,000
Gain realized on sale of

machine . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (F3) 8,000*

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 74,000

*$10,000 original gain� $2,000 realized in 2015.
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Worksheet 4-8

Intercompany Notes
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Cash 35,000 20,400

2 Note Receivable from Company S 10,000

3 Interest Receivable 400

4 Property, Plant, and Equipment (net) 140,000 150,000

5 Investment in Company S 128,000

6

7 Note Payable to Company P (10,000)

8 Interest Payable (400)

9 Common Stock—Company P (100,000)

10 Retained Earnings, January 1, 2015—Company P (200,000)

11 Common Stock—Company S (50,000)

12 Retained Earnings, January 1, 2015—Company S (100,000)

13 Sales (120,000) (50,000)

14 Interest Income (400)

15 Subsidiary Income (8,000)

16 Cost of Goods Sold 75,000 20,000

17 Other Expenses 40,000 19,600

18 Interest Expense 400

19 0 0

20 Consolidated Net Income

21 To NCI (see distribution schedule)

22 Balance to Controlling Interest (see distribution schedule)

23 Total NCI

24 Retained Earnings, Controlling Interest, December 31, 2015

25

Eliminations and Adjustments:

(CY1) Eliminate the parent’s share (80%) of subsidiary net income.
(EL) Eliminate the controlling portion (80%) of the Company S January 1, 2015, stockholders’ equity against the investment

in Company S account. No excess results.
(LN1) Eliminate the intercompany note and accrued interest applicable to the note. This entry removes the internal note from the

consolidated balance sheet.
(LN2) Eliminate the intercompany interest expense and revenue. Since an equal amount of expense and revenue is eliminated, there is

no change in the combined net income as a result of this entry.
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Worksheet 4-8 (see page 219)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

55,400 1

(LN1) 10,000 2

(LN1) 400 3

290,000 4

(CY1) 8,000 5

(EL) 120,000 6

(LN1) 10,000 7

(LN1) 400 8

(100,000) 9

(200,000) 10

(EL) 40,000 (10,000) 11

(EL) 80,000 (20,000) 12

(170,000) 13

(LN2) 400 14

(CY1) 8,000 15

95,000 16

59,600 17

(LN2) 400 18

138,800 138,800 19

(15,400) 20

2,000 (2,000) 21

13,400 (13,400) 22

(32,000) (32,000) 23

(213,400) (213,400) 24

0 25

Subsidiary Company S Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . $ 10,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . $ 5,400
80%� Company S adjusted income of $10,000. . . . . 8,000
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 13,400
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UNDERSTANDING THE ISSUES

1. During 2015, Company P sold $50,000 of goods to subsidiary Company S at a profit of
$12,000. One-fourth of the goods remain unsold at year-end. If no adjustments were
made on the consolidated worksheet, what errors would there be on the consoli-
dated income statement and balance sheet?

2. During 2015, Company P sold $50,000 of goods to subsidiary Company S at a profit of
$12,000. One-fourth of the goods remain unsold at year-end. What specific adjust-
ments are needed on the consolidated worksheet to deal with these issues?

3. Company S is 80% owned by Company P. Near the end of 2015, Company S sold mer-
chandise with a cost of $6,000 to Company P for $7,000. Company P sold the merchan-
dise to a nonaffiliated firm in 2016 for $10,000. How much total profit should be
recorded on the consolidated income statements in 2015 and 2016? How much profit
should be awarded to the controlling and noncontrolling interests in 2015 and 2016?

4. Subsidiary Company S is 80% owned by Company P. Company S sold a machine with
a book value of $100,000 to Company P for $150,000. The asset has a 5-year life and is
depreciated under the straight-line method. The president of Company S thinks it
has scored a $50,000 immediate profit for the noncontrolling interest. Explain how
much profit the noncontrolling interest will realize and when it will be awarded.

5. On January 1, 2015, Company P sold a machine to its 70%-owned subsidiary, Com-
pany S, for $60,000. The book value of the machine was $50,000. The machine was
depreciated using the straight-line method over five years. On December 31, 2017,
Company S sold the machine to a nonaffiliated firm for $35,000. On the consolidated
statements, how much gain or loss on the intercompany machine sale should be
recognized in 2015, 2016, and 2017?

6. Company S is an 80%-owned subsidiary of Company P. Company S needed to borrow
$500,000 on January 1, 2015. The best interest rate it could secure was 10% annual.
Company P has a better credit rating and decided to borrow the funds needed from
a bank at 8% annual and then loaned the money to Company S at 9.5% annual.

a. Is Company S better off as a result of borrowing the funds from Company P?
b. What are the interest revenue and expense amounts recorded by Company P and

Company S during 2016?
c. How much interest expense and/or interest revenue should appear on the 2015

consolidated income statement?

EXERCISES

Exercise 1 (LO 1, 2) Gross profit: separate firms versus consolidated. Sorel is an
80%-owned subsidiary of Pattern Company. The two affiliates had the following separate
income statements for 2015 and 2016.

Sorel Company Pattern Company

2015 2016 2015 2016

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . $250,000 $350,000 $500,000 $540,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . 150,000 210,000 310,000 360,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $140,000 $190,000 $180,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 66,000 120,000 125,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 55,000 $ 74,000 $ 70,000 $ 55,000
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Sorel sells at the same gross profit percentage to all customers. During 2015, Sorel sold goods to
Pattern for the first time in the amount of $120,000. $30,000 of these sales remained in
Pattern’s ending inventory. During 2016, sales to Pattern by Sorel were $150,000, of which
$25,000 sales were still in Pattern’s December 31, 2016, inventory.

Prepare consolidated income statements including the distribution of income to the con-
trolling and noncontrolling interests for 2015 and 2016.

Exercise 2 (LO 2) Inventory profits with lower-of-cost-or-market adjustment. Hide
Corporation is a wholly owned subsidiary of Seek Company. During 2015, Hide sold all of its
production to Seek Company for $400,000, a price that includes a 25% gross profit. 2015 was
the first year that such intercompany sales were made. By year-end, Seek sold, for $416,000,
80% of the goods it had purchased. The balance of the intercompany goods, $80,000,
remained in the ending inventory and was adjusted to a lower fair value of $70,000. The adjust-
ment was a charge to the cost of goods sold.

1. Determine the gross profit on sales recorded by both companies.
2. Determine the gross profit to be shown on the consolidated income statement.

Exercise 3 (LO 2) Distribution of income with inventory profits. Norco Company is
an 80%-owned subsidiary of Victory Corporation. The separate income statements of the two
companies for 2016 are as follows:

Victory
Corporation

Norco
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 220,000 $ 150,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (112,500)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000 $ 37,500
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (15,000)
Other income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000 $ 22,500
Subsidiary income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,400

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 49,400 $ 22,500

The following facts apply to 2016:

a. Norco Company sold $90,000 of goods to Victory Corporation. The gross profits on sales
to Victory and to unrelated companies are equal and have not changed from the previous
years.

b. Victory Corporation held $20,000 of the goods purchased from Norco Company in its
beginning inventory and $30,000 of such goods in ending inventory.

c. Victory Corporation billed Norco Company $5,000 for computer services. The charge was
expensed by Norco Company and treated as other income by Victory Corporation.

Prepare the consolidated income statement for 2016, including the distribution of the con-
solidated net income to the controlling and noncontrolling interests. The supporting income
distribution schedules should be prepared as well.

Exercise 4 (LO 3) Machinery sale. On January 1, 2016, Jungle Company sold a machine
to Safari Company for $30,000. The machine had an original cost of $24,000, and
accumulated depreciation on the asset was $9,000 at the time of the sale. The machine has a
5-year remaining life and will be depreciated on a straight-line basis with no salvage value. Safari
Company is an 80%-owned subsidiary of Jungle Company.

1. Explain the adjustments that would have to be made to arrive at consolidated net income for
the years 2016 through 2020 as a result of this sale.
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2. Prepare the elimination that would be required on the December 31, 2016, consolidated
worksheet as a result of this sale.

3. Prepare the entry for the December 31, 2017, worksheet as a result of this sale.

Exercise 5 (LO 3) Land and building profit. Wavemasters Inc., owns an 80% interest in
Sayner Development Company. In a prior period, Sayner Development purchased a parcel of
land for $50,000. During 2015, it constructed a building on the land at a cost of $500,000.
The land and building were sold to Wavemasters at the very end of 2015 for $750,000, of
which $100,000 was for the land. It is estimated that the building has a 20-year life with no sal-
vage value.

1. Prepare all worksheet eliminations that would be made on the 2015 consolidated worksheet
as a result of the real estate sale.

2. Prepare all worksheet eliminations that would be made on the 2017 consolidated worksheet
as a result of the 2015 real estate sale.

Exercise 6 (LO 3) Resale of intercompany asset. Hilton Corporation sold a press to its
80%-owned subsidiary, Agri Fab Inc., for $5,000 on January 1, 2016. The press originally was
purchased by Hilton on January 1, 2015, for $20,000, and $6,000 of depreciation for 2015
had been recorded. The fair value of the press on January 1, 2016, was $10,000. Agri Fab pro-
ceeded to depreciate the press on a straight-line basis, using a 5-year life and no salvage value.
On December 31, 2017, Agri Fab, having no further need for the machine, sold it for $2,000
and recorded a loss on the sale.

Explain the adjustments that would have to be made to the separate income statements of
the two companies to arrive at the consolidated income statements for 2016 and 2017.

Exercise 7 (LO 3) Fixed asset sales by parent and subsidiary. The separate income
statements of Danner Company and its 90%-owned subsidiary, Link Company, for the year
ended December 31, 2016, are as follows:

Danner
Company

Link
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 650,000 $ 280,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (190,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 250,000 $ 90,000
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (70,000)
Other income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 90,000 $ 20,000
Subsidiary income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 108,000 $ 20,000

The following additional facts apply:

a. On January 1, 2015, Link Company purchased a building, with a book value of $100,000
and an estimated 20-year life, from Danner Company for $150,000. The building was being
depreciated on a straight-line basis with no salvage value.

b. On January 1, 2016, Link Company sold a machine with a cost of $40,000 to Danner
Company for $60,000. The machine had an expected life of five years and is being depreciated
on a straight-line basis with no salvage value. Link Company is a dealer for the machine.

Prepare a worksheet that shows income statements of Danner and Link with a column for elimi-
nations. Be sure to include the distribution of income to the controlling and non-controlling interest.

Exercise 8 (LO 2, 3) Merchandise and fixed asset sale. Peninsula Company owns an
80% controlling interest in Sandbar Company. Sandbar regularly sells merchandise to Peninsula,
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which then sells to outside parties. The gross profit on all such sales is 40%. On January 1, 2015,
Peninsula sells land and a building to Sandbar. Tax assessments divide the value of the parcel 20% to
land and 75% to structures. Pertinent information for the companies is summarized as follows:

Peninsula Sandbar

Internally generated net income, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . $520,000 $250,000
Internally generated net income, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000 235,000
Intercompany merchandise sales, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Intercompany merchandise sales, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Intercompany inventory, December 31, 2015 . . . . . . . . . . . . . . . . . . . . . 15,000
Intercompany inventory, December 31, 2016 . . . . . . . . . . . . . . . . . . . . . 20,000
Cost of real estate sold on January 1, 2015 . . . . . . . . . . . . . . . . . . . . . . . 600,000
Sale price for real estate on January 1, 2015 . . . . . . . . . . . . . . . . . . . . . . 800,000
Depreciable life of building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20 years

Prepare income distribution schedules for 2015 and 2016 for Peninsula and Sandbar as they
would be prepared to distribute income to the noncontrolling and controlling interests in sup-
port of consolidated worksheets.

Exercise 9 (LO 5) Intercompany note. Saratoga Company owns 80% of the outstanding
common stock of Windsor Company. On May 1, 2017, Windsor Company arranges a 1-year,
$50,000 loan from Saratoga Company. The loan agreement specifies that interest will accrue
at the rate of 6% per annum and that all interest will be paid on the maturity date of the loan.
The financial reporting period ends on December 31, 2017, and the note originating from the
loan remains outstanding.

1. Prepare the entries that both companies would have made on their separate books, including
the accrual of interest.

2. Prepare the eliminations, in entry form, that will be made on a consolidated worksheet pre-
pared as of December 31, 2017.

Exercise 10 (LO 5) Intercompany note discounted. Assume the same facts as in Exer-
cise 11, but in addition, assume that Saratoga is itself in need of cash. It discounts the note
received from Windsor at First Bank on July 1, 2017, at a discount rate of 8% per annum.

1. Prepare the entries that both companies would have made on their separate books, including
interest accruals.

2. Prepare the eliminations, in entry form, that will be made on a consolidated worksheet pre-
pared as of December 31, 2017.

PROBLEMS

Problem 4-1 (LO 2) 100%, equity, ending inventory. On January 1, 2015, 100% of
the outstanding stock of Solo Company was purchased by Plato Corporation for $3,300,000.
At that time, the book value of Solo’s net assets equaled $3,000,000. The excess was attributable
to equipment with a 10-year life.

The following trial balances of Plato Corporation and Solo Company were prepared on
December 31, 2015:

Plato
Corporation

Solo
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 735,000 370,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 365,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 275,000
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Plato
Corporation

Solo
Company

Property, Plato, and Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000,000 2,300,000
Investment in Solo Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,510,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,000) (100,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000) (400,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,500,000) (200,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (5,500,000) (2,400,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000,000) (1,000,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000,000 750,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000,000 40,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (210,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Throughout 2015, sales to Plato Corporation made up 30% of Solo’s revenue and produced
a 25% gross profit rate. At year-end, Plato Corporation had sold $250,000 of the goods pur-
chased from Solo Company and still owed Solo $30,000. None of the Solo products were in
Plato’s January 1, 2015, beginning inventory.

Prepare the worksheet necessary to produce the consolidated income statement and balance
sheet of Plato Corporation and its subsidiary for the year ended December 31, 2015. Include
the determination and distribution of excess schedule.

Problem 4-2 (LO 2) 80%, cost, beginning and ending inventory. On April 1, 2015,
Benton Corporation purchased 80% of the outstanding stock of Crandel Company
for $425,000. A condensed balance sheet of Crandel Company at the purchase date is shown
below.

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . . . . $180,000 Liabilities . . . . . . . . . . . . . . . . . . . . . $100,000
Long-lived assets (net) . . . . . . . . . . . 320,000 Common stock. . . . . . . . . . . . . . . . . 200,000

Paid-in capital in excess of par . . . . 100,000
Retained earnings . . . . . . . . . . . . . . 100,000

Total assets. . . . . . . . . . . . . . . . . . $500,000 Total liabilities and equity . . . . . . $500,000

All book values approximated fair values on the purchase date. Any excess cost was attribu-
ted to goodwill.

The following information was gathered pertaining to the first two years of operation since
Benton’s purchase of Crandel Company stock:

a. Intercompany merchandise sales were summarized as follows:

Date Transaction Sales Gross Profit

Merchandise
Remaining in
Purchaser’s

Ending Inventory

April 1, 2015 to Benton to Crandel $40,000 20% $9,000
March 31, 2016 Crandel to Benton 20,000 25 4,000

April 1, 2016 to Benton to Crandel 32,000 20 6,000
March 31, 2017 Crandel to Benton 30,000 25 3,000

b. On March 31, 2017, Benton owed Crandel $10,000, and Crandel owed Benton $5,000 as a
result of the intercompany sales.
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c. Benton paid $25,000 in cash dividends on March 20, 2016 and 2017. Crandel paid its first
cash dividend on March 10, 2017, giving each share of outstanding common stock a $0.15
cash dividend.

d. The trial balances of the two companies as of March 31, 2017, follow:

Benton
Corporation

Crandel
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 191,200 44,300
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000 97,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 310,000 80,000
Investment in Crandel Company . . . . . . . . . . . . . . . . . . . . . . . 450,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,081,000 150,000
Building and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,850,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . (940,000) (210,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (242,200) (106,300)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000)
Common Stock ($0.50 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . (1,250,000) (100,000)
Retained Earnings, April 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . (1,105,000) (140,000)
Sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (880,000) (630,000)
Dividend Income (from Crandel Company) . . . . . . . . . . . . . . (24,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 704,000 504,000
Other Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 81,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 30,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare the worksheet necessary to produce the consolidated financial statements of Benton
Corporation and its subsidiary for the year ended March 31, 2017. Include the value analysis
and a determination and distribution of excess schedule and the income distribution schedules.

2. Prepare the formal consolidated income statement for the fiscal year ending March 31, 2017.

Use the following information for Problems 4-3 and 4-4:
On January 1, 2015, Packard Corporation acquired 70% of the common stock of Stude
Corporation for $400,000. On this date, Stude had the following balance sheet:

Stude Corporation
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . $ 60,000 Accounts payable . . . . . . . . . . . $ 40,000
Inventory . . . . . . . . . . . . . . . 40,000 Bonds payable . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . 60,000 Common stock ($1 par) . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . 200,000 Paid-in capital in excess of par. . 90,000
Accumulated depreciation . (50,000) Retained earnings . . . . . . . . . . . 112,000
Equipment . . . . . . . . . . . . . . 72,000
Accumulated depreciation . (30,000)

Total assets. . . . . . . . . . . . $352,000 Total liabilities and equity . . . $352,000

Buildings, which have a 20-year life, were understated by $150,000. Equipment,
which has a 5-year life, was understated by $60,000. The 3,000 NCI shares had a fair

Required

(continued)

249Chapter 4 INTERCOMPANY TRANSACTIONS: MERCHANDISE, PLANT ASSETS, AND NOTES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



value of $50 each. Any remaining excess was considered to be goodwill. Packard used the
simple equity method to account for its investment in Stude.

Packard and Stude had the following trial balances on December 31, 2016:

Packard
Corporation

Stude
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000 132,000
Accounts Receivable . . . . . . . . . . . . . . . . . . 90,000 45,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 56,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Stude . . . . . . . . . . . . . . . . . . . 428,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . (220,000) (65,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 72,000
Accumulated Depreciation . . . . . . . . . . . . . (90,000) (46,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . (60,000) (102,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . (800,000) (90,000)
Retained Earnings, January 1, 2016. . . . . . (325,000) (142,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . 450,000 208,500
Depreciation Expense—Buildings . . . . . . . . 30,000 7,500
Depreciation Expense—Equipment. . . . . . . 15,000 8,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . 140,000 98,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . 8,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . (14,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Problem 4-3 (LO 2) 70%, equity, beginning and ending inventory, subsidiary

seller. Refer to the preceding facts for Packard’s acquisition of Stude common stock. On Jan-
uary 1, 2016, Packard held merchandise acquired from Stude for $10,000. This beginning
inventory had an applicable gross profit of 25%. During 2016, Stude sold $40,000 worth of
merchandise to Packard. Packard held $6,000 of this merchandise at December 31, 2016. This
ending inventory had an applicable gross profit of 30%. Packard owed Stude $11,000 on
December 31 as a result of these intercompany sales.

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Stude.

2. Complete a consolidated worksheet for Packard Corporation and its subsidiary Stude
Corporation as of December 31, 2016. Prepare supporting amortization and income
distribution schedules.

Problem 4-4 (LO 2) 70%, equity, beginning and ending inventory, parent and

subsidiary seller. Refer to the preceding facts for Packard’s acquisition of Stude common
stock. On January 1, 2016, Packard held merchandise acquired from Stude for $10,000. This
beginning inventory had an applicable gross profit of 25%. During 2016, Stude sold $40,000
worth of merchandise to Packard. Packard held $6,000 of this merchandise at December 31,
2016. This ending inventory had an applicable gross profit of 30%. Packard owed Stude
$11,000 on December 31 as a result of this intercompany sale.

On January 1, 2016, Stude held merchandise acquired from Packard for $20,000. This
beginning inventory had an applicable gross profit of 40%. During 2016, Packard sold $60,000
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worth of merchandise to Stude. Stude held $30,000 of this merchandise at December 31, 2016.
This ending inventory had an applicable gross profit of 35%. Stude owed Packard $23,000 on
December 31 as a result of this intercompany sale.

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Stude.

2. Complete a consolidated worksheet for Packard Corporation and its subsidiary Stude Cor-
poration as of December 31, 2016. Prepare supporting amortization and income distribu-
tion schedules.

Problem 4-5 (LO 2) 80%, equity, beginning and ending inventory, write-down,

note. On January 1, 2015, Silvio Corporation exchanged on a 1-for-3 basis common stock it
held in its treasury for 80% of the outstanding stock of Jenko Company. Silvio Corporation
common stock had a market price of $40 per share on the exchange date. On the date of the
acquisition, the stockholders’ equity section of Jenko Company was as follows:

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . $ 450,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . 180,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 370,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000

Also on that date, Jenko Company’s book values approximated fair values, except for the
land, which was undervalued by $75,000. The remaining excess was attributable to goodwill.
Information regarding intercompany transactions for 2017 follows:

a. Silvio Corporation sold merchandise to Jenko Company, realizing a 30% gross profit. Sales
during 2017 were $140,000. Jenko had $25,000 of the 2016 purchases in its beginning
inventory for 2017 and $35,000 of the 2017 purchases in its ending inventory for 2017.
Jenko wrote down to $28,000 the merchandise purchased from Silvio Corporation and
remaining in its 2017 ending inventory.

b. Jenko signed a 12%, 4-month, $10,000 note to Silvio in order to cover the remaining bal-
ance of its payables on November 1, 2017. No new merchandise was purchased after this
date.

The trial balances of Silvio Corporation and Jenko Company as of December 31, 2017,
were as follows:

Silvio
Corporation

Jenko
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 205,200
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 285,000 110,000
Interest Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
Notes Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 470,000 160,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 300,000
Depreciable Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,110,000 810,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000) (200,000)
Intangibles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Investment in Jenko Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,128,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (611,500) (165,000)
Note Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000)
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200)
Common Stock ($1 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450,000)
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Silvio
Corporation

Jenko
Company

Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,235,000) (180,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (958,500) (470,000)
Treasury Stock (at cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 315,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,020,000) (500,000)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,500)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (88,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 705,000 300,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 90,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Silvio
Corporation and its subsidiary for the year ended December 31, 2017. Include the value
analysis and determination and distribution of excess schedule and the income distribution
schedules.

Problem 4-6 (LO 3) 80%, equity, fixed asset sales by subsidiary and parent. On
September 1, 2015, Parcel Corporation purchased 80% of the outstanding common stock of
Sack Corporation for $152,000. On that date, Sack’s net book values equaled fair values, and
there was no excess of cost or book value resulting from the purchase. Parcel has been maintain-
ing its investment under the simple equity method.

Over the next three years, the intercompany transactions between the companies were as
follows:

a. On September 1, 2015, Sack sold its 4-year-old delivery truck to Parcel for $14,000 in cash.
At that time, Sack had depreciated the truck, which had cost $15,000, to its $5,000 salvage
value. Parcel estimated on the date of the sale that the asset had a remaining useful life of
three years and no salvage value.

b. On September 1, 2016, Parcel sold equipment to Sack for $103,000. Parcel originally paid
$80,000 for the equipment and planned to depreciate it over 20 years, assuming no salvage
value. However, Parcel had the property for only 10 years and carried it at a net book value
of $40,000 on the sale date. Sack will use the equipment for 10 years, at which time Sack
expects no salvage value.

Both companies use straight-line depreciation for all assets.
Trial balances of Parcel Corporation and Sack Corporation as of the August 31, 2017, year-

end were as shown below.

Parcel
Corporation

Sack
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 50,000
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000 18,000
Notes Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Inventory, August 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000 34,000
Investment in Sack Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 217,440
Plant and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 990,700 295,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (170,000) (85,000)
Other Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (50,200)
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,000)
Bonds Payable (12%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (290,000) (70,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (110,000) (62,000)

Required
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Parcel
Corporation

Sack
Corporation

Retained Earnings, September 1, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . (498,850) (118,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (920,000) (240,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 598,000 132,000
Selling and General Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 108,000 80,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (23,040)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,750
Gain on Sale of Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (63,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 7,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Parcel
Corporation and its subsidiary for the year ended August 31, 2017. Include the income distri-
bution schedules.

Use the following information for Problems 4-7 and 4-8:
On January 1, 2015, Panther Company acquired Sandin Company. Panther paid $60
per share for 80% of Sandin’s common stock. The price paid by Panther reflected a con-
trol premium. The NCI shares were estimated to have a market value of $55 per share.
On the date of acquisition, Sandin had the following balance sheet:

Sandin Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . $ 60,000 Accounts payable . . . . . . . . . . . . . $ 40,000
Inventory . . . . . . . . . . . . . . . . . . 40,000 Bonds payable . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . 60,000 Common stock ($1 par) . . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . . 200,000 Paid-in capital in excess of par . . . 90,000
Accumulated depreciation . . . . (50,000) Retained earnings . . . . . . . . . . . . . 112,000
Equipment . . . . . . . . . . . . . . . . . 72,000
Accumulated depreciation . . . . (30,000)

Total assets. . . . . . . . . . . . . . . $352,000 Total liabilities and equity . . . . . $352,000

Buildings, which have a 20-year life, were understated by $120,000. Equipment, which
has a 5-year life, was understated by $40,000. Any remaining excess was considered good-
will. Panther used the simple equity method to account for its investment in Sandin.

Panther and Sandin had the following trial balances on December 31, 2016:

Panther
Company

Sandin
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000 132,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 45,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 56,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Sandin . . . . . . . . . . . . . . . . . . . . . . . . . . 512,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . (220,000) (65,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 72,000

(continued)
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Panther
Company

Sandin
Company

Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . (90,000) (46,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (102,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . (800,000) (90,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . (365,000) (142,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 208,500
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . 30,000 7,500
Depreciation Expense—Equipment. . . . . . . . . . . . . . . 15,000 8,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 98,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Gain on Sale of Fixed Assets . . . . . . . . . . . . . . . . . . . . (20,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . (16,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Problem 4-7 (LO 3) 80%, equity, several excess distributions, fixed asset sale.
Refer to the preceding facts for Panther’s acquisition of Sandin common stock. On January 1,
2016, Panther held merchandise sold to it from Sandin for $12,000. This beginning inventory
had an applicable gross profit of 25%. During 2016, Sandin sold merchandise to Panther for
$75,000. On December 31, 2016, Panther held $18,000 of this merchandise in its inventory.
This ending inventory had an applicable gross profit of 30%. Panther owed Sandin $20,000 on
December 31 as a result of this intercompany sale.

On January 1, 2016, Panther sold equipment with a book value of $35,000 to Sandin for
$50,000. Panther also sold some fixed assets to nonaffiliates. During 2016, the equipment was
used by Sandin. Depreciation is computed over a 5-year life, using the straight-line method.

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Sandin.

2. Complete a consolidated worksheet for Panther Company and its subsidiary Sandin Company
as of December 31, 2016. Prepare supporting amortization and income distribution schedules.

Problem 4-8 (LO 3) 80%, equity, several excess distributions, fixed asset sale by

parent and subsidiary. Refer to the preceding facts for Panther’s acquisition of Sandin
common stock. On January 1, 2016, Sandin held merchandise sold to it from Panther for
$20,000. During 2016, Panther sold merchandise to Sandin for $100,000. On December 31,
2016, Sandin held $25,000 of this merchandise in its inventory. Panther has a gross profit of
30%. Sandin owed Panther $15,000 on December 31 as a result of this intercompany sale.

On January 1, 2015, Sandin sold equipment to Panther at a profit of $24,000. Panther also
sold some fixed assets to nonaffiliates. Depreciation is computed over a 6-year life, using the
straight-line method.

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Sandin.

2. Complete a consolidated worksheet for Panther Company and its subsidiary Sandin Company
as of December 31, 2016. Prepare supporting amortization and income distribution schedules.

Required
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Problem 4-9 (LO 2, 5) 90%, cost, merchandise, note payable. The December 31,
2016, trial balances of Pettie Corporation and its 90%-owned subsidiary Sunco Corporation
are as follows:

Pettie
Corporation

Sunco
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 45,500
Accounts and Other Current Receivables . . . . . . . . . . . . . . . . . . . . . . . 410,900 170,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 920,000 739,400
Property, Plant, and Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000 400,000
Investment in Sunco Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,260,000
Accounts Payable and Other Current Liabilities . . . . . . . . . . . . . . . . . . (140,000) (305,900)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . (2,800,000) (650,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000,000) (650,000)
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (5,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000 400,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000 45,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Pettie’s investment in Sunco was purchased for $1,260,000 in cash on January 1, 2015, and
was accounted for by the cost method. On January 1, 2015, Sunco had the following equity
balances:

Common stock. . . . . . . . . . . . . $200,000
Retained earnings . . . . . . . . . . 600,000

Total equity . . . . . . . . . . . . . $800,000

Pettie’s excess of cost over book value on Sunco’s investment has been identified as goodwill.
Sunco borrowed $100,000 from Pettie on June 30, 2016, with the note maturing on June

30, 2017, at 10% interest. Correct accruals have been recorded by both companies.
During 2016, Pettie sold merchandise to Sunco at an aggregate invoice price of $300,000,

which included a profit of $75,000. As of December 31, 2016, Sunco had not paid Pettie for
$90,000 of these purchases, and 10% of the total merchandise purchased from Pettie still
remained in Sunco’s inventory.

Sunco declared a $1,000 cash dividend in December 2016 payable in January 2017.

Prepare the worksheet required to produce the consolidated statements of Pettie Corpora-
tion and its subsidiary, Sunco Corporation, for the year ended December 31, 2016. Include the
valuation analysis, the determination and distribution of excess schedule, and the income distri-
bution schedules.

(AICPA adapted)

Problem 4-10 (LO 2, 3) 80%, equity, excess distributions, merchandise, equip-

ment sales. On January 1, 2015, Peanut Company acquired 80% of the common stock of
Salt Company for $200,000. On this date, Salt had total owners’ equity of $200,000 (including
retained earnings of $100,000). During 2015 and 2016, Peanut appropriately accounted for its
investment in Salt using the simple equity method.

Required
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Any excess of cost over book value is attributable to inventory (worth $12,500 more than
cost), to equipment (worth $25,000 more than book value), and to goodwill. FIFO is used for
inventories. The equipment has a remaining life of four years, and straight-line depreciation is
used. On January 1, 2016, Peanut held merchandise acquired from Salt for $20,000. During
2016, Salt sold merchandise to Peanut for $40,000, $10,000 of which was still held by Peanut
on December 31, 2016. Salt’s usual gross profit is 50%.

On January 1, 2015, Peanut sold equipment to Salt at a gain of $15,000. Depreciation is
being computed using the straight-line method, a 5-year life, and no salvage value.

The following trial balances were prepared for the Peanut and Salt companies for December
31, 2016:

Peanut
Company

Salt
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 241,000 235,000
Investment in Salt Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 308,000
Other Long-Term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 80,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 375,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (30,000)
Other Intangible Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (70,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (320,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (315,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 150,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (84,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 20,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Complete the worksheet for consolidated financial statements for the year ended
December 31, 2016. Include the necessary determination and distribution of excess sche-
dule and income distribution schedules.

Problem 4-11 (LO 2, 3) 80%, cost, excess distributions, merchandise, equipment

sales. (This is the same as Problem 4-10 except for use of the cost method.) On January 1,
2015, Peanut Company acquired 80% of the common stock of Salt Company for $200,000.
On this date, Salt had total owners’ equity of $200,000 (including retained earnings of
$100,000). During 2015 and 2016, Peanut accounted for its investment in Salt using the cost
method.

Any excess of cost over book value is attributable to inventory (worth $12,500 more than cost),
to equipment (worth $25,000 more than book value), and to goodwill. FIFO is used for inven-
tories. The equipment has a remaining life of four years, and straight-line depreciation is used.

On January 1, 2016, Peanut held merchandise acquired from Salt for $20,000. During
2016, Salt sold merchandise to Peanut for $40,000, $10,000 of which was still held by Peanut
on December 31, 2016. Salt’s usual gross profit is 50%.

On January 1, 2015, Peanut sold equipment to Salt at a gain of $15,000. Depreciation is
being computed using the straight-line method, a 5-year life, and no salvage value.

The following trial balances were prepared for the Peanut and Salt companies for December
31, 2016:
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Peanut
Company

Salt
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 241,000 235,000
Investment in Salt Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Other Long-Term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 80,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 375,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (30,000)
Other Intangible Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (70,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (280,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (315,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 150,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (16,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 20,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Complete the worksheet for consolidated financial statements for the year ended
December 31, 2016. Include any necessary determination and distribution of excess sche-
dule and income distribution schedules.

Problem 4-12 (LO 2, 3, 6) 80%, sophisticated equity, several excess distributions,

merchandise, equipment sales. (This is the same as Problem 4-10 except for use of the
sophisticated equity method.) On January 1, 2015, Peanut Company acquired 80% of the
common stock of Salt Company for $200,000. On this date, Salt had total owners’ equity of
$200,000. During 2015 and 2016, Peanut appropriately accounted for its investment in Salt
using the sophisticated equity method.

Any excess of cost over book value is attributable to inventory (worth $12,500 more than cost),
to equipment (worth $25,000 more than book value), and to goodwill. FIFO is used for inven-
tories. The equipment has a remaining life of four years, and straight-line depreciation is used.

On January 1, 2016, Peanut held merchandise acquired from Salt for $20,000. During
2016, Salt sold merchandise to Peanut for $40,000, $10,000 of which was still held by Peanut
on December 31, 2016. Salt’s usual gross profit is 50%.

On January 1, 2015, Peanut sold equipment to Salt at a gain of $15,000. Depreciation is
being computed using the straight-line method, a 5-year life, and no salvage value.

The following trial balances were prepared for the Peanut and Salt companies for
December 31, 2016:

Peanut
Company

Salt
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 241,000 235,000
Investment in Salt Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 284,000
Other Long-Term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 80,000
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Peanut
Company

Salt
Company

Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 375,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (30,000)
Other Intangible Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (70,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (297,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (315,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 150,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (83,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 20,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Complete the worksheet for consolidated financial statements for the year ended
December 31, 2016. Include any necessary determination and distribution of excess sche-
dule and income distribution schedules.

Use the following information for Problems 4-13 and 4-14:
On January 1, 2015, Purple Company acquired Salmon Company. Purple paid
$300,000 for 80% of Salmon’s common stock. On the date of acquisition, Salmon had
the following balance sheet:

Salmon Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . $ 50,000 Accounts payable . . . . . . . . . . . . . $ 60,000
Inventory . . . . . . . . . . . . . . . . . . 60,000 Bonds payable . . . . . . . . . . . . . . . 200,000
Land. . . . . . . . . . . . . . . . . . . . . . 100,000 Common stock ($1 par) . . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . . 150,000 Paid-in capital in excess of par . . . 90,000
Accumulated depreciation . . . . (50,000) Retained earnings . . . . . . . . . . . . . 60,000
Equipment . . . . . . . . . . . . . . . . . 100,000
Accumulated depreciation . . . . (30,000)
Goodwill . . . . . . . . . . . . . . . . . . 40,000

Total assets. . . . . . . . . . . . . . . $420,000 Total liabilities and equity . . . . . . . $420,000

Buildings, which have a 20-year life, are understated by $100,000. Equipment, which
has a 5-year life, is understated by $50,000. Any remaining excess is goodwill. Purple uses
the simple equity method to account for its investment in Salmon.

Problem 4-13 (LO 2, 3) 80%, equity, several excess distributions, inventory, fixed

assets, parent and subsidiary sales. Refer to the preceding facts for Purple’s acquisition
of Salmon common stock. On January 1, 2016, Salmon held merchandise sold to it by Purple for
$14,000. This beginning inventory had an applicable gross profit of 40%. During 2016, Purple
sold merchandise to Salmon for $60,000. On December 31, 2016, Salmon held $12,000 of this
merchandise in its inventory. This ending inventory had an applicable gross profit of 35%. Sal-
mon owed Purple $8,000 on December 31 as a result of this intercompany sale.
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Purple held $12,000 worth of merchandise in its beginning inventory from sales from
Salmon. This beginning inventory had an applicable gross profit of 25%. During 2016,
Salmon sold merchandise to Purple for $30,000. Purple held $16,000 of this inventory at the
end of the year. This ending inventory had an applicable gross profit of 30%. Purple owed
Salmon $6,000 on December 31 as a result of this intercompany sale.

On January 1, 2015, Purple sold equipment to Salmon at a profit of $40,000. Depreciation
on this equipment is computed over an 8-year life using the straight-line method.

On January 1, 2016, Salmon sold equipment with a book value of $30,000 to Purple for
$54,000. This equipment has a 6-year life and is depreciated using the straight-line method.

Purple and Salmon had the following trial balances on December 31, 2016:

Purple
Company

Salmon
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,400 57,500
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 36,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000 76,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
Investment in Salmon Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 381,200
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000) (60,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 220,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (115,000) (80,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (70,000) (78,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (90,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (325,000) (142,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 208,500
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 5,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 23,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 92,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Gain on Sale of Fixed Asset. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (24,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (23,600)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Salmon.

2. Complete a consolidated worksheet for Purple Company and its subsidiary Salmon Com-
pany as of December 31, 2016. Prepare supporting amortization and income distribution
schedules.

Problem 4-14 (LO 2, 3) 80%, equity, several excess distributions, inventory, fixed

assets, parent and subsidiary sales. Refer to the preceding facts for Purple’s acquisition
of Salmon common stock. On January 1, 2017, Salmon held merchandise sold to it from
Purple for $12,000. This beginning inventory had an applicable gross profit of 35%. During
2017, Purple sold merchandise to Salmon for $55,000. On December 31, 2017, Salmon held
$10,000 of this merchandise in its inventory. This ending inventory had an applicable gross
profit of 40%. Salmon owed Purple $7,500 on December 31 as a result of this intercompany
sale.

Purple held $16,000 worth of merchandise in its January 1, 2017, inventory from sales from
Salmon. This beginning inventory had an applicable gross profit of 30%. During 2017, Salmon
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sold merchandise to Purple for $35,000. Purple held $20,000 of this inventory at the end of the
year. This ending inventory had an applicable gross profit of 35%. Purple owed Salmon $5,000
on December 31 as a result of this intercompany sale.

On January 1, 2015, Purple sold equipment to Salmon at a profit of $40,000. Depreciation
on this equipment is computed over an 8-year life using the straight-line method.

On January 1, 2016, Salmon sold equipment with a book value of $30,000 to Purple for
$54,000. This equipment has a 6-year life and is depreciated using the straight-line method.
Purple and Salmon had the following trial balances on December 31, 2017:

Purple
Company

Salmon
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 195,400 53,500
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 53,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 81,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 60,000
Investment in Salmon Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,600
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 150,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (280,000) (65,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 220,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (115,000) (103,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40, 000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,000) (50,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (90,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (510,000) (169,500)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (850,000) (500,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,000 290,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 5,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 23,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 94,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (64,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare a value analysis and a determination and distribution of excess schedule for the
investment in Salmon.

2. Complete a consolidated worksheet for Purple Company and its subsidiary Salmon Company
as of December 31, 2017. Prepare supporting amortization and income distribution schedules.

APPENDIX PROBLEMS

Problem 4A-1 (LO 2, 3, 7) Vertical worksheet, 100%, cost, fixed asset and mer-

chandise sales. Arther Corporation acquired all of the outstanding $10 par voting common
stock of Trent Inc., on January 1, 2016, in exchange for 50,000 shares of its $10 par voting
common stock. On December 31, 2015, the common stock of Arther had a closing market
price of $15 per share on a national stock exchange. The retained earnings balance of Trent
Inc., was $156,000 on the date of the acquisition. Both companies continued to operate as sepa-
rate business entities maintaining separate accounting records with years ending December 31.
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On December 31, 2018, after year-end adjustments but before the nominal accounts were
closed, the companies had the following condensed statements:

Arther
Corporation

Trent,
Inc.

Income Statement:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(1,900,000) $(1,500,000)
Dividend Income (from Trent, Inc.) . . . . . . . . . . . . . . . . . . . . . . . . (40,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,180,000 870,000
Operating Expenses (includes depreciation). . . . . . . . . . . . . . . . 550,000 440,000

Net Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (210,000) $ (190,000)

Retained Earnings:
Retained Earnings, January 1, 2018. . . . . . . . . . . . . . . . . . . . . . $ (250,000) $ (206,000)
Net Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (210,000) (190,000)
Dividends Paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Balance, December 31, 2018. . . . . . . . . . . . . . . . . . . . . . . . . $ (460,000) $ (356,000)

Balance Sheet:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 285,000 $ 150,000
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 430,000 350,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 530,000 410,000
Land, Building, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . 660,000 680,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (185,000) (210,000)
Investment in Trent Inc., (at cost) . . . . . . . . . . . . . . . . . . . . . . . . . 750,000
Accounts Payable and Accrued Expenses . . . . . . . . . . . . . . . . . . (670,000) (544,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200,000) (400,000)
Additional Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . (140,000) (80,000)
Retained Earnings, December 31, 2018. . . . . . . . . . . . . . . . . . . (460,000) (356,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0

Additional information is as follows:

a. There have been no changes in the common stock and additional paid-in capital in excess of
par accounts since the one necessitated in 2016 by Arther’s acquisition of Trent, Inc.

b. At the acquisition date, the market value of Trent’s machinery exceeded book value by
$54,000. This excess is being amortized over the asset’s estimated average remaining life of
six years. The fair value of Trent’s other assets and liabilities were equal to book value. Any
remaining excess is goodwill.

c. On July 1, 2016, Arther sold a warehouse facility to Trent for $129,000 in cash. At the date
of sale, Arther’s book values were $33,000 for the land and $66,000 for the building. Trent
allocated the $129,000 purchase price to the land for $43,000 and to the building for
$86,000. Trent is depreciating the building over its estimated 5-year remaining useful life by
the straight-line method with no salvage value.

d. During 2018, Arther purchased merchandise from Trent at an aggregate invoice price of
$180,000, which included a 100% markup on Trent’s cost. On December 31, 2018, Arther
owed Trent $75,000 on these purchases, and $36,000 of the merchandise purchased
remained in Arther’s inventory.

Complete the vertical worksheet necessary to prepare the consolidated income statement
and retained earnings statement for the year ended December 31, 2018, and a consolidated
balance sheet as of December 31, 2018, for Arther Corporation and its subsidiary. Formal
consolidated statements and journal entries are not required. Include the determination and
distribution of excess schedule and the income distribution schedules.

(AICPA adapted)
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Problem 4A-2 (LO 2, 3, 7) Vertical worksheet, 80%, cost, several excess distribu-

tions, merchandise, equipment sales. (This is similar to Problem 4-10; it uses the sim-
ple equity method and vertical worksheet format.) On January 1, 2015, Peanut Company
acquired 80% of the common stock of Salt Company for $200,000. On this date, Salt had total
owners’ equity of $200,000, which included retained earnings of $100,000. During 2015 and
2016, Peanut accounted for its investment in Salt using the simple equity method.

Any excess of cost over book value is attributable to inventory (worth $12,500 more than
cost), to equipment (worth $25,000 more than book value), and to goodwill. FIFO is used for
inventories. The equipment has a remaining life of four years, and straight-line depreciation is
used. Any remaining excess is attributed to goodwill.

On January 1, 2016, Peanut held merchandise acquired from Salt for $20,000. During
2016, Salt sold merchandise to Peanut for $40,000, $10,000 of which was still held by Peanut
on December 31, 2016. Salt’s usual gross profit is 50%.

On January 1, 2015, Peanut sold equipment to Salt at a gain of $15,000. Depreciation is
being computed using the straight-line method, a 5-year life, and no salvage value.

The following condensed statements were prepared for the Peanut and Salt companies for
December 31, 2016.

Peanut
Company

Salt
Company

Income Statement:
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (600,000) $(315,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 150,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (84,000)

Net Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (184,000) $(105,000)

Retained Earnings Statement:
Balance, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (320,000) $(150,000)
Net Income (from above) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (184,000) (105,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 20,000

Balance, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (444,000) $(235,000)

Consolidated Balance Sheet:
Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 130,000 $ 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 241,000 235,000
Investment in Salt Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 308,000
Other Long-Term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 80,000
Building and Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 375,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (30,000)
Other Intangible Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (70,000)
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Common Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (50,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Retained Earnings, December 31, 2016. . . . . . . . . . . . . . . . . . . . . . . . (444,000) (235,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0

Complete the worksheet for consolidated financial statements for the year ended Decem-
ber 31, 2016. Include any necessary determination and distribution of excess schedule and
income distribution schedules.

Required
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CASES

The Noncontrolling Interest’s Concern
with Intercompany Transactions

Henderson Window Company was a privately held corporation until January 1, 2015. On
January 1, 2015, Cool Glass Company acquired a 70% interest in Henderson at a price
well in excess of book value. There were some minor differences between book and fair
values, but the bulk of the excess was attributed to goodwill.

Harvey Henderson did not sell his shares to Cool Glass as a part of the January 1,
2015, Cool Glass purchase. He wanted to remain a Henderson shareholder since he felt
Henderson was a more profitable and stable company than was Cool Glass. Harvey
remains an employee of Henderson Window, working in an accounting capacity.

Harvey is concerned about some accounting issues that he feels are detrimental to his
ownership interest. Harvey told you that Henderson always bought most of its glass from
Cool Glass. He never felt the prices charged for the glass were unreasonable. Since the
purchase of Henderson by Cool Glass, he feels the price charged to Henderson by Cool
Glass has risen dramatically and that it is out of step with what would be paid to other glass
suppliers.

The second concern is the sale of a large Henderson warehouse to Cool Glass for less
than what Harvey would consider to be the market value. Harvey agrees that the sale is rea-
sonable since the new just-in-time order system has made the space unnecessary. He just
feels the sale price is below market.

Harvey did make his concerns known to the president of Cool Glass. The president
made several points. First, she said that the price charged for the glass was a little high, but
Harvey should consider its high quality. She went on to say that the transfer price washes
out in the annual report, and it has no impact on reported net income of the corporation.
She also stated that the warehouse sale was at a low price, but there was a reason. It was a
good year, and a large gain wasn’t needed. She would rather have lower depreciation in
future years. Her last point was: ‘‘We paid a big price for Henderson. We are stuck with a
big investment in goodwill, and our stockholders expect a return on that investment. We
should get some benefits from it!’’

Write a memo to Harvey Henderson suggesting how he might respond to the presi-
dent’s comments.

Case 4-1

Required
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5
C H A P T E R

5

1
O B J E C T I V E

Explain the alternatives a

parent company has if it

wishes to acquire

outstanding subsidiary

bonds from outside owners.

Intercompany Transactions:
Bonds and Leases

This chapter focuses on intercompany transactions that create a long-term debtor-creditor rela-
tionship between the members of a consolidated group. The usual impetus for these transactions is
the parent’s ability to borrow larger amounts of capital at more favorable terms than would be
available to the subsidiary. In addition, the parent company may desire to manage all capital needs
of the consolidated company for better control of all capital sources. Intercompany leasing with
the parent as the lessor also may be motivated by centralized asset management and credit control.

Intercompany bond holdings will be analyzed first. Here, one member of the consolidated
group, usually the subsidiary, has issued bonds that appear on its balance sheet as long-term
liabilities. Another member, typically the parent company, may purchase the bonds and list
them on its balance sheet as an investment. However, when consolidated statements are pre-
pared, the intercompany purchase should be viewed as a retirement of the bonds. Only bonds
that involve nonaffiliated companies may appear in the consolidated statements.

Consideration of intercompany leasing of assets will follow the bond coverage. In this case,
one member of the consolidated group purchases the asset and leases it to another member.
While the leasing transaction is recorded as such on the separate books of the affiliates, the lease
has no substance from a consolidated viewpoint. Only a lease that involves a nonaffiliated com-
pany may appear in the consolidated statements.

INTERCOMPANY INVESTMENT IN BONDS
To secure long-term funds, one member of a consolidated group may sell its bonds directly to
another member of the group. Clearly, such a transaction results in intercompany debt that
must be eliminated from the consolidated statements. On the worksheet, the investment in
bonds recorded by one company must be eliminated against the bonds payable of the other. In
addition, the applicable interest expense recorded by one affiliate must be eliminated against

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain the alternatives a parent company has if it wishes to acquire outstanding subsidiary
bonds from outside owners.

2. Follow the procedures used to retire intercompany bonds on a consolidated worksheet.

3. Explain why a parent company would lease assets to the subsidiary.

4. Show how to eliminate intercompany operating lease transactions from the consolidated
statements.

5. Eliminate intercompany capital leases on the consolidated worksheet.

6. Demonstrate an understanding of the process used to defer intercompany profits on sales-
type leases.

7. Explain the complications caused by unguaranteed residual values with intercompany leases.
(Appendix)
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the applicable interest revenue recorded by the other affiliate. Interest accruals recorded on the
books of the separate companies must be eliminated as well.

There are situations where one affiliate (usually the subsidiary) has outstanding bonds that
have been purchased by parties that are not members of the affiliated group, and a decision is made
by another affiliate (usually the parent) to purchase these bonds. The simplest way to acquire sub-
sidiary bonds from outsiders is for the parent to loan money to the subsidiary so that the subsidiary
can retire the bonds. From an accounting standpoint, this transaction is easy to record. The former
debt is retired and a new, long-term intercompany debt originates. The only procedures required
on future consolidated worksheets involve the elimination of the resulting intercompany debt.

A more complicated method is to have the parent purchase the subsidiary bonds from the
outside parties and to hold them as an investment. This method creates an investment in sub-
sidiary bonds. Each affiliate continues to accrue and record interest on the bonds. While the
intercompany bonds are treated as a liability on the subsidiary books and as an investment on
the parent’s books, from a consolidated viewpoint the bonds have been retired and the debt to
outside parties has been liquidated. The purchase of intercompany bonds has the following
ramifications when consolidating:

1. Consolidated statements prepared for the period in which the bonds are purchased must
portray the intercompany purchase as a retirement of the bonds. It is possible, but unlikely,
that the bonds will be purchased at book value. There usually will be a gain or loss on retire-
ment; this gain or loss is recognized on the consolidated income statement.

2. For all periods during which the intercompany investment exists, the intercompany bonds,
interest accruals, and interest expense/revenue must be eliminated since the bonds no longer
exist from a consolidated viewpoint.

The complexity of the elimination procedures depends on whether the bonds originally
were issued at face value or at a premium or discount. Additionally, one must exercise extra care
in the application of elimination procedures when only a portion of the outstanding subsidiary
bonds is purchased by the parent company.

Bonds Originally Issued at Face Value

When bonds are issued at face value by a subsidiary to outside parties, contract (nominal) inter-
est agrees with the effective, or market, interest, and no amortizations of issuance premiums or
discounts need to be recorded. However, subsequent to the issuance, the market rate of interest
most likely will deviate from the contract rate. Thus, while there is no original issuance pre-
mium or discount, there will be what could be termed an investment premium or discount result-
ing from the intercompany purchase of the bonds.

To illustrate the procedures required for intercompany bonds originally issued at face
value, assume a subsidiary, Company S, issued 5-year, 8% bonds at a face value of $100,000
to outside parties on January 1, 2015. Interest is paid on January 1 for the preceding year.
On January 2, 2017, the parent, Company P, purchased the bonds from the outside parties
for $103,600.

Company S will continue to list the $100,000 bonded debt and to record interest expense of
$8,000 during 2017, 2018, and 2019. However, Company P will record a bond investment of
$103,600 and will amortize $1,200 per year, for the remaining life of the bond, by reducing the
investment account and adjusting interest revenue. Though the interest method of amortization
is preferable, the straight-line method is permitted if results are not materially different. This
initial example and most others in this chapter use the straight-line method in order to simplify
analysis. A summary example is used to demonstrate the interest method of amortization.

Although the investment and liability accounts continue to exist on the separate books
of the affiliated companies, retirement has occurred from a consolidated viewpoint. Debt
with a book value of $100,000 was retired by a payment of $103,600, and there is a $3,600 loss
on retirement. If a consolidated worksheet is prepared on the day the bonds are purchased,
Bonds Payable would be eliminated against Investment in Company S Bonds, and a loss on
retirement would be reported on the consolidated income statement. The following abbreviated

2
O B J E C T I V E

Follow the procedures used

to retire intercompany

bonds on a consolidated

worksheet.
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worksheet prepared as of January 2, 2017, displays the procedures used to retire the bonds as
part of the elimination process:

Partial

Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Investment in Company S Bonds 103,600 (B) 103,600

Bonds Payable (100,000) (B) 100,000

Loss on Bond Retirement (B) 3,600

This partial worksheet, prepared on January 2, 2017, is only hypothetical since, in reality,
there will be no consolidated worksheet prepared until December 31, 2017, the end of the
period. During 2017, Companies P and S will record the transactions for interest as follows:

Company P Company S

Interest Receivable. . . . . . . . . . . . . . . . 8,000 Interest Expense. . . . . . . . . . . . . 8,000
Investment in Company S Bonds . . . 1,200 Interest Payable . . . . . . . . . . . 8,000

To record interest expense.Interest Income. . . . . . . . . . . . . . . . . 6,800
To record interest revenue, net
of $1,200 per-year premium
amortization.

These entries will be reflected in the trial balances of the December 31, 2017, consoli-
dated worksheet, shown in Worksheet 5-1 on pages 284 and 285. Note that Investment in
Company S Bonds reflects the premium amortization since the balance is $102,400
($103,600 original cost � $1,200 amortization). In this worksheet, it is assumed that Invest-
ment in Company S Stock reflects a 90% interest purchased at a price equal to the book value
of the underlying equity, and the simple equity method is used by Company P to record the
investment in stock.

Entries (CY1) and (EL) eliminate the intercompany stock investment. Entry (B1)
eliminates the intercompany bonds at their year-end balances and the intercompany interest
expense and revenue recorded during the year. In journal entry form, elimination entries are as
follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800

(EL) Eliminate 90% of subsidiary equity:
Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . . 72,000
Retained Earnings, January 1, 2017—Company S . . . . . . . . . . . . 18,000

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

(B1) Eliminate intercompany bonds and interest expense:
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Investment in Company S Bonds . . . . . . . . . . . . . . . . . . . . . . . . . 102,400
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Loss on Bond Retirement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600

(B2) Eliminate intercompany accrued interest:
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Worksheet 5-1: page 284
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The amount of the gain or loss is the sum of the difference between the remaining book
value of the investment on bonds compared to the debt and the difference between interest
expense and debt. For this example:

Investment in Bonds Balance, December 31, 2017 . . . . . . . . . . . . . . . . . . . . . $102,400
Bonds Payable, December 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 $2,400

Interest Expense, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,000
Interest Revenue, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800 1,200

Loss, January 2, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600

As a result of the elimination entries, the consolidated income statement will include the
retirement loss but will exclude intercompany interest payments and accruals. The consoli-
dated balance sheet will not list the intercompany bonds payable or investment in bonds
accounts.

The only remaining problem is the distribution of consolidated net income to the control-
ling and noncontrolling interests. The income distribution schedule shows Company S absorb-
ing all of the retirement loss. It is most common to view the purchasing affiliate as a mere agent
of the issuing affiliate. Therefore, it is the issuer, not the purchaser, who must bear the entire
gain or loss on retirement. Even though the debt is retired from a consolidated viewpoint, it still
exists internally. Company P has a right to collect the interest as part of its share of Company
S’s operations. Based on the value of the debt on January 2, 2017, the interest expense/revenue
is $6,800. The interest expense of $8,000 recorded by Company S must be corrected to reflect
the internal interest expense of $6,800. The income distribution schedule increases the income
of Company S to reflect the adjustment ($1,200) to interest expense. It should be noted that
the retirement loss borne by Company S will entirely offset the adjustments to interest expense
by the time the bonds mature. If the parent, Company P, had issued the bonds to outside parties
and if the subsidiary, Company S, later had purchased them, the only change would be that the
income distribution schedule of Company P would absorb the loss on retirement and the inter-
est adjustment.

The worksheet procedures that would be needed at the end of 2018 are shown in
Worksheet 5-2 on pages 286 and 287. The interest revenue and expense have been recorded
on the books of the separate companies. The investment in Company S bonds account on the
parent’s books reflects its book value at the end of 2018.

The eliminations in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,800

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 19,800

(EL) Eliminate 90% of subsidiary equity:
Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . . 72,000
Retained Earnings, January 1, 2018—Company S . . . . . . . . . . . . 28,800

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 100,800

(B1) Eliminate intercompany bonds and interest expense:
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Investment in Company S Bonds . . . . . . . . . . . . . . . . . . . . . . . . . 101,200
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Retained Earnings, January 1, 2018—Company P . . . . . . . . . . . . 2,160
Retained Earnings, January 1, 2018—Company S . . . . . . . . . . . . 240

(B2) Eliminate intercompany accrued interest:
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Worksheet 5-2: page 286
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Entry (B1) eliminates the intercompany bonds at their year-end balances and the intercom-
pany interest expense and revenue. Recall that the original retirement loss was $3,600 when the
bonds had three years to maturity. By the start of the second period, 2018, $1,200 of that loss
was already amortized on the separate books of the affiliates. The loss remaining is $2,400
[which is verified in the explanation to entry (B1) in Worksheet 5-2]. This remaining loss is
debited to Retained Earnings since the retirement occurred in a prior period. The adjustment is
allocated to noncontrolling and controlling beginning retained earnings since the bonds were
issued by the subsidiary.

The 2018 consolidated income statement will not include intercompany interest expense or
revenue. The income distribution schedules for Worksheet 5-2 reflect the fact that the debt still
existed internally during the period. However, the interest expense recorded by Company S is
reduced to reflect the interest cost based on the January 2, 2017, purchase price.

If Company S was the purchaser and Company P the issuer of the bonds, Worksheet 5-2
would differ as follows:

1. The January 1, 2018, retained earnings adjustment would be absorbed completely by the con-
trolling retained earnings, since the parent company would be the issuer absorbing the loss.

2. The income distribution schedule of the parent would contain the interest adjustment.

Bonds Not Originally Issued at Face Value

The principles of eliminating intercompany investments in bonds are not altered by the exis-
tence of a premium or discount stemming from original issuance. The numerical calculations
just become more complex. To illustrate, assume Company S issued $100,000 of 5-year, 8%
bonds on January 1, 2015. The market interest rate approximated 9%, and, as a result, the
bonds sold at a discount of $3,890. Interest is paid each December 31. On each interest pay-
ment date, the discount is amortized $778 ($3,890 ‚ 5 years) by decreasing the discount and
increasing interest expense. On December 31, 2017, the balance of the discount is $1,556
[$3,890� (3� $778 annual amortization)].

The parent, Company P, purchased the bonds for $103,600 on December 31, 2017, after
interest had been paid. The parent will amortize $1,800 of the investment each subsequent
December 31, reducing the parent’s interest income to $6,200 ($8,000 cash � $1,800 amorti-
zation) for 2018 and 2019.

The following abbreviated December 31, 2017 (date of purchase), worksheet lists the
investment in Company S bonds account, the bonds payable account, and the remaining
issuance discount. Eliminating the $103,600 price paid for the bonds by Company P
against the book value of $98,444 ($100,000 � $1,556) creates a loss on retirement of
$5,156, which is carried to consolidated net income. Worksheet procedures may be aided
by linking the bonds payable and the related discount or premium on the worksheet.
This is done on our worksheets by circling the amounts in the trial balance and in the
eliminations.

Partial

Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Investment in Company S Bonds 103,600 (B) 103,600

Bonds Payable (8%) (100,000) (B) 100,000

Discount on Bonds Payable 1,556 (B) 1,556

Loss on Bond Retirement (B) 5,156

Interest Expense 8,778*

*$8,000 cashþ $778 straight-line amortization.
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Interest expense on the books of Company S is extended to the consolidated income state-
ment, since this interest was incurred as a result of transactions with outside parties. There
would be no interest adjustment for 2017, since the bonds were not purchased by the parent
until December 31, 2017. The income distribution schedules accompanying the worksheet
would assess the retirement loss against the issuer, Company S.

The implications of these intercompany bonds on the 2018 consolidated worksheet are
reflected in Worksheet 5-3 on pages 288 and 289. Assume Company P acquired a 90% interest
in the common stock of Company S at a price equal to the book value of the underlying equity.
The simple equity method is used by the parent to record the investment in the stock of
Company S. The trial balances include the following items:

1. The investment in Company S bonds at its amortized December 31, 2018, balance of
$101,800 ($103,600� $1,800 amortization);

2. The interest revenue (adjusted for amortization) of $6,200 on the books of Company P;

3. The discount on bonds account at its amortized December 31, 2018, balance of $778; and

4. The interest expense (adjusted for discount amortization) of $8,778 ($8,000 cash þ $778
amortization) on the books of Company S.

5. There is no accrued interest receivable/payable since interest was paid on December 31, 2018.

The eliminations in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,874

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . 8,874

(EL) Eliminate 90% of subsidiary equity:
Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . 36,000
Retained Earnings, January 1, 2018—Company S . . . . . . . . . 99,000

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . 135,000

(B) Eliminate intercompany bonds and interest expense:
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Discount on Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 778
Investment in Company S Bonds . . . . . . . . . . . . . . . . . . . . . . 101,800

Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,200
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,778

Retained Earnings, January 1, 2018—Company P . . . . . . . . . 4,640
Retained Earnings, January 1, 2018—Company S . . . . . . . . . 516

Entry (B) eliminates the investment in bonds against the bonds payable and the applicable
remaining discount. Entry (B) also eliminates interest expense and revenue. Be sure to under-
stand the calculation of the adjustment to beginning retained earnings that is explained in the
entry (B) information. The loss at the start of the year is the sum of the loss remaining at year-
end and the loss amortized on the books of the separate affiliates during the year.

Again, the consolidated income statement does not include intercompany interest. How-
ever, the Company S income distribution schedule does reflect the adjustment of Company S’s
interest expense. The original $8,778 interest expense has been replaced by a $6,200 expense,
based on the purchase price paid by Company P. The smaller interest expense compensates the
subsidiary for the retirement loss absorbed in a previous period.

Purchase of Only a Portion of the Bonds

The preceding examples assume that the parent company purchases all of the outstanding
bonds of the subsidiary. In such cases, all of the bonds are retired on the worksheet. There may
be cases, however, where the parent purchases only a portion of the subsidiary’s outstanding
bonds. Suppose, for example, that the parent purchased 80% of the subsidiary’s outstanding
bonds. Only the 80% interest in the bonds would be eliminated on the consolidated worksheet,
and only the interest expense and revenue applicable to 80% of the bonds would be eliminated
on the worksheet. The 20% interest in the subsidiary bonds owned by persons outside the
control group remains as a valid debt of the consolidated company and should not be

Worksheet 5-3: page 288
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eliminated. It is a common error for students to eliminate the 80% interest in intercompany
bonds owned by a parent against 100% of the bonds issued by the subsidiary. Such a mistake
improperly eliminates valid debt and greatly miscalculates the gain or loss on retirement. It also
should be noted that the interest paid to persons outside the control group should remain a
part of the consolidated statements. Only the interest paid to the affiliated company is to be
eliminated.

Interest Method of Amortization

The procedures used to eliminate intercompany bonds are not altered by the interest method of
amortization; only the dollar values change. To illustrate the calculations, assume that Company
S issued $100,000 of 5-year, 8% bonds on January 1, 2015. The market interest rate on that
date was 9%, so the bonds sold at a discount of $3,890. Interest on the bonds is paid each
December 31. The discount amortization for the term of the bonds follows:

Year
Debt Balance,

January 1
Effective
Interest

Nominal
Interest

Discount
Amortization

2015 $96,110 $8,650
(0.09� $96,110)

$8,000 $ 650

2016 96,760
($96,110þ $650)

8,708
(0.09� $96,760)

8,000 708

2017 97,468
($96,760þ $708)

8,772
(0.09� $97,468)

8,000 772

2018 98,240
($97,468þ $772)

8,842
(0.09� $98,240)

8,000 842

2019 99,082
($98,240þ $842)

8,918*
(0.09� $99,082)

8,000 918

$3,890

*

*Adjusted for rounding.

On December 31, 2017, after interest had been paid, the bonds were purchased by parent
Company P at a price to yield 6%. Based on present value computations, $103,667 was paid
for the bonds. The premium on the bonds would be amortized by Company P as follows:

Year
Investment Balance,

January 1
Effective
Interest

Nominal
Interest

Premium
Amortization

2018 $103,667 $6,220
(0.06� $103,667)

$8,000 $1,780

2019 101,887
($103,667� $1,780)

6,113
(0.06� $101,887)

8,000 1,887

$3,667

The following abbreviated December 31, 2017 (date of purchase) worksheet lists the invest-
ment in Company S bonds account, the bonds payable account, and the remaining issuance
discount. Eliminating the $103,667 price paid by Company P against the book value of
$98,240 ($100,000 � $1,760) creates a loss on retirement of $5,427 that is carried to consoli-
dated net income.
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Partial

Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Investment in Company S Bonds 103,667 (B) 103,667

Bonds Payable, 8% (100,000) (B) 100,000

Discount on Bonds Payable 1,760 (B) 1,760

Loss on Bond Retirement (B) 5,427

Interest Expense 8,772*

*See preceding discount amortization schedule for issuer.

The differences in the 2018 consolidated worksheet caused by the interest method of amor-
tization are shown in Worksheet 5-4 on pages 290 and 291. Note particularly the change in the
Company S income distribution schedule. The original 9% interest, totaling $8,842, has been
replaced by the $6,220 of interest calculated using the 6% rate.

The eliminations in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,820

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 8,820

(EL) Eliminate 90% of subsidiary equity:
Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . . 36,000
Retained Earnings, January 1, 2018—Company S . . . . . . . . . . . . 99,180

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 135,180

(B) Eliminate intercompany bonds and interest expense:
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Discount on Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 918
Investment in Company S Bonds . . . . . . . . . . . . . . . . . . . . . . . . . 101,887

Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,220
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,842

Retained Earnings, January 1, 2018—Company P . . . . . . . . . . . . 4,884
Retained Earnings, January 1, 2018—Company S . . . . . . . . . . . . 543

R E F L E C T I O N
� The parent can effectively retire subsidiary bonds by lending money to the subsidiary and

letting the subsidiary purchase the bonds from existing owners or by simply buying the

bonds from existing owners.

� When the parent buys subsidiary bonds, the bonds cease to exist from a consolidated

viewpoint. They are retired on the consolidated worksheet by elimination.

� When the intercompany bonds are eliminated, there will be a difference between the

amortized cost and the price paid; this creates a gain or loss on retirement.

� In periods subsequent to the intercompany purchase, the bonds must continue to be

eliminated, and retained earnings is adjusted for the remaining retirement gain or loss

that has not already been amortized.

� Intercompany interest expense/revenue and accrued interest receivable/payable are also

eliminated.

Worksheet 5-4: page 290
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INTERCOMPANY LEASES
Intercompany leases have become one of the most frequently encountered types of transactions
between affiliated companies. It is particularly common for parent companies with substantial
financial resources to acquire major assets and to lease the assets to their subsidiaries. This action
may occur because the financially stronger parent may be able to both purchase and finance
assets on more favorable terms. Also, the parent company may desire close control over plant
assets and may prefer centralized ownership and management of assets. Leasing becomes a
mechanism through which the parent can convey the use of centrally owned assets to subsid-
iaries. Some companies achieve centralized asset management by forming separate leasing sub-
sidiaries whose major function is to lease assets to affiliated companies. When such subsidiaries
exist, they are consolidated automatically with the parent regardless of the ownership percentage
of the parent.1

Operating Leases

Consolidation procedures for intercompany leases depend on the original recording of the lease
by the separate companies. When an operating lease exists, the lessor has recorded the purchase
of the asset and depreciates it. The lessor records rent revenue, while the lessee records rent
expense. In such cases, it is necessary in the consolidation process to eliminate the intercompany
rent expense/revenue and any related rent receivable/payable. The lessor’s asset and related
accumulated depreciation should be reclassified as a normal productive asset rather than as
property under an operating lease. As an example, assume the parent, Company P, has both
productive equipment used in its own operations and equipment that is under operating lease
to a subsidiary, Company S. The following partial worksheet may be used to analyze required
consolidation procedures:

Partial

Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Equipment 800,000

Accumulated Depreciation—Equipment (300,000)

Rent Receivable 1,200 (OL2) 1,200

Rent Payable (1,200) (OL2) 1,200

Rent Income (14,400) (OL1) 14,400

Rent Expense 14,400 (OL1) 14,400

Depreciation Expense 50,000

Eliminations and Adjustments:

(OL1) Eliminate intercompany rent expense and revenue of $1,200 per month.
(OL2) Eliminate one month’s accrued rent.

No adjustments are made in the income distribution schedules as a result of operating leases.
The eliminations made on the worksheet do not change the amount of income or the distribu-
tion of income between the noncontrolling and controlling interests.

3
O B J E C T I V E

Explain why a parent

company would lease

assets to the subsidiary.

1 FASB 840-10-45-10, Leases—Overall—Other Presentation Matters (Norwalk CT, 2010).

4
O B J E C T I V E

Show how to eliminate

intercompany operating

lease transactions from the

consolidated statements.
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Capitalized Leases

Consolidation procedures become more complicated when the lease is recorded as a capital
lease by the lessee and as a direct-financing or sales-type lease by the lessor. The lessee records
both an asset and intercompany long-term debt. Generally, the criteria for determining when a
lease is a capital lease are the same for affiliated companies as for independent companies. How-
ever, when the terms of the lease are significantly affected by the fact that the lessee and lessor
are affiliates, the usual criteria for classification of leases do not apply. Lease terms could be con-
sidered ‘‘significantly affected’’ when they could not reasonably be expected to occur between
independent companies.2 For example, a parent might lease to its subsidiary at a rent far below
the market rate, or a parent might rent a highly specialized machine to its subsidiary on a
month-to-month basis. Typically, such specialized machinery would be leased only on a long-
term lease promising a full recovery of cost to the lessor, since there would be no use for the
machine by other lessees if it were returned to the lessor. The month-to-month lease is possible
only because the parent’s control of the subsidiary assures a continued flow of rent payments.
When, in the accountant’s judgment, the terms of the lease are affected significantly by the par-
ent-subsidiary relationship, the normal criteria are not used and the transaction is recorded so as
to reflect its true economic substance.3 Usually, in these circumstances, the lessee is viewed as
having purchased the asset using funds borrowed from the lessor.

Consolidation Procedures for Direct-Financing Leases. A direct-financing lease is viewed as a
unique type of asset transfer by the lessor, who accepts a long-term receivable from the lessee as
consideration for the asset received by the lessee. There is no profit or loss to the lessor on the
transfer, only future interest revenue as payments become due.

Prior to studying consolidated worksheet procedures, we will analyze the entries made by
the affiliated lessee and lessor. In its simplest form, a direct-financing lease is recorded by the les-
see as an asset and as debt. The lessor records the lease as a receivable from the lessee. If all pay-
ments to be received by the lessor will come from or are guaranteed by the original lessee, the
present value of the net receivable recorded by the lessor will equal the present value of the pay-
able recorded by the lessee, and the interest rates used to amortize the debt will be equal.

To illustrate, assume Company S is an 80%-owned subsidiary of Company P. On
January 1, 2015, Company P purchased a machine for $5,851 and leased it to Company S.
The terms of the direct-financing lease provide for rental payments of $2,000 per year at the
beginning of each period and allow the lessee to exercise an option to purchase the machine
for $1,000 at the end of 2017. The $1,000 purchase option is considered a bargain purchase
option that will be exercised and is included in the minimum lease payments. The implicit
interest rate (which equates all payments, including the bargain purchase option, to the les-
sor’s purchase cost) is 16%. The lessee will depreciate the capitalized cost of the machine over
five years, using the straight-line method. The lessee may use a 5-year life, despite the 3-year
lease term, because it is assumed that the bargain purchase option will be exercised and that
the asset will be used for five years.

The amortization of the debt at the implicit 16% interest rate is as follows:

Date Payment
Interest at 16%

on Previous Balance
Reduction
of Principal

Principal
Balance

January 1, 2015 . . . $2,000 $2,000 $3,851*
January 1, 2016 . . . 2,000 $ 616 1,384 2,467
January 1, 2017 . . . 2,000 395 1,605 862
December 31, 2017 1,000 138 862

Total . . . . . . . . . . . $7,000 $1,149 $5,851

*Purchase price of $5,851� $2,000 initial payment.

5
O B J E C T I V E

Eliminate intercompany

capital leases on the

consolidated worksheet.

2 FASB 840-10-25-6, Leases—Overall—Recognition (Norwalk, CT, 2010).
3 Ibid.
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The journal entries for the separate companies would be as follows for the first two years:

Date Company S (Lessee) Company P (Lessor)

2015
Jan. 1 Assets Under Capital Lease . . . . . . . . . 5,851 Minimum Lease Payments Receivable . . 5,000

Obligations Under Capital Lease . . 3,851 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . 2,000 Unearned Interest Income . . . . . . . . . 1,149

Accounts Payable (for asset) . . . . . . . 5,851

Dec. 31 Interest Expense (at 16%) . . . . . . . . . . 616 Unearned Interest Income . . . . . . . . . . . 616
Interest Payable . . . . . . . . . . . . . . . . 616 Interest Income (at 16%) . . . . . . . . . . 616

Depreciation Expense
(1/5� $5,851) . . . . . . . . . . . . . . . . 1,170
Accumulated Depreciation—Assets

Under Capital Lease. . . . . . . . . . . 1,170
2016
Jan. 1 Obligations Under Capital Lease . . . . 1,384 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Interest Payable . . . . . . . . . . . . . . . . . . 616 Minimum Lease Payments
Receivable . . . . . . . . . . . . . . . . . . . 2,000Cash . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Dec. 31 Interest Expense (at 16%) . . . . . . . . . . 395 Unearned Interest Income . . . . . . . . . . . 395
Interest Payable . . . . . . . . . . . . . . . . 395 Interest Income (at 16%) . . . . . . . . . . 395

Depreciation Expense . . . . . . . . . . . . . 1,170
Accumulated Depreciation—Assets

Under Capital Lease. . . . . . . . . . . 1,170

At the end of each period, consolidation procedures would be needed to eliminate the inter-
company transactions. In substance, there appears on the separate records of the affiliates an
intercompany transfer of a plant asset with resulting intercompany debt. The intercompany
debt, related interest expense/revenue, and interest accruals must be eliminated. Also, it is neces-
sary to reclassify the assets under capital leases as productive assets owned by the consolidated
group. The adjusted partial worksheets (pages 276 and 277) illustrate consolidation procedures
at the end of 2015 and 2016.

A review of the worksheet eliminations and adjustments reveals that consolidated net
income is not changed because equal amounts of interest expense and revenue were elimi-
nated. Therefore, no adjustments are required in the income distribution schedules.

Some capital leases will designate a portion of the annual rent as being applicable to execu-
tory costs, such as property taxes or maintenance, incurred by the lessor. Such payments for
executory costs are not included in the obligation of the lessee or the minimum lease payments
receivable recorded by the lessor. Instead, such payments are recorded as rent expense and rev-
enue in each period. In the consolidation process, that portion of rent applicable to executory
costs is eliminated like any other charge for intercompany services.
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Partial Worksheet
Direct Financing Lease For Year Ended December 31, 2015

Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Assets Under Capital Lease 5,851 (CL3) 5,851

Accumulated Depreciation—Assets

Under Capital Lease (1,170) (CL3) 1,170

Property, Plant, and Equipment 200,000 120,000 (CL3) 5,851

Accumulated Depreciation—Property,

Plant, and Equipment (80,000) (50,000) (CL3) 1,170

Obligations Under Capital Lease (3,851) (CL2) 3,851

Interest Payable (616) (CL2) 616

Minimum Lease Payments Receivable 5,000 (CL2) 5,000

Unearned Interest Income (533) (CL2) 533*

Interest Expense 616 (CL1) 616

Interest Income (616) (CL1) 616

Eliminations and Adjustments:

(CL1) Eliminate intercompany interest expense/revenue of $616.
(CL2) Eliminate the intercompany debt recorded by the lessee (obligation under capital lease $3,851 plus accrued interest payable $616)

against the net intercompany receivable of the lessor (minimum lease payments receivable $5,000 less unearned interest income $533).
(CL3) Reclassify the asset under capital lease and its related accumulated depreciation as a productive asset owned by the

consolidated company.

*From the amortization table on page 274; $533¼ $395þ $138

The preceding example has a bargain purchase option. This means that all payments to be
received by the lessor would come from the original lessee. Equality of payments for both parties
to a lease between affiliates is the most common case. However, there may be intercompany leases
where there is an unguaranteed residual value for the lessor. This means that a portion of the total
payments to be received by the lessor will come from parties outside the control group. There-
fore, the stream of payments to be received by the lessor exceeds the stream of payments to be paid
by the lessee. This complicates the consolidation process. (The appendix to this chapter illustrates
a revised version of the preceding example that deals with an unequal stream of payments.)

Consolidation Procedures for Sales-Type Leases. Under a sales-type lease, a lessor records a
sales profit or loss at the inception of the lease. The sales profit or loss is the difference between
the fair value of the asset at the inception of the lease and the cost of an asset purchased (or the
net book value of an asset previously used by the seller) for the lessor. Consolidation procedures
do not allow recognition of this intercompany profit or loss at the inception of the lease. This is
exactly the same as the procedure for the deferral of gains and losses on fixed asset sales in
Chapter 4. Instead, the profit or loss is deferred and then amortized over the lessee’s period of
usage. This period will be the lease term unless there is a bargain purchase or bargain renewal
option, in which case the asset’s useful life would be used.

6
O B J E C T I V E

Demonstrate an

understanding of the

process used to defer

intercompany profits on

sales-type leases.
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Partial Worksheet
Direct Financing Lease For Year Ended December 31, 2016

Trial Balance

Eliminations

& Adjustments

Company P Company S Dr. Cr.

Assets Under Capital Lease 5,851 (CL3) 5,851

Accumulated Depreciation—Assets

Under Capital Lease (2,340) (CL3) 2,340

Property, Plant, and Equipment 200,000 120,000 (CL3) 5,851

Accumulated Depreciation—Property,

Plant, and Equipment (100,000) (60,000) (CL3) 2,340

Obligations Under Capital Lease (2,467) (CL2) 2,467

Interest Payable (395) (CL2) 395

Minimum Lease Payments Receivable 3,000 (CL2) 3,000

Unearned Interest Income (138) (CL2) 138

Interest Expense 395 (CL1) 395

Interest Income (395) (CL1) 395

Eliminations and Adjustments:

(CL1) Eliminate intercompany interest expense/revenue of $395.
(CL2) Eliminate intercompany debt and net receivable.
(CL3) Reclassify the asset under the capital lease and its related accumulated depreciation as a productive asset owned by the

consolidated company.

To illustrate, assume that in the previous example the asset leased to Company S had a cost
to Company P of $4,951. Company P would have recorded the following entry at the inception
of the sales-type lease:

Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Unearned Interest Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,149
Asset (cost of asset leased). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,951
Sales Profit on Leases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

This entry differs from that of the previous example only to the extent of recording the gain
and transferring an existing asset. None of the lessor’s subsequent entries recording the earning
of interest and the payment of the receivable would change. The lessee’s entries are unaffected
by the existence of the sales profit.

Consolidation procedures for a sales-type lease, however, do require added steps to those
already illustrated. The sales profit is similar to a profit on the sale of a plant asset. The $900
profit in this example must be deferred over the 3-year lease term. Thus, the asset and its related
depreciation accounts must be adjusted to reflect the original sales profit.

The following added adjustments on the 2015 partial consolidated worksheet (page 276)
would be needed for the original $900 sales profit:

(F1) Sales Profit on Leases. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

To reduce cost of asset for gain on sales-type lease.
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(F2) Accumulated Depreciation—Property, Plant, and Equipment . . . . . . . . 300
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300

To reduce depreciation expense at the rate of $300 per year.

The income distribution schedule of the parent (lessor) would reflect the deferral of the origi-
nal $900 profit in the year of the sale and would recognize $300 per year during the asset’s life.

For the 2016 partial consolidated worksheet (page 277), the following added adjustments
would be required if a sales-type lease were involved:

(F1) Retained Earnings—Controlling Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Accumulated Depreciation—Property, Plant, and Equipment . . . . . . . . . . . . . 300

Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
To adjust the remaining sales profit at the beginning of the period.

(F2) Accumulated Depreciation—Property, Plant, and Equipment . . . . . . . . . . . . . 300
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300

To reduce depreciation expense at the rate of $300 per year.

R E F L E C T I O N
� Intercompany leases provide the opportunity for the parent company to control the

assets used by a subsidiary.

� Intercompany operating leases are the most common type of lease and are easy to

eliminate. Intercompany rent expense/revenue is eliminated with no effect on

consolidated income. The leased assets should also be reclassified as productive, rather

than leased assets.

� An intercompany capital lease creates an intercompany receivable/payable that must be

eliminated along with the resulting intercompany interest expense/revenue and the

intercompany accrued interest, all of which must be eliminated. The asset under the

capital lease must also be reclassified as a productive asset.

� An intercompany sales-type lease requires all of the same elimination procedures of a

capital lease. In addition, the intercompany sales profit must be eliminated and deferred

over the life of the asset in the same manner as was a profit on fixed assets in Chapter 4.

INTERCOMPANY TRANSACTIONS PRIOR
TO BUSINESS COMBINATION
It is possible that the companies involved in a business combination may have had dealings with
each other prior to the acquisition of one company by another. Under acquisition accounting
procedures, profits made prior to the acquisition are allowed to stand and require no adjust-
ment. However, debt and lease instruments between the parties change their nature on the
acquisition date. Amounts that were due between separate entities now become intercompany
debt or leases, and they must be eliminated. Consider the following examples:

1. Trade receivables/payables of the former independent companies become intercompany
trade debt on the acquisition date. If still existing on the balance sheet date, they are elimi-
nated. Only interest expense/revenue applicable to the period after the acquisition is
eliminated.
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2. Bonds of one of the affiliates that are owned by another affiliate were valid when the firms
were not affiliated. Once the acquisition occurs, the bonds become intercompany bonds and
are eliminated on the consolidated worksheet. Interest expense/revenue prior to the acquisi-
tion stands, but interest expense/revenue applicable to the period after the acquisition is
eliminated.

3. Operating leases may have existed between the affiliated companies prior to the acquisition.
Once the purchase occurs, rent expense/revenue for periods after the acquisition becomes
intercompany and must be eliminated.

4. If there were capitalized leases between the companies prior to the acquisition date, the
capital lease amounts remaining in each company’s accounts must be eliminated after
the acquisition date. The interest expense/revenue for periods after the acquisition is also
eliminated.

All of the above eliminations of amounts that become intercompany, after the acquisition
occurs, do not affect income or balance sheet amounts for periods prior to the acquisition.
No restatement of prior-period statements is required.

R E F L E C T I O N
� When an acquisition occurs, prior sales between the two entities are not eliminated on

the consolidated worksheet.

� Debt and lease instruments between the parties change their nature on the acquisition

date and become intercompany relationships that must be eliminated when

consolidating.

APPENDIX: INTERCOMPANY LEASES WITH
UNGUARANTEED RESIDUALVALUE
The intercompany lease may contain an unguaranteed residual value. This means that the origi-
nal intercompany lessee will supply only a portion of the total cash flow to be received by the
lessor. At the end of the original lease term, the lessor may lease the asset again or sell it. In either
case, there is no obligation on the part of the lessee to renew the lease or to purchase the asset.
Since the original lessee is contractually bound to provide only a portion of the payments to be
received by the lessor, the lessee will record as its lease obligation only the present value of the
minimum lease payments for which it is obligated. The lessee must calculate the present value
of the minimum lease payments using its incremental borrowing rate, unless the lessee knows
the lessor’s implicit rate (and the implicit rate is lower). Since it is an intercompany lease, the
interest rate used would normally be the implicit rate of the lessor. As part of the consolidation
process, if any other rate is used, the present value of the payments would be adjusted to reflect
the implicit lessor rate.

The lessor records the gross investment in the lease, which is the sum of the minimum lease
payments receivable and the unguaranteed residual value. Unearned interest income is recorded
as a contra account at an amount that reduces the gross investment to the market value of the
asset at the inception of the lease. Unearned interest is amortized using the implicit rate of the

7
O B J E C T I V E

Explain the complications

caused by unguaranteed

residual values with

intercompany leases.
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lessor. The implicit rate of the lessor thus equates the present value of all payments expected,
including the unguaranteed residual value, to the market value of the asset.

The recording methods used by the lessee and lessor for leases with an unguaranteed residual
value present a complication to the consolidation process. The amount of the asset under the
capital lease recorded by the lessee will be less than the asset’s market value, since the present
value of the lease payments recorded by the lessee will not include the asset’s unguaranteed
residual value. To understand this complication, the previous example may be used with
one change. Instead of the $1,000 bargain purchase option that was included in the set of mini-
mum lease payments, assume there is a $1,000 unguaranteed residual value. Since the residual
value is not guaranteed, it is not part of the minimum lease payments. The revised facts are as
follows:

1. Cost of asset to lessor: $5,851.

2. Lease terms: Three annual payments of $2,000, due at the start of each year. Unguaranteed
residual value of $1,000 to lessor at the end of 2017.

3. Lessor implicit rate: 16% equates the three $2,000 payments plus the unguaranteed residual
value to $5,851.

4. Lessee interest rate: 16% (lessor implicit rate) which, when applied only to the lease pay-
ments, results in a present value of $5,210.

5. Depreciation: Straight-line over the 3-year lease term, since the contractual use of the asset is
for three years.

6. Amortization tables:

Lessor

Date Payment
Interest at 16%

on Previous Balance
Reduction
of Principal

Principal
Balance

January 1, 2015 . . . $2,000 $2,000 $3,851*
January 1, 2016 . . . 2,000 $ 616 1,384 2,467
January 1, 2017 . . . 2,000 395 1,605 862
December 31, 2017 1,000 138 862

Total . . . . . . . . . . . $7,000 $1,149 $5,851

*Purchase price of $5,851� $2,000 initial payment.

Lessee (16%)

Date Payment
Interest at 16%

on Previous Balance
Reduction of

Principal
Principal
Balance

January 1, 2015 . . . $2,000 $2,000 $3,210*
January 1, 2016 . . . 2,000 $514 1,486 1,724
January 1, 2017 . . . 2,000 276 1,724

Total . . . . . . . . . . . $6,000 $790 $5,210

*Present value of $5,210� $2,000 initial payment.

The journal entries for the separate companies would be as shown on page 281 for the first
two years.
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Date Company S (Lessee) Company P (Lessor)

2015
Jan. 1 Assets Under Capital Lease . . . . . . . . . 5,210 Minimum Lease Payments Receivable . . 4,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . 2,000 Unguaranteed Residual Value. . . . . . . . 1,000
Obligations Under Capital Lease . . 3,210 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Unearned Interest Income . . . . . . . . . 1,149

Dec. 31 Interest Expense (at 16%) . . . . . . . . . . 514

Accounts Payable (for asset) . . . . . . . 5,851

Interest Payable . . . . . . . . . . . . . . . . 514
Unearned Interest Income . . . . . . . . . . . 616

Depreciation Expense
(1 3� $5,210) . . . . . . . . . . . . . . . 1,737

Interest Income (at 16%) . . . . . . . . . . 616

Accumulated Depreciation—Assets
Under Capital Lease. . . . . . . . . . . 1,737

2016
Jan. 1 Obligations Under Capital Lease . . . . 1,486 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Interest Payable . . . . . . . . . . . . . . . . . . 514 Minimum Lease Payments
Cash . . . . . . . . . . . . . . . . . . . . . . . . 2,000 Receivable . . . . . . . . . . . . . . . . . . . 2,000

Dec. 31 Interest Expense (at 16%) . . . . . . . . . . 276 Unearned Interest Income . . . . . . . . . . . 395
Interest Payable . . . . . . . . . . . . . . . . 276 Interest Income (at 16%) . . . . . . . . . . 395

Depreciation Expense . . . . . . . . . . . . . 1,737
Accumulated Depreciation—Assets

Under Capital Lease. . . . . . . . . . . 1,737

A comparison of the lessor and lessee’s amortization tables shows the following difference
between the lessee’s interest expense and the lessor’s interest income each period:

Year Ending
December 31

16% Lessor
Implicit Interest

16% Lessee
Interest Difference

2015 . . . . . . . . $ 616 $514 $102
2016 . . . . . . . . 395 276 119
2017 . . . . . . . . 138 138

Total . . . . . . . $1,149 $790 $359

The difference is the interest on the unguaranteed residual value, which is recorded only by
the lessor. This can be demonstrated as follows:

Date
16% Implicit

Interest

Present Value of
Unguaranteed
Residual Value

January 1, 2015 . . . . . $ 641*
December 31, 2015 . . $102 743
December 31, 2016 . . 119 862
December 31, 2017 . . 138 1,000

*$5,851� $5,210.

In the consolidation process, the intercompany debt and all interest applicable to the lease
are eliminated. Even the interest income recorded on the unguaranteed residual value is elimi-
nated, since it is a ramification of a lease that, from a consolidated viewpoint, does not exist.
The asset recorded by the lessee and the unguaranteed residual value recorded by the lessor are
eliminated and replaced by a productive asset recorded by the consolidated company.
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Worksheet 5-5, page 292 and 293, contains the detailed steps for the elimination of the
intercompany lease at the end of 2015. In this worksheet, it is assumed that the interest in the
80%-owned subsidiary was purchased at its book value.

The eliminations in journal entry form are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,634

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,634

(EL) Eliminate 80% of subsidiary equity:
Common Stock ($10 par)—Company S . . . . . . . . . . . . . . . . . . . . 32,000
Retained Earnings, January 1, 2015—Company S . . . . . . . . . . . 40,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000

(CL1) Eliminate intercompany interest and restore unearned interest
on unguaranteed residual:

Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 616
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 514
Unearned Interest Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102

(CL2) Eliminate intercompany debt, unguaranteed residual value and
restate asset as owned asset:

Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,851
Asset Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,210

Unearned Interest Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 635
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . 4,000
Unguaranteed Residual Value . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Obligation Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . 3,210
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 514

(CL3) Adjust and reclassify depreciation:
Accumulated Depreciation—Asset Under Capital Lease . . . . . . . 1,737*

Accumulated Depreciation—Property, Plant, and Equipment . . 1,617**
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120

*$5,210/3 years¼ $1,737
**($5,851 cost� $1,000 residual)/3¼ $1,617

Worksheet 5-5: page 292
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Entry (CL1) eliminates the $616 of interest income against the $514 of interest expense.
The $102 disparity reflects the interest applicable to the unguaranteed residual value and is
returned to unearned interest income. Entry (CL2) eliminates the intercompany debt applic-
able to the lease. The $359 disparity reflects the interest applicable to the unguaranteed residual
value over the life of the lease. This amount is used to reduce the unguaranteed residual value to
its original present value of $641. The $641, combined with the $5,210 asset under capital
lease, is eliminated and replaced by an owned asset and recorded at the $5,851 original cost to
the consolidated company. Entry (CL3) adjusts the depreciation to reflect the cost and the resi-
dual value of the asset to the consolidated company. The accumulated depreciation also is
reclassified as that applicable to an owned asset.

In Worksheet 5-6 on pages 296 and 297, the consolidation procedures for the second year
of the lease term are illustrated.

R E F L E C T I O N
� An unguaranteed residual value causes the present value of the lease for the lessor to

exceed that of the lessee. The interest applicable to the unguaranteed residual value is

allowed to remain in the consolidated statements, since it will come from the outside

world.

� All remaining procedures parallel those used for ordinary capital leases.

Worksheet 5-6: page 296
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Worksheet 5-1

Intercompany Investment in Bonds, Year of Acquisition; Straight-Line Method of Amortization
Company P and Subsidiary Company S
Worksheet for Consolidated Balance Sheet
For Year Ended December 31, 2017

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Other Assets 56,400 220,000

2 Interest Receivable 8,000

3 Investment in Company S Stock (90%) 100,800

4

5 Investment in Company S Bonds (100%) 102,400

6 Interest Payable (8,000)

7 Bonds Payable (8%) (100,000)

8 Common Stock ($10 par)—Company P (100,000)

9 Retained Earnings, January 1, 2017—Company P (120,000)

10 Common Stock ($10 par)—Company S (80,000)

11 Retained Earnings, January 1, 2017—Company S (20,000)

12 Operating Revenue (100,000) (80,000)

13 Operating Expense 70,000 60,000

14 Interest Income (6,800)

15 Interest Expense 8,000

16 Subsidiary Income (10,800)

17 Loss on Bond Retirement

18 0 0

19 Consolidated Net Income

20 To NCI (see distribution schedule)

21 Balance to Controlling Interest (see distribution schedule)

22 Total NCI

23 Retained Earnings, Controlling Interest, December 31, 2017

24

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year. This entry returns the
investment in Company S stock account to its January 1, 2017, balance to aid the elimination process.

(EL) Eliminate 90% of the subsidiary equity balances of January 1, 2017, against the investment in stock account. No excess results.
(B1) Eliminate intercompany interest revenue and expense. Eliminate the balance of the investment in bonds against the bonds payable.

Note that the investment in bonds is at its year-end amortized balance. The loss on retirement at the date the bonds were purchased is
calculated as follows:

Loss remaining at year-end:

Investment in bonds at December 31, 2017 . . . . . . . . . . . . . $102,400
Less: Carrying value of bonds at December 31, 2017 . . . . . 100,000 $2,400

Loss amortized during year:

Interest expense eliminated . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,000
Less: Interest revenue eliminated . . . . . . . . . . . . . . . . . . . . . . 6,800 1,200

Loss at January 2, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600

(B2) Eliminate intercompany interest payable and receivable.
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Worksheet 5-1 (see page 267)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

276,400 1

(B2) 8,000 2

(CY1) 10,800 3

(EL) 90,000 4

(B1) 102,400 5

(B2) 8,000 6

(B1) 100,000 7

(100,000) 8

(120,000) 9

(EL) 72,000 (8,000) 10

(EL) 18,000 (2,000) 11

(180,000) 12

130,000 13

(B1) 6,800 14

(B1) 8,000 15

(CY1) 10,800 16

(B1) 3,600 3,600 17

219,200 219,200 18

(46,400) 19

960 (960) 20

45,440 (45,440) 21

(10,960) (10,960) 22

(165,440) (165,440) 23

0 24

Subsidiary Company S Income Distribution

Loss on bond retirement . . . . . . . . . . . . (B1) $3,600 Internally generated net income, including
interest expense . . . . . . . . . . . . . . . . . . . . . . . $12,000

Interest adjustment ($3,600 4 3) . . . . . . (B1) 1,200

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,600
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 960

Parent Company P Income Distribution

Internally generated net income, including
interest revenue. . . . . . . . . . . . . . . . . . . . . . . . . $36,800

90%� Company S adjusted income of $9,600. . . . . 8,640
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 45,440
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Worksheet 5-2

Intercompany Investment in Bonds, Year Subsequent to Acquisition; Straight-Line Method of Amortization
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2018

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Other Assets 94,400 242,000

2 Interest Receivable 8,000

3 Investment in Company S Stock (90%) 120,600

4

5 Investment in Company S Bonds (100%) 101,200

6 Interest Payable (8,000)

7 Bonds Payable (8%) (100,000)

8 Common Stock ($10 par)—Company P (100,000)

9 Retained Earnings, January 1, 2018—Company P (167,600)

10 Common Stock ($10 par)—Company S (80,000)

11 Retained Earnings, January 1, 2018—Company S (32,000)

12

13 Operating Revenue (130,000) (100,000)

14 Operating Expense 100,000 70,000

15 Subsidiary Income (19,800)

16 Interest Expense 8,000

17 Interest Income (6,800)

18 0 0

19 Consolidated Net Income

20 To NCI (see distribution schedule)

21 Balance to Controlling Interest (see distribution schedule)

22 Total NCI

23 Retained Earnings, Controlling Interest, December 31, 2018

24

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year.
(EL) Eliminate 90% of the subsidiary equity balances of January 1, 2018, against the investment in stock account. There is no excess

to be distributed.
(B1) Eliminate intercompany interest revenue and expense. Eliminate the balance of the investment in bonds against the bonds payable.

Note that the investment in bonds is at its year-end amortized balance. The remaining unamortized loss on retirement at the start of the
year is calculated as follows:

Loss remaining at year-end:

Investment in bonds at December 31, 2018 . . . . . . . . . . . . . . . . . . . . . $101,200
Less: Carrying value of bonds at December 31, 2018 . . . . . . . . . . . . . 100,000 $1,200

Loss amortized during year:

Interest expense eliminated . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,000
Less: Interest revenue eliminated . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800 1,200

Remaining loss at January 1, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . $2,400

The remaining unamortized loss of $2,400 on January 1, 2018, is allocated 90% to the controlling retained earnings and 10%
to the noncontrolling retained earnings since the bonds were issued by the subsidiary.

(B2) Eliminate intercompany interest payable and receivable.
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Worksheet 5-2 (see page 268)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

336,400 1

(B2) 8,000 2

(CY1) 19,800 3

(EL) 100,800 4

(B1) 101,200 5

(B2) 8,000 6

(B1) 100,000 7

(100,000) 8

(B1) 2,160 (165,440) 9

(EL) 72,000 (8,000) 10

(EL) 28,800 (2,960) 11

(B1) 240 12

(230,000) 13

170,000 14

(CY1) 19,800 15

(B1) 8,000 16

(B1) 6,800 17

237,800 237,800 18

(60,000) 19

2,320 (2,320) 20

57,680 (57,680) 21

(13,280) (13,280) 22

(223,120) (223,120) 23

0 24

Subsidiary Company S Income Distribution

Internally generated net income,
including interest expense . . . . . . . . . . . . . . . . . . . $22,000

Interest adjustment ($3,600 ‚ 3) . . . . . . . . . . . . (B1) 1,200
Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $23,200
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,320

Parent Company P Income Distribution

Internally generated net income,
including interest revenue . . . . . . . . . . . . . . . . . . . $36,800

90%� Company S adjusted income of $23,200. . . 20,880
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . $57,680
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Worksheet 5-3

Intercompany Bonds, Subsequent Period; Straight-Line Method of Amortization
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2018

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Other Assets 59,400 259,082

2 Investment in Company S Stock 143,874

3

4 Investment in Company S Bonds 101,800

5 Bonds Payable (100,000)

6 Discount on Bonds 778

7 Common Stock—Company P (100,000)

8 Retained Earnings, January 1, 2018—Company P (160,000)

9 Common Stock—Company S (40,000)

10 Retained Earnings, January 1, 2018—Company S (110,000)

11

12 Sales (80,000) (50,000)

13 Interest Income (6,200)

14 Cost of Goods Sold 50,000 31,362

15 Interest Expense 8,778

16 Subsidiary Income (8,874)

17 0 0

18 Consolidated Net Income

19 To NCI (see distribution schedule)

20 Balance to Controlling Interest (see distribution schedule)

21 Total NCI

22 Retained Earnings, Controlling Interest, December 31, 2018

23

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year.
(EL) Eliminate 90% of the January 1, 2018, subsidiary equity balances against the January 1, 2018, investment in Company S stock

balance. No excess results.
(B) Eliminate intercompany interest revenue and expense. Eliminate the balance of the investment in bonds against the bonds payable.

Note that the investment in bonds and the discount on bonds are at their year-end amortized balances. The remaining
unamortized loss on retirement at the start of the year is calculated as follows:

Loss remaining at year-end:

Investment in bonds at December 31, 2018 . . . . . . . . . . . . . . . . $101,800
Less: Bonds payable at December 31, 2018 . . . . . . . . . . . . . . . $100,000
Discount on bonds at December 31, 2018 . . . . . . . . . . . . . . . . . (778) 99,222 $2,578

Loss amortized during year:

Interest expense eliminated . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,778
Less: Interest revenue eliminated . . . . . . . . . . . . . . . . . . . . . . . . . 6,200 2,578

Remaining loss at January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . . $5,156

Since from the consolidated viewpoint the bonds were retired in the prior year and since the bonds were issued by the subsidiary,
the remaining unamortized loss of $5,156 on January 1, 2018, is allocated 90% to the controlling retained earnings and 10%
to the noncontrolling retained earnings.
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Worksheet 5-3 (see page 270)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

318,482 1

(CY1) 8,874 2

(EL) 135,000 3

(B) 101,800 4

(B) 100,000 5

(B) 778 6

(100,000) 7

(B) 4,640 (155,360) 8

(EL) 36,000 (4,000) 9

(EL) 99,000 (10,484) 10

(B) 516 11

(130,000) 12

(B) 6,200 13

81,362 14

(B) 8,778 15

(CY1) 8,874 16

255,230 255,230 17

(48,638) 18

1,244 (1,244) 19

47,394 (47,394) 20

(15,728) (15,728) 21

(202,754) (202,754) 22

0 23

Subsidiary Company S Income Distribution

Internally generated net income,
including interest expense. . . . . . . . . . . . . . . . . . . . $ 9,860

Interest adjustment ($8,778 2 $6,200). . . (B) 2,578

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,438
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,244

Parent Company P Income Distribution

Internally generated net income,
including interest revenue . . . . . . . . . . . . . . . . . . . . $36,200

90%� Company S adjusted income of $12,438. . . . 11,194
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . $47,394

289Chapter 5 INTERCOMPANY TRANSACTIONS: BONDS AND LEASES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Worksheet 5-4

Intercompany Bonds; Interest Method of Amortization
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2018

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Other Assets 59,333 259,082

2 Investment in Company S Stock 144,000

3

4 Investment in Company S Bonds 101,887

5 Bonds Payable (100,000)

6 Discount on Bonds 918

7 Common Stock—Company P (100,000)

8 Retained Earnings, January 1, 2018—Company P (160,180)

9 Common Stock—Company S (40,000)

10 Retained Earnings, January 1, 2018—Company S (110,200)

11

12 Sales (80,000) (50,000)

13 Interest Income (6,220)

14 Cost of Goods Sold 50,000 31,358

15 Interest Expense 8,842

16

17 Subsidiary Income (8,820)

18 0 0

19 Consolidated Net Income

20 To NCI (see distribution schedule)

21 Balance to Controlling Interest (see distribution schedule)

22 Total NCI

23 Retained Earnings, Controlling Interest, December 31, 2018

24

Eliminations and Adjustments:

(CY1) Eliminate the entry recording the parent’s share of subsidiary net income for the current year.
(EL) Eliminate 90% of the January 1, 2018, subsidiary equity balances against the January 1, 2018, investment in Company S stock

balance. No excess results.
(B) Eliminate intercompany interest revenue and expense. Eliminate the balance of the investment in bonds against the bonds payable.

Note that the investment in bonds and the discount on bonds are at their year-end amortized balances. The remaining
unamortized loss on retirement at the start of the year is calculated as follows:

Loss remaining at year-end:

Investment in bonds at December 31, 2018 . . . . . . . . . . . . $101,887
Less: Bonds payable at December 31, 2018 . . . . . . . . . . . $100,000
Discount on bonds at December 31, 2018 . . . . . . . . . . . . . (918) 99,082 $2,805

Loss amortized during year:

Interest expense eliminated . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,842
Less: Interest revenue eliminated . . . . . . . . . . . . . . . . . . . . . 6,220 2,622

Remaining loss at January 1, 2018. . . . . . . . . . . . . . . . . . . . . $5,427

Since from the consolidated viewpoint the bonds were retired in the prior year and since the bonds were issued by the subsidiary, the
remaining unamortized loss of $5,427 on January 1, 2018, is allocated 90% to the controlling retained earnings and 10% to
the noncontrolling retained earnings.
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Worksheet 5-4 (see page 272)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

318,415 1

(CY1) 8,820 2

(EL) 135,180 3

(B) 101,887 4

(B) 100,000 5

(B) 918 6

(100,000) 7

(B) 4,884 (155,296) 8

(EL) 36,000 (4,000) 9

(EL) 99,180 (10,477) 10

(B) 543 11

(130,000) 12

(B) 6,220 13

81,358 14

(B) 8,842 15

16

(CY1) 8,820 17

255,647 255,647 18

(48,642) 19

1,242 (1,242) 20

47,400 (47,400) 21

(15,719) (15,719) 22

(202,696) (202,696) 23

0 24

Subsidiary Company S Income Distribution

Internally generated net income,
including interest expense. . . . . . . . . . . . . . . . . . . $ 9,800

Interest adjustment ($8,842� $6,220) . . . . . . . (B) 2,622
Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,422
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,242

Parent Company P Income Distribution

Internally generated net income, including interest
revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,220

90%� Company S adjusted income of $12,422. . . 11,180
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . $47,400
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Worksheet 5-5

Intercompany Capital Lease with Unguaranteed Residual Value
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Accounts Receivable 30,149 44,793

2 Minimum Lease Payments Receivable 4,000

3 Unguaranteed Residual Value 1,000

4 Unearned Interest Income (533)

5 Assets Under Capital Lease 5,210

6 Accumulated Depreciation—Assets Under Capital Lease (1,737)

7 Property, Plant, and Equipment 200,000 120,000

8 Accumulated Depreciation—Property, Plant, and Equipment (80,000) (50,000)

9 Investment in Company S 87,634

10

11 Accounts Payable (21,000) (5,000)

12 Obligations Under Capital Lease (3,210)

13 Interest Payable (514)

14 Common Stock ($10 par)—Company P (50,000)

15 Retained Earnings, January 1, 2015—Company P (120,000)

16 Common Stock ($5 par)—Company S (40,000)

17 Retained Earnings, January 1, 2015—Company S (50,000)

18 Sales (120,000) (70,000)

19 Interest Income (616)

20 Subsidiary Income (15,634)

21 Operating Expense 65,000 38,207

22 Interest Expense 514

23 Depreciation Expense 20,000 11,737

24 0 0

25 Consolidated Net Income

26 To NCI (see distribution schedule)

27 Balance to Controlling Interest (see distribution schedule)

28 Total NCI

29 Retained Earnings, Controlling Interest, December 31, 2015

30
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Worksheet 5-5 (see page 282)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

74,942 1

(CL2) 4,000 2

(CL2) 1,000 3

(CL2) 635 (CL1) 102 4

(CL2) 5,210 5

(CL3) 1,737 6

(CL2) 5,851 325,851 7

(CL3) 1,617 (131,617) 8

(CY1) 15,634 9

(EL) 72,000 10

(26,000) 11

(CL2) 3,210 12

(CL2) 514 13

(50,000) 14

(120,000) 15

(EL) 32,000 (8,000) 16

(EL) 40,000 (10,000) 17

(190,000) 18

(CL1) 616 19

(CY1) 15,634 20

103,207 21

(CL1) 514 22

(CL3) 120 31,617 23

100,197 100,197 24

(55,176) 25

3,908 (3,908) 26

51,268 (51,268) 27

(21,908) (21,908) 28

(171,268) (171,268) 29

0 30
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Eliminations and Adjustments:

(CY1) Eliminate the parent company’s entry recording its share of Company S net income. This step returns the investment account to its
January 1, 2015, balance to aid the elimination process.

(EL) Eliminate 80% of the January 1, 2015, Company S equity balances against the investment in Company S balance.
(CL1) Eliminate the interest income recorded by the lessor, $616, and the interest expense recorded by the lessee, $514. The $102

disparity reflects the interest recorded on the unguaranteed residual value. This amount is returned to the unearned interest income.
(CL2) Eliminate the intercompany debt and the unguaranteed residual value. Eliminate the asset under capital lease and record the

owned asset. The amounts are reconciled as follows:

Disparity in recorded debt:

Lessor balance, $4,000 2 $635 unearned interest income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,365
Lessee balance, $3,210 1 $514 accrued interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,724

Interest applicable to unguaranteed residual value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (359)
Unguaranteed residual value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Net original present value of unguaranteed residual value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 641
Asset under capital lease. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,210

Owned asset at original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,851

(CL3) Reclassify accumulated depreciation and adjust the depreciation expense to acknowledge cost of asset. The adjustment to
depreciation expense is determined as follows:

Capitalized cost by lessee . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,210
Depreciable cost:

Cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,851
Less residual (salvage) value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 4,851

Decrease in depreciable cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 359

Adjustment to depreciation expense ($359 ‚ 3-year lease term) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 120
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Subsidiary Company S Income Distribution

Internally generated net income, including
interest income on lease . . . . . . . . . . . . . . . . $19,542

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $19,542
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,908

Parent Company P Income Distribution

Net interest eliminated. . . . . . . . . . . . . . . . (CL1) $102 Internally generated net income, including
interest income on lease . . . . . . . . . . . . . . . . $35,616

80%� Company S adjusted income of $19,542. . . 15,634
Decrease in depreciation . . . . . . . . . . . . . (CL3) 120

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . $51,268
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Worksheet 5-6

Intercompany Capital Lease with Unguaranteed Residual Value, Subsequent Period
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2016

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Accounts Receivable 102,149 82,925

2 Minimum Lease Payments Receivable 2,000

3 Unguaranteed Residual Value 1,000

4 Unearned Interest Income (138)

5

6 Assets Under Capital Lease 5,210

7 Accumulated Depreciation—Assets Under Capital Lease (3,474)

8 Property, Plant, and Equipment 200,000 120,000

9 Accumulated Depreciation—Property, Plant, and Equipment (100,000) (60,000)

10 Investment in Company S 102,129

11

12 Accounts Payable (41,000) (15,000)

13 Obligations Under Capital Lease (1,724)

14 Interest Payable (276)

15 Common Stock ($10 par)—Company P (50,000)

16 Retained Earnings, January 1, 2016—Company P (171,250)

17 Common Stock ($5 par)—Company S (40,000)

18 Retained Earnings, January 1, 2016—Company S (69,542)

19 Sales (150,000) (80,000)

20 Interest Income (395)

21 Subsidiary Income (14,495)

22 Operating Expense 100,000 49,868

23 Interest Expense 276

24 Depreciation Expense 20,000 11,737

25 0 0

26 Consolidated Net Income

27 To NCI (see distribution schedule)

28 Balance to Controlling Interest (see distribution schedule)

29 Total NCI

30 Retained Earnings, Controlling Interest, December 31, 2016

31
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Worksheet 5-6 (see page 283)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

185,074 1

(CL2) 2,000 2

(CL2) 1,000 3

(CL2) 359 (CL1a) 119 4

(CL1b) 102 5

(CL2) 5,210 6

(CL3) 3,474 7

(CL2) 5,851 325,851 8

(CL3) 3,234 (163,234) 9

(CY1) 14,495 10

(EL) 87,634 11

(56,000) 12

(CL2) 1,724 13

(CL2) 276 14

(50,000) 15

(CL1b) 102 (CL3) 120 (171,268) 16

(EL) 32,000 (8,000) 17

(EL) 55,634 (13,908) 18

(230,000) 19

(CL1a) 395 20

(CY1) 14,495 21

149,868 22

(CL1a) 276 23

(CL3) 120 31,617 24

114,310 114,310 25

(48,515) 26

3,624 (3,624) 27

44,891 (44,891) 28

(25,532) (25,532) 29

(216,159) (216,159) 30

0 31
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Eliminations and Adjustments:

(CY1) Eliminate the parent company’s entry recording its share of Company S net income.
(EL) Eliminate 80% of the January 1, 2016, Company S equity balances against the investment in Company S balance.
(CL1a) Eliminate the interest income recorded by the lessor, $395, and the interest expense recorded by the lessee, $276. The $119

disparity reflects the interest recorded on the unguaranteed residual value. This amount is returned to the unearned interest
income.

(CL1b) Adjust the unearned income and the parent’s retained earnings for the $102 interest recorded in 2015 on the unguaranteed
residual value.

(CL2) Eliminate the intercompany debt and the unguaranteed residual value. Eliminate the asset under capital lease and record the
owned asset. The amounts are reconciled as follows:

Disparity in recorded debt:
Lessor balance, $2,000 2 $359 unearned interest income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,641
Lessee balance, $1,724 1 $276 accrued interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Interest applicable to unguaranteed residual value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (359)
Unguaranteed residual value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Net original present value of unguaranteed residual value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 641
Asset under capital lease. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,210

Owned asset at original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,851

(CL3) Reclassify $3,474 depreciation and reduce it to depreciation based on cost ($3,234). This includes reducing current depreciation
expense by $120 and prior year for $120 (credit to retained earning, contolling interest). The adjustment to the depreciation
expense and the retained earnings is determined as follows:

Capitalized cost by lessee . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,210
Depreciable cost:

Cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,851
Less residual (salvage) value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 4,851

Decrease in depreciable cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 359

Adjustment to depreciation expense and retained earnings ($359 ‚ 3-year lease term) . . . . . . . . . . . . $ 120

Subsidiary Company S Income Distribution

Internally generated net income, including
interest on lease. . . . . . . . . . . . . . . . . . . . . . . . $18,119

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,119
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,624

Parent Company P Income Distribution

Net interest eliminated. . . . . . . . . . . . . (CL1a) $119 Internally generated net income, including
interest income on lease . . . . . . . . . . . . . . . $30,395

80%� Company S adjusted income of
$18,119 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,495

Decrease in depreciation . . . . . . . . . . . . (CL3) 120

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . $44,891
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UNDERSTANDING THE ISSUES

1. Subsidiary Company S has $1,000,000 of bonds outstanding. The bonds have 10 years
to maturity and pay interest at 8% annually. The parent has an average annual bor-
rowing cost of 6% and wishes to reduce the interest cost of the consolidated com-
pany. What methods could be used to maintain the subsidiary as the debtor?

2. Subsidiary Company S has $1,000,000 of bonds outstanding at 8% annual interest.
The bonds have 10 years to maturity. If the parent, Company P, is able to purchase the
bonds at a price that reflects 6% annual interest, what effect will the purchase have
on consolidated income in the current and future years? What would the effects be if
the purchase price reflected a 9% annual interest rate? Your response need not be
quantified.

3. Subsidiary Company S has $1,000,000 of bonds outstanding at 8% annual interest.
The bonds have 10 years to maturity. If the parent, Company P, is able to purchase
the bonds at a price that reflects 6% annual interest, how will the noncontrolling
interest be affected in the current and future years? Your response need not be
quantified.

4. Company P purchased $100,000 of subsidiary Company S’s bonds for $96,000 on Jan-
uary 1, 2015, when the bonds had five years to maturity. The bonds had been issued
at face value and pay interest at 8% annually. What will the impact of this transac-
tion be on consolidated net income for the current and future four years? Assuming
a 20% noncontrolling interest, how will the NCI be affected in the current and next
four years? Quantify your response.

5. Your friend is a noncontrolling interest shareholder in a large company. He knows
that the subsidiary company leases most of its assets from the parent company under
operating leases. He further believes that the lease rates are in excess of market rates.
He made his concern known to the parent company management. Their response
was: ‘‘Don’t worry about it; it washes out in the consolidation process and ends up
having no effect on income.’’ Your friend wants to know if this is true and if he was
wrong to be concerned.

6. A parent company may want to shift profits to the controlling interest and may use
intercompany capital leases to accomplish that end. Is there an opportunity to do
that with both direct financing and sales-type leases? What are the differences
between the two types of leases with respect to income shifting?

7. A parent company is a producer of production equipment, some of which is acquired
and used by the parent’s subsidiary companies. The parent offers a discount to the
subsidiaries but still earns a significant profit on the sales of equipment to a subsidiary.
Is there any difference in the consolidated company’s ability to recognize the profit
on these sales if, instead of selling equipment to the subsidiaries, the equipment is
leased to them under capital leases? Are there any other profit opportunities for the
controlling interest in leasing as opposed to selling equipment to the subsidiaries?

EXERCISES

Exercise 1 (LO 1) Options to lower interest cost. Model Engineering is a large cor-
poration with the ability to obtain financing by selling its bonds at favorable rates. Currently,
it pays 5% interest on its 10-year bond issues. In the past year, Model acquired an 80%
interest in Mercer Industries. Mercer Industries has $1,000,000 of bonds outstanding that
mature in six years. Interest is paid annually at a stated rate of 8%. The bonds were issued
at face value.
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Interest rates have come down, but Mercer Industries can still expect to pay 5% to 6.5%
interest on a long-term issue. Mercer Industries is a smaller company with a lower credit rating
than Model.

Model would like to reduce interest costs on the Mercer Industries debt. The company
has asked your advice on whether it should purchase the bonds or loan Mercer Industries the
money to retire its own debt. Compare the options with a focus on the impact on consolidated
statements.

Exercise 2 (LO 1) Effect of intercompany bonds on income. Darcy Company is an
80%-owned subsidiary of Kraco Industries. Darcy Company issued 10-year, 8% bonds in the
amount of $1,000,000 on January 1, 2015. The bonds were issued at face value, and interest is
payable each January 1. On January, 1, 2017, Kraco Industries purchased all of the Darcy bonds
for $975,000. Kraco will amortize the discount on a straight-line basis. For the years ending
(a) December 31, 2017, and (b) December 31, 2018, determine the effects of this transaction:

1. On consolidated net income.
2. On the distribution of income to the controlling and noncontrolling interests.

Exercise 3 (LO 2) Bond eliminations, straight-line. Cardinal Company is an 80%-
owned subsidiary of Dove Corporation. Cardinal Company issued $100,000 of 8%, 10-year
bonds for $96,000 on January 1, 2011. Annual interest is paid on January 1. Dove Corporation
purchased the bonds on January 1, 2015, for $101,500. Both companies use the straight-line
method to amortize the premium/discount on the bonds.

1. Prepare the eliminations and adjustments that would be made on the December 31, 2015,
consolidated worksheet as a result of this purchase.

2. Prepare the eliminations and adjustments that would be made on the December 31, 2016,
consolidated worksheet.

Exercise 4 (LO 2) Bond eliminations, effective interest. On January 1, 2014, Dunbar
Corporation, an 85%-owned subsidiary of Garfield Industries, received $48,055 for $50,000 of
8%, 5-year bonds it issued when the market rate was 9%. When Garfield Industries purchased
these bonds for $47,513 on January 2, 2016, the market rate was 10%. Given the following
effective interest amortization schedules for both companies, calculate the gain or loss on retire-
ment and the interest adjustments to the issuer’s income distribution schedules over the remain-
ing term of the bonds.

Dunbar (issuer):

Date
Effective

Interest (9%)
Nominal

Interest (8%)
Discount

Amortization Balance

1/1/14 $48,055
1/1/15 $4,325 $4,000 $325 48,380
1/1/16 4,354 4,000 354 48,734
1/1/17 4,386 4,000 386 49,120
1/1/18 4,421 4,000 421 49,541
1/1/19 4,459 4,000 459 50,000

Garfield (purchaser):

Date
Effective

Interest (10%)
Nominal

Interest (8%)
Discount

Amortization Balance

1/2/16 $47,513
1/1/17 $4,751 $4,000 $751 48,264
1/1/18 4,826 4,000 826 49,090
1/1/19 4,909 4,000 909 50,000*

*Adjusted for rounding.
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Exercise 5 (LO 2) Bond eliminations, partial purchase. Carlton Company is an 80%-
owned subsidiary of Mirage Company. On January 1, 2015, Carlton sold $100,000 of 10-year,
7% bonds for $101,000. Interest is paid annually on January 1. The market rate for this type of
bond was 9% on January 2, 2017, when Mirage purchased 60% of the Carlton bonds for
$53,600. Discounts may be amortized on a straight-line basis.

1. Prepare the eliminations and adjustments required for this bond purchase on the December
31, 2017, consolidated worksheet.

2. Prepare the eliminations and adjustments required on the December 31, 2018, consolidated
worksheet.

Exercise 6 (LO 2) Bond calculations, effective interest. Linco Industries is a 90%-
owned subsidiary of Sharp Incorporated. On January 1, 2015, Linco issued $100,000 of 10-
year, 6% bonds for $86,580, to yield 8% interest. Interest is paid annually on January 1. The
effective interest method is used to amortize the premium. Sharp purchased the bonds for
$84,901 on January 2, 2018, when the market rate of interest was 9%. On the purchase date,
the remaining discount on the bonds was $10,413. Linco’s 2018 net income was $500,000.

1. Prepare the eliminations and adjustments required for this purchase on the December 31,
2018, consolidated worksheet. Amortization schedules will be needed to January 1, 2019.

2. Prepare the 2018 income distribution schedule for the NCI.

Exercise 7 (LO 4) Operating lease, entries, and eliminations. Grande Machinery
Company purchased, for cash, a $60,000 custom machine on January 1, 2015. The machine
has an estimated 5-year life and will be straight-line depreciated with no salvage value. The
machine was then leased to Sunshine Engineering Company, an 80%-owned subsidiary, under
a 5-year operating lease for $15,000 per year, payable each January.

1. Record the 2015 entries for the purchase of the machine and the lease to Sunshine Engineer-
ing Company on the books of Grande Machinery Company.

2. Record the 2015 entries for the transaction on the books of Sunshine Engineering
Company.

3. Provide the elimination entries that would be made on the 2015 consolidated worksheet.

Exercise 8 (LO 5) Direct-financing lease eliminations. On January 1, 2015, Traylor
Company, an 80%-owned subsidiary of Parker Electronics, Inc., signed a 4-year direct-
financing lease with its parent for the rental of electronic equipment. The lease agreement
requires a $12,000 payment on January 1 of each year, and title transfers to Traylor on
January 1, 2019. The equipment originally cost $40,822 and had an estimated remaining life
of five years at the start of the lease term. The lessor’s implicit interest rate is 12%. The lessee also
used the 12% rate to record the transaction.

1. Prepare a lease payment amortization schedule for the life of the lease.
2. Prepare the eliminations and adjustments required for this lease on the December 31, 2015,

consolidated worksheet.
3. Prepare the eliminations and adjustments for the December 31, 2016, consolidated

worksheet.

Exercise 9 (LO 6) Sales-type lease eliminations. The Auto Clinic is a wholly owned
subsidiary of Fast-Check Equipment Company. Fast-Check Equipment sells and leases 4-wheel
alignment machines. The usual selling price of each machine is $35,000; it has a cost to Fast-
Check Equipment of $25,000. On January 1, 2015, Fast-Check Equipment leased such a
machine to Auto Clinic. The lease provided for payments of $9,096 at the start of each year for
five years. The payments include $1,000 per year for maintenance to be provided by the seller.
There is a bargain purchase price of $2,000 at the end of the fifth year. The implicit interest rate
in the lease is 10% per year. The equipment is being depreciated over eight years.
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The amortization schedule for the lease prepared by Fast-Check Equipment is as follows:

Date Payment
Interest at 10% on
Previous Balance

Reduction of
Principal

Principal
Balance

$35,000
1/1/15 $ 8,096 $ 8,096 26,904
1/1/16 8,096 $2,690 5,406 21,498
1/1/17 8,096 2,150 5,946 15,552
1/1/18 8,096 1,555 6,541 9,011
1/1/19 8,096 901 7,195 1,816
12/31/19 2,000 184* 1,816 0

Totals $42,480 $7,480 $35,000

*Adjusted for rounding.

Prepare the eliminations and adjustments, in entry form, that would be required on a con-
solidated worksheet prepared on December 31, 2015.

PROBLEMS

Problem 5-1 (LO 2) Eliminations, equity, 100%, bonds with straight-line. Since its
100% acquisition of Dancer Corporation stock on December 31, 2012, Jones Corporation has
maintained its investment under the equity method. However, due to Dancer’s earning poten-
tial, the price included a $40,000 payment for goodwill. At the time of the purchase, the fair
value of Dancer’s assets equaled their book value.

On January 2, 2014, Dancer Corporation issued 10-year, 7% bonds at a face value of
$50,000. The bonds pay interest each December 31. On January 2, 2016, Jones Corporation
purchased all of Dancer Corporation’s outstanding bonds for $48,000. The discount is amor-
tized on a straight-line basis. They have been included in Jones’s long-term investment in bonds
account. Below are the trial balances of both companies on December 31, 2016.

Jones
Corporation

Dancer
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,500 67,500
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 75,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 65,000
Investment in Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,250
Plant and Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,420,000 196,000
Investment in Dancer Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (275,000) (18,000)
Bonds Payable (7%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Common Stock ($10 par)—Jones . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000)
Paid-In Capital in Excess of Par—Jones . . . . . . . . . . . . . . . . . . . . . . . . . . (750,000)
Retained Earnings, January 1, 2016—Jones . . . . . . . . . . . . . . . . . . . . . (730,000)
Common Stock ($10 par)—Dancer. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Paid-In Capital in Excess of Par—Dancer . . . . . . . . . . . . . . . . . . . . . . . . (130,000)
Retained Earnings, January 1, 2016—Dancer . . . . . . . . . . . . . . . . . . . . (80,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,500,000) (540,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000 405,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720,000 106,000
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,750)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 3,500

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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1. Prepare the worksheet entries needed to eliminate the intercompany debt on
December 31, 2016.

2. Prepare a consolidated income statement for the year ended December 31, 2016.

Note: No worksheet is required.

Problem 5-2 (LO 2) Cost method, 90%, straight-line bonds. On January 1, 2015,
Parker Company acquired 90% of the common stock of Stride Company for $351,000.
On this date, Stride had common stock, other paid-in capital in excess of par, and retained
earnings of $100,000, $40,000, and $210,000, respectively. The excess of cost over book value
is due to goodwill. In both 2015 and 2016, Parker accounted for the investment in Stride using
the cost method.

On January 1, 2015, Stride sold $100,000 par value of 10-year, 8% bonds for $94,000. The
bonds pay interest semiannually on January 1 and July 1 of each year. On December 31, 2015,
Parker purchased all of Stride’s bonds for $98,200. The bonds are still held on December 31, 2016.
Both companies correctly recorded all entries relative to bonds and interest, using straight-line
amortization for premium or discount.

The trial balances of Parker Company and its subsidiary were as follows on
December 31, 2016:

Parker
Company

Stride
Company

Interest Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 246,400 315,200
Investment in Stride Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 351,000
Investment in Stride Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,400
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 60,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 280,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (60,000)
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000)
Other Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (98,000) (56,000)
Bonds Payable (8%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock—Parker Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Paid-In Capital in Excess of Par—Parker Company. . . . . . . . . . . . (200,000)
Retained Earnings—Parker Company. . . . . . . . . . . . . . . . . . . . . . . . . . . (365,000)
Common Stock—Stride Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Paid-In Capital in Excess of Par—Stride Company . . . . . . . . . . . . (40,000)
Retained Earnings—Stride Company . . . . . . . . . . . . . . . . . . . . . . . . . . . (260,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (640,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000 200,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 168,400 71,400
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,600
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,200)
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (27,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 30,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Parker and
its subsidiary Stride for the year ended December 31, 2016. Round all computations to the
nearest dollar.

Problem 5-3 (LO 2) 80%, cost method, straight-line bonds, fixed asset sale. On
January 1, 2013, Appliance Outlets had the following balances in its stockholders’ equity
accounts: Common Stock ($10 par), $800,000; Paid-In Capital in Excess of Par, $625,000;
and Retained Earnings, $450,000. General Appliances acquired 64,000 shares of Appliance

Required

Required

303Chapter 5 INTERCOMPANY TRANSACTIONS: BONDS AND LEASES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Outlets’ common stock for $1,700,000 on that date. Any excess of cost over book value was
attributed to goodwill.

Appliance Outlets issued $500,000 of 8-year, 11% bonds on December 31, 2012. The
bonds sold for $476,000. General Appliances purchased one-half of these bonds in the market
on January 1, 2015, for $256,000. Both companies use the straight-line method of amortiza-
tion of premiums and discounts.

On July 1, 2016, General Appliances sold to Appliance Outlets an old building with a book
value of $167,500, remaining life of 10 years, and $30,000 salvage value, for $195,000. The
building is being depreciated on a straight-line basis. Appliance Outlets paid $20,000 in cash
and signed a mortgage note with its parent for the balance. Interest, at 11% of the unpaid bal-
ance, and principal payments are due annually beginning July 1, 2017. (For convenience, the
mortgage balances are not divided into current and long-term portions.)

The trial balances of the two companies at December 31, 2016, were as follows:

General
Appliances

Appliance
Outlets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 404,486 72,625
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 752,500 105,000
Interest Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,625
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,950,000 900,000
Investment in Appliance Outlets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700,000
Investment in 11% Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 254,000
Investment in Mortgage . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000,000 2,950,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,695,000) (940,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (670,000) (80,000)
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18,333) (9,625)
Bonds Payable (11%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000,000) (500,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,470 12,000
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (175,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,200,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,550,000) (625,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,011,123) (770,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,800,000) (3,000,000)
Gain on Sale of Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (27,500)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (36,125)
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (48,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,940,000 1,700,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 717,000 95,950
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 223,000 67,544
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,600,000 936,506
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000 60,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of General
Appliances and its subsidiary for the year ended December 31, 2016. Include the determination
and distribution of excess and income distribution schedules.

Required

304 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Use the following information for Problems 5-4 and 5-5:
On January 1, 2014, Pontiac Company acquired an 80% interest in the common stock
of Stark Company for $400,000. Stark had the following balance sheet on the date of
acquisition:

Stark Company
Balance Sheet

January 1, 2014

Assets Liabilities and Equity

Accounts receivable . . . . . . . . $ 40,000 Accounts payable . . . . . . . . . . $ 42,297
Inventory . . . . . . . . . . . . . . . . . 20,000 Bonds payable . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . 35,000 Discount on bonds payable . . . (2,297)
Buildings . . . . . . . . . . . . . . . . . 250,000 Common stock ($10 par). . . . . 10,000
Accumulated depreciation . . . (50,000) Paid-in capital in excess of par 90,000
Equipment . . . . . . . . . . . . . . . . 120,000 Retained earnings . . . . . . . . . . 115,000
Accumulated depreciation . . . (60,000)

Total assets. . . . . . . . . . . . . . $355,000 Total liabilities and equity . . $355,000

Buildings (20-year life) are undervalued by $80,000. Equipment (5-year life) is
undervalued by $50,000. Any remaining excess is considered to be goodwill.

Stark issued $100,000 of 8%, 10-year bonds for $96,719 on January 1, 2011. Annual
interest is paid on December 31. Pontiac purchased the bonds on January 1, 2015, for
$104,770. Both companies use the straight-line method to amortize the premium/dis-
count on the bonds. Pontiac and Stark used the following bond amortization schedules:

Stark Pontiac

Period Cash Interest Balance Period Cash Interest Balance

1/2011 $ 96,719 1/2011
1/2012 $8,000 $8,328 97,047 1/2012
1/2013 8,000 8,328 97,375 1/2013
1/2014 8,000 8,328 97,703 1/2014
1/2015 8,000 8,328 98,031 1/2015 $104,770
1/2016 8,000 8,328 98,359 1/2016 $8,000 $7,205 103,975
1/2017 8,000 8,328 98,687 1/2017 8,000 7,205 103,180
1/2018 8,000 8,328 99,015 1/2018 8,000 7,205 102,385
1/2019 8,000 8,328 99,343 1/2019 8,000 7,205 101,590
1/2020 8,000 8,328 99,671 1/2020 8,000 7,205 100,795
1/2021 8,000 8,328 100,000* 1/2021 8,000 7,205 100,000

*Adjusted for rounding.

Problem 5-4 (LO 2) 80%, equity, straight-line bonds purchased this year, inven-

tory profits. Refer to the preceding facts for Pontiac’s acquisition of 80% of Starks common
stock and the bond transactions. Pontiac uses the simple equity method to account for its
investment in Stark. On January 1, 2015, Stack held merchandise acquired from Pontiac
for $15,000. During 2015, Pontiac sold $50,000 worth of merchandise to Stark. Stark held
$20,000 of this merchandise at December 31, 2015. Stark owed Pontiac $10,000 on
December 31 as a result of these intercompany sales. Pontiac has a gross profit rate of
30%. Pontiac and Stark had the trial balances on December 31, 2015, shown on next page.

305Chapter 5 INTERCOMPANY TRANSACTIONS: BONDS AND LEASES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Pontiac
Company

Stark
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,870 32,031
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 30,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 45,000
Investment in Stark . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 435,738
Investment in Stark Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,975
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (70,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 120,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (84,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (55,000) (25,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,641
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (90,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (145,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (220,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410,000 120,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 12,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109,360 45,000
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,205)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,328
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (19,738)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Pontiac
Company and its subsidiary Stark Company for the year ended December 31, 2015. Include
the determination and distribution of excess and income distribution schedules.

Problem 5-5 (LO 2) 80%, equity, straight-line bonds purchased last year, inven-

tory profits. Refer to the preceding facts for Pontiac’s acquisition of 80% of Stark’s common
stock and the bond transactions. Pontiac uses the simple equity method to account for its
investment in Stark. On January 1, 2016, Stark held merchandise acquired from Pontiac for
$20,000. During 2016, Pontiac sold $60,000 worth of merchandise to Stark. Stark held
$25,000 of this merchandise at December 31, 2016. Stark owed Pontiac $12,000 on December
31 as a result of these intercompany sales. Pontiac has a gross profit rate of 30%. Pontiac and
Stark had the following trial balances on December 31, 2016:

Pontiac
Company

Stark
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,150 61,031
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 45,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 45,000
Investment in Stark . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 453,075
Investment in Stark Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,180
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (330,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 120,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (115,000) (96,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,000) (25,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,313
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
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Pontiac
Company

Stark
Company

Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (90,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . (442,223) (159,672)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (230,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,000 125,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 12,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,360 43,000
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,205)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,328
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,337)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Pontiac
Company and its subsidiary Stark Company for the year ended December 31, 2016. Include
the determination and distribution of excess and income distribution schedules.

Use the following information for Problems 5-6 and 5-7:
On January 1, 2014, Postman Company acquired Spartan Company. Postman paid
$400,000 for 80% of Spartan’s common stock. On the date of acquisition, Spartan had
the following balance sheet:

Spartan Company
Balance Sheet

January 1, 2014

Assets Liabilities and Equity

Accounts receivable . . . . . . . . $ 90,000 Accounts payable . . . . . . . . . . $ 17,352
Inventory . . . . . . . . . . . . . . . . . 50,000 Bonds payable . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . 60,000 Premium on bonds payable . . . 2,648
Buildings . . . . . . . . . . . . . . . . . 100,000 Common stock ($1 par) . . . . . . 10,000
Accumulated depreciation . . . (30,000) Paid-in capital in excess of par 90,000
Equipment . . . . . . . . . . . . . . . . 80,000 Retained earnings . . . . . . . . . . 100,000
Accumulated depreciation . . . (30,000)

Total assets. . . . . . . . . . . . . . $320,000 Total liabilities and equity . . $320,000

Buildings, which have a 20-year life, are undervalued by $130,000. Equipment,
which has a 5-year life, is undervalued by $50,000. Any remaining excess is considered to
be goodwill.

Spartan issued $100,000 of 8%, 10-year bonds for $103,432 on January 1, 2011,
when the market rate was 7.5%. Annual interest is paid on December 31. Postman pur-
chased the bonds for $95,514 on January 1, 2015, when the market rate was 9%. Both
companies use the effective interest method to amortize the premium/discount on the
bonds. Postman and Spartan prepared the following bond amortization schedules:

Spartan Postman

Period Cash Interest Balance Period Cash Interest Balance

1/2011 $103,432 1/2011
1/2012 $8,000 $7,757 103,189 1/2012
1/2013 8,000 7,739 102,928 1/2013
1/2014 8,000 7,720 102,648 1/2014

(continued)
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Spartan Postman

Period Cash Interest Balance Period Cash Interest Balance

1/2015 8,000 7,699 102,347 1/2015 $ 95,514
1/2016 8,000 7,676 102,023 1/2016 $8,000 $8,596 96,110
1/2017 8,000 7,652 101,675 1/2017 8,000 8,650 96,760
1/2018 8,000 7,626 101,301 1/2018 8,000 8,708 97,468
1/2019 8,000 7,598 100,899 1/2019 8,000 8,772 98,240
1/2020 8,000 7,567 100,466 1/2020 8,000 8,842 99,082
1/2021 8,000 7,534* 100,000 1/2021 8,000 8,918* 100,000

*Adjusted for rounding.

Problem 5-6 (LO 2) 80%, equity, effective interest bonds purchased this year,

inventory profits. Refer to the preceding facts for Postman’s acquisition of 80% of Spartan’s
common stock and the bond transactions. Postman uses the simple equity method to account
for its investment in Spartan. On January 1, 2015, Postman held merchandise acquired from
Spartan for $9,000. During 2015, Spartan sold $20,000 worth of merchandise to Postman.
Postman held $12,000 of this merchandise at December 31, 2015. Postman owed Spartan
$7,000 on December 31 as a result of these intercompany sales. Spartan has a gross profit rate
of 25%.

Postman and Spartan had the following trial balances on December 31, 2015:

Postman Spartan

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 144,486 99,347
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 55,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 60,000
Investment in Spartan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 429,859
Investment in Spartan Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,110
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (310,000) (40,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 80,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (50,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (55,000) (25,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,023)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (90,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (120,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (850,000) (320,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 200,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 5,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 10,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 70,000
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,596)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,676
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (21,859)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Postman
Company and its subsidiary Spartan Company for the year ended December 31, 2015. Include
the determination and distribution of excess and income distribution schedules.
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Problem 5-7 (LO 2) 80%, equity, effective interest bonds purchased last year,

inventory profits. Refer to the preceding facts for Postman’s acquisition of 80% of Spartan’s
common stock and the bond transactions. Postman uses the simple equity method to account
for its investment in Spartan. On January 1, 2016, Postman held merchandise acquired from
Spartan for $12,000. During 2016, Spartan sold $25,000 worth of merchandise to Postman.
Postman held $10,000 of this merchandise at December 31, 2016. Postman owed Spartan
$6,000 on December 31 as a result of these intercompany sales. Spartan has a gross profit rate
of 25%.

Postman and Spartan had the following trial balances on December 31, 2016:

Postman Spartan

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,486 99,347
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 91,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 55,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 60,000
Investment in Spartan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 435,737
Investment in Spartan Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,760
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (340,000) (45,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 80,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (105,000) (60,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (34,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Premium on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,675)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (90,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . (475,455) (137,324)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 530,000 230,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 5,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 10,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 155,000 80,000
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,650)
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,652
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (13,878)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Postman
Company and its subsidiary Spartan Company for the year ended December 31, 2016. Include
the determination and distribution of excess and income distribution schedules.
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Problem 5-8 (LO 2) CPA Objective, equipment, merchandise, bonds. The problem
below is an example of a question of the CPA ‘‘Other Objective Format’’ type as it was applied
to the consolidations area. A mark-sensing answer sheet was used on the exam. You may just
supply the answer, which should be accompanied by calculations where appropriate.

Presented below are selected amounts from the separate unconsolidated financial statements
of Pero Corporation and its 90%-owned subsidiary Sean Company at December 31, 2016.
Additional information follows:

Pero
Corporation

Sean
Company

Selected income statement amounts:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 710,000 $ 530,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 490,000 370,000
Gain on the sale of equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Earnings from investment in subsidiary (equity) . . . . . . . . . . . . . . . . . . 63,000
Other expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000 75,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 20,000

Selected balance sheet amounts:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 18,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 229,000 150,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000 360,000
Accumulated depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (120,000)
Investment in Sean (equity balance). . . . . . . . . . . . . . . . . . . . . . . . . . . 211,000
Investment in bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Discount on bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,000)
Bonds payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Discount on bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000) (10,000)
Additional paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . (250,000) (40,000)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (402,000) (140,000)

Selected statement of retained earnings amounts:
Beginning balance, December 31, 2015 . . . . . . . . . . . . . . . . . . . . . . 272,000 100,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 70,000
Dividends paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 30,000

Additional information is as follows:

1. On January 2, 2016, Pero purchased 90% of Sean’s 100,000 outstanding common stock for
cash of $175,000. On that date, Sean’s stockholders’ equity equaled $150,000, and the fair
values of Sean’s assets and liabilities equaled their carrying amounts. Any remaining excess is
considered to be goodwill.

2. On September 4, 2016, Sean paid cash dividends of $30,000.
3. On December 31, 2016, Pero recorded its equity in Sean’s earnings.

1. Items (a) through (c) on page 311 represent transactions between Pero and Sean during
2016. Determine the dollar amount effect of the consolidating adjustment on 2016 consoli-
dated net income. Ignore income tax considerations.

Required
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Items to be answered:

a. On January 3, 2016, Sean sold equipment with an original cost of $30,000 and a carrying
value of $21,000 to Pero for $36,000. The equipment had a remaining life of three years
and was depreciated using the straight-line method by both companies.

b. During 2016, Sean sold merchandise to Pero for $60,000, which included a profit of
$20,000. At December 31, 2016, half of this merchandise remained in Pero’s inventory.

c. On December 31, 2016, Pero paid $94,000 to purchase 50% of the outstanding bonds
issued by Sean. The bonds mature on December 31, 2022, and were originally issued at a
discount. The bonds pay interest annually on December 31, and the interest was paid to
the prior investor immediately before Pero’s purchase of the bonds.

2. Items (a) through (l) below refer to accounts that may or may not be included in Pero’s con-
solidated financial statements. The list on the right refers to the various possibilities of those
amounts to be reported in Pero’s consolidated financial statements for the year ended
December 31, 2016. Consider all transactions stated above in determining your answer.
Ignore income tax considerations.

Items to be answered: Responses to be selected:
a. Cash
b. Equipment
c. Investment in subsidiary
d. Bonds payable
e. NCI
f. Common stock
g. Beginning retained earnings
h. Dividends paid
i. Gain on retirement of bonds
j. Cost of goods sold
k. Interest expense
l. Depreciation expense

1. Sum of amounts on Pero’s and Sean’s separate
unconsolidated financial statements.

2. Less than the sum of amounts on Pero’s and
Sean’s separate unconsolidated financial
statements, but not the same as the amount
on either.

3. Same as amount for Pero only.
4. Same as amount for Sean only.
5. Eliminated entirely in consolidation.
6. Shown in consolidated financial statements

but not in separate unconsolidated financial
statements.

7. Neither in consolidated nor in separate
unconsolidated financial statements.

(AICPA adapted)

Problem 5-9 (LO 2) 90%, cost, machine, merchandise, effective interest bonds.
Princess Company acquired a 90% interest in Sundown Company on January 1, 2011, for
$675,000. Any excess of cost over book value was due to goodwill.

Capital balances of Sundown Company on January 1, 2011, were as follows:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . $200,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000

Sundown Company sold a machine to Princess for $30,000 on January 1, 2014. It cost Sun-
down $20,000 to build the machine, which had a 5-year remaining life on the date of the sale
and is subject to straight-line depreciation.

Princess purchased one-half of the outstanding 9% bonds of Sundown for $89,186 (to yield
12%) on December 31, 2015. The bonds were sold originally by Sundown to yield 10% to out-
side parties. The discount on the entire set of bonds was $7,582 on December 31, 2015. The
effective interest method of amortization is used.

During 2016, Princess Company sold merchandise to Sundown for $50,000. Princess
recorded a 30% gross profit on the sales price. $20,000 of the merchandise purchased from
Princess remains unsold at the end of the year.
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The trial balances of Princess and its subsidiary, Sundown, are as follows on
December 31, 2016:

Princess
Company

Sundown
Company

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 80,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 371,190 1,522,413
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (600,000)
Investment in Sundown Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 675,000
Investment in Sundown Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,888
Bonds Payable (9%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,345
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (200,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . (401,376) (500,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (260,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 72,000
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,702)
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 160,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,242

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Princess
Company and its subsidiary for the year ended December 31, 2016. Include the determination
and distribution of excess and income distribution schedules.

Problem 5-10 (LO 4) 100%, cost, operating lease. Sym Corporation, a wholly owned
subsidiary of Paratec Corporation, leased equipment from its parent company on August 1,
2016. The terms of the agreement clearly do not require the lease to be accounted for as a capi-
tal lease. Both entities are accounting for the lease as an operating lease. The lease payment is
$12,000 per year, paid in advance each August 1.

Paratec purchased its investment in Sym on December 31, 2011, when Sym had a retained
earnings balance of $150,000. Paratec is accounting for its investment in Sym under the cost
method. Included in the original purchase price was a $50,000 premium attributable to Sym’s
history of exceptional earnings.

The December 31, 2018, trial balances of Paratec and its subsidiary are presented below.

Paratec
Corporation

Sym
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000 40,000
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 738,350 142,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 75,000
Prepaid Rent on Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Investment in Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 65,000
Investment in Sym Corporation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 85,000
Plant and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,950,000 295,000
Accumulated Depreciation—Plant and Equipment . . . . . . . . . . . . . . . . . (250,000) (60,000)
Equipment Under Operating Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Accumulated Depreciation—Assets Under Operating Lease . . . . . . . . . (36,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (385,000) (52,000)
Deferred Rent Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,000)
Common Stock (no par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000,000) (200,000)
Retained Earnings, January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,076,350) (310,000)

Required
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Paratec
Corporation

Sym
Corporation

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,720,000) (500,000)
Rent Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,068,000 300,000
Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 725,000 101,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 295,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated income statement and balance
sheet of Paratec Corporation and its subsidiary for the year ended December 31, 2018.

Use the following information for Problems 5-11 through 5-14:
On January 1, 2015 Press Company acquired Simon Company. Press paid $450,000 for
80% of Simon’s common stock. On the date of acquisition, Simon had the following
balance sheet:

Simon Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . $ 40,000 Accounts payable . . . . . . . . . . . . . $ 80,000
Inventory . . . . . . . . . . . . . . . . . 60,000 Common stock ($1 par) . . . . . . . . . 10,000
Land. . . . . . . . . . . . . . . . . . . . . 100,000 Paid-in capital in excess of par . . . 190,000
Buildings . . . . . . . . . . . . . . . . . 400,000 Retained earnings . . . . . . . . . . . . . 190,000
Accumulated depreciation . . . (200,000)
Equipment . . . . . . . . . . . . . . . . 100,000
Accumulated depreciation . . . (30,000)

Total assets. . . . . . . . . . . . . . $ 470,000 Total liabilities and equity . . . . . $470,000

Buildings, which have a 20-year life, are undervalued by $100,000. Any excess cost is
considered to be goodwill.

Problem 5-11 (LO 5) 80%, equity, financing lease, merchandise. Refer to the pre-
ceding facts for Press’s acquisition of Simon common stock. Press uses the simple equity method
to account for its investment in Simon. On January 1, 2016, Press held merchandise acquired
from Simon for $10,000. During 2016, Simon sold $40,000 worth of merchandise to Press.
Press held $12,000 of this merchandise at December 31, 2016. Press owed Simon $6,000 on
December 31 as a result of this intercompany sale. Simon has a gross profit rate of 25%.

On January 1, 2016, Simon signed a 5-year lease with Press for the rental of equipment,
which has a 5-year life. Payments of $23,363 are due each January 1, and there is a guaranteed
residual value of $10,000 at the end of the five years. The market value of the equipment at the
inception of the lease was $100,000. Press has a 12% implicit rate on the lease. The following
amortization table was prepared for the lease.

Period Payment Interest Principal Balance

Jan. 1, 2016 $23,363 $(23,363) $76,637
Jan. 1, 2017 23,363 $9,196 (14,167) 62,470
Jan. 1, 2018 23,363 7,496 (15,867) 46,603
Jan. 1, 2019 23,363 5,592 (17,771) 28,832
Jan. 1, 2020 23,363 3,460 (19,903) 8,929
Jan. 1, 2021 10,000 1,071 (8,929) 0

(continued)
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Press and Simon had the following trial balances on December 31, 2016:

Press
Company

Simon
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,363 73,637
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000 45,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 56,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
Investment in Simon . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 506,643
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,452
Unearned Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (17,619)
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000) (220,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (50,000)
Equipment—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accumulated Depreciation—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . (18,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (40,000)
Obligation Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (76,637)
Accrued Interest—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,196)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (190,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450,000) (230,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (400,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 240,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 28,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 72,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,196
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,196)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (32,643)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Press
Company and its subsidiary Simon Company for the year ended December 31, 2016. Include
the determination and distribution of excess and income distribution schedules.

Problem 5-12 (LO 5) 80%, equity, financing lease, merchandise, later year. Refer
to the preceding facts for Press’s acquisition of Simon common stock. Press uses the simple
equity method to account for its investment in Simon. On January 1, 2017, Press held mer-
chandise acquired from Simon for $12,000. During 2017, Simon sold $35,000 worth of mer-
chandise to Press. Press held $8,000 of this merchandise at December 31, 2017. Press owed
Simon $7,000 on December 31 as a result of this intercompany sale. Simon has a gross profit
rate of 25%.

On January 1, 2016, Simon signed a 5-year lease with Press for the rental of equipment,
which has a 5-year life. Payments of $23,363 are due each January 1, and there is a guaranteed
residual value of $10,000 at the end of the five years. The market value of the equipment at the
inception of the lease was $100,000. Press has a 12% implicit rate on the lease. The following
amortization table was prepared for the lease:

Period Payment Interest Principal Balance

Jan. 1, 2016 $23,363 $(23,363) $76,637
Jan. 1, 2017 23,363 $9,196 (14,167) 62,470
Jan. 1, 2018 23,363 7,496 (15,867) 46,603
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Period Payment Interest Principal Balance

Jan. 1, 2019 23,363 5,592 (17,771) 28,832
Jan. 1, 2020 23,363 3,460 (19,903) 8,929
Jan. 1, 2021 10,000 1,071 (8,929) 0

Press and Simon had the following trial balances on December 31, 2017:

Press
Company

Simon
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 78,274
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87,000 55,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 66,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 168,726 100,000
Investment in Simon . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 516,646
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,089
Unearned Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,123)
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000) (230,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (105,000) (60,000)
Equipment—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accumulated Depreciation—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . (36,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (30,000)
Obligation Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (62,470)
Accrued Interest—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,496)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (190,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (636,839) (260,804)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (450,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000 290,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 28,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 92,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,496
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,496)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18,003)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Press
Company and its subsidiary Simon Company for the year ended December 31, 2017. Include
the determination and distribution of excess and income distribution schedules.

Problem 5-13 (LO 5, 6) 80%, equity, sales-type lease, merchandise. Refer to the pre-
ceding facts for Press’s acquisition of Simon common stock. Press uses the simple equity method
to account for its investment in Simon. On January 1, 2016, Press held merchandise acquired
from Simon for $10,000. During 2016, Simon sold $40,000 worth of merchandise to Press.
Press held $12,000 of this merchandise at December 31, 2016. Press owed Simon $6,000 on
December 31 as a result of this intercompany sale. Simon has a gross profit rate of 25%.

On January 1, 2016, Simon signed a 5-year lease with Press for the rental of equipment, which
has a 5-year life. Payments of $23,363 are due each January 1, and there is a guaranteed residual
value of $10,000 at the end of the five years. The market value of the equipment at the inception
of the lease was $100,000. The cost of the equipment to Press was $85,000. Press has a 12%
implicit rate on the lease. The amortization table shown on next page was prepared for the lease.
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Period Payment Interest Principal Balance

Jan. 1, 2016 $23,363 $(23,363) $76,637
Jan. 1, 2017 23,363 $9,196 (14,167) 62,470
Jan. 1, 2018 23,363 7,496 (15,867) 46,603
Jan. 1, 2019 23,363 5,592 (17,771) 28,832
Jan. 1, 2020 23,363 3,460 (19,903) 8,929
Jan. 1, 2021 10,000 1,071 (8,929) 0

Press and Simon had the following trial balances on December 31, 2016:

Press
Company

Simon
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,363 73,637
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000 45,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 56,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
Investment in Simon . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 506,643
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,452
Unearned Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (17,619)
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (220,000) (220,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000) (50,000)
Equipment—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accumulated Depreciation—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . (18,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (40,000)
Obligation Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (76,637)
Accrued Interest—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,196)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (190,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450,000) (230,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (400,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 465,000 240,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 28,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 72,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,196
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,196)
Gain on Fixed Asset Sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (15,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (32,643)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Press
Company and its subsidiary Simon Company for the year ended December 31, 2016. Include
the determination and distribution of excess and income distribution schedules.

Problem 5-14 (LO 5, 6) 80%, equity, sales-type lease, merchandise, later year. Re-
fer to the preceding facts for Press’s acquisition of Simon common stock. Press uses the simple
equity method to account for its investment in Simon. On January 1, 2017, Press held mer-
chandise acquired from Simon for $12,000. During 2017, Simon sold merchandise to Press
for $35,000. Press held $8,000 of this merchandise at December 31, 2017. Press owed
Simon $7,000 on December 31 as a result of this intercompany sale. Simon has a gross profit
rate of 25%.
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On January 1, 2016, Simon signed a 5-year lease with Press for the rental of equipment,
which has a 5-year life. Payments of $23,363 are due each January 1, and there is a guaranteed
residual value of $10,000 at the end of the five years. The market value of the equipment at the
inception of the lease was $100,000. The cost of the equipment to Press was $85,000. Press has
a 12% implicit rate on the lease. The following amortization table was prepared for the lease:

Period Payment Interest Principal Balance

Jan. 1, 2016 $23,363 $(23,363) $76,637
Jan. 1, 2017 23,363 $9,196 (14,167) 62,470
Jan. 1, 2018 23,363 7,496 (15,867) 46,603
Jan. 1, 2019 23,363 5,592 (17,771) 28,832
Jan. 1, 2020 23,363 3,460 (19,903) 8,929
Jan. 1, 2021 10,000 1,071 (8,929) 0

Press and Simon had the following trial balances on December 31, 2017:

Press
Company

Simon
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 78,274
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87,000 55,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 66,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 168,726 100,000
Investment in Simon . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 516,646
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,089
Unearned Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,123)
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000) (230,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (105,000) (60,000)
Equipment—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accumulated Depreciation—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . (36,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000) (30,000)
Obligation Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (62,470)
Accrued Interest—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,496)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (190,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (636,839) (260,804)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (450,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000 290,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 28,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 92,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,496
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,496)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18,003)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements for Press
Company and its subsidiary Simon Company for the year ended December 31, 2017. Include
the determination and distribution of excess and income distribution schedules.

Problem 5-15 (LO 5, 6) 80%, cost, financing and sales-type leases. Plessor Industries
acquired 80% of the outstanding common stock of Slammer Company on January 1, 2015, for
$320,000. On that date, Slammer’s book values approximated fair values, and the balance of its
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retained earnings account was $80,000. Any excess was attributed to goodwill. Slammer’s net
income was $20,000 for 2015 and $30,000 for 2016. No dividends were paid in either year.

On January 1, 2016, Slammer signed a 5-year lease with Plessor for the rental of a small fac-
tory building with a 10-year life. Payments of $25,000 are due at the beginning of each year on
January 1, and Slammer is expected to exercise the $5,000 bargain purchase option at the
end of the fifth year. The fair value of the factory was $103,770 at the start of the lease term.
Plessor’s implicit rate on the lease is 12%.

A second lease agreement, for the rental of production equipment with an 8-year life, was
signed by Slammer on January 1, 2017. The terms of this 4-year lease require a payment of
$15,000 at the beginning of each year on January 1. The present value of the lease payments at
Plessor’s 12% implicit rate was equal to the fair value of the equipment, $52,298, when the lease
was signed. The cost of the equipment to Plessor was $45,000, and there is a $2,000 bargain
purchase option. Eight-year, straight-line depreciation is being used, with no salvage value.

The following trial balances were prepared by the separate companies at December 31, 2017:

Plessor
Industries

Slammer
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 40,745
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 97,778 76,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 120,000
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 127,000
Unearned Interest Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (14,417)
Investment in Slammer Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000
Assets Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 156,068
Accumulated Depreciation—Assets Under Capital Lease . . . . . . . . . . . . . . . (27,291)
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900,000 310,000
Accumulated Depreciation—Property, Plant, and Equipment . . . . . . . . . . . . (1,077,000) (72,000)
Accounts Payable (includes accrued interest payable) . . . . . . . . . . . . . . . . . (148,000) (45,065)
Obligations Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,520)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (700,000) (300,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (325,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (295,000) (130,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,400,000) (600,000)
Sales Profit on Leases. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,298)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,063)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 780,000 380,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,063
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000 165,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000 15,000

Totals 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Plessor
Industries and its subsidiary for the year ended December 31, 2017. Include the determination
and distribution of excess and income distribution schedules.

Problem 5-16 (LO 4, 5, 6) 80%, cost, operating, sales-type and financing leases.
Patter Inc. acquired an 80% interest in Swing Company for $480,000 on January 1, 2011,
when Swing had the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Additional paid-in capital in excess of par . . . . . . . . . . . . . . . 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000

Required
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Any excess was attributed to goodwill.
The trial balances of Patter, Inc., and Swing Company were prepared on December 31, 2015,

as follows:

Patter, Inc.
Swing

Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,013 26,050
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 20,000
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000 50,000
Accumulated Depreciation—Property, Plant, and Equipment . . . . . . . . . . . . (70,000) (20,000)
Assets Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,676
Accumulated Depreciation—Assets Under Capital Lease . . . . . . . . . . . . . . . (10,796)
Assets Under Operating Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 420,000
Accumulated Depreciation—Assets Under Operating Lease . . . . . . . . . . . . (80,000)
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 412,000
Unearned Interest Income on Leases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000)
Investment in Swing Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (130,000) (180,000)
Obligations Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (24,560)
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,440)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (300,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (278,333) (226,610)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (130,000)
Rent Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (34,000)
Interest Income—Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,440)
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000 23,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,440
Selling and General Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 38,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000 90,000
Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

The following intercompany leases have been written by Swing since the acquisition:

1. On January 1, 2013, Swing purchased for $140,000 land and a building, which it leased to
Patter, Inc., under a 5-year operating lease. Payments of $11,000 per year are required at the
beginning of each year. The $120,000 building cost is being depreciated over 20 years on a
straight-line basis.

2. On January 1, 2014, Swing purchased a machine for $14,000 and leased it to Patter, Inc.
The 4-year lease qualifies as a capital lease. The rentals are $5,000 per year, payable at the
beginning of each year. There is a bargain purchase option whereby Patter will purchase the
machine at the end of four years for $2,000.

The fair value of the machine was $17,560 at the start of the lease term. The lease pay-
ments, including the purchase option, yield an implicit rate of 15% to the lessor. Patter is
depreciating the machine over seven years on a straight-line basis with no salvage value.

3. January 1, 2015, Swing purchased a truck for $23,116 and leased it to Patter, Inc., under a
3-year capital lease. Payments of $8,000 per year are required at the beginning of each year.
There is a bargain purchase agreement for $5,000. Patter, Inc., is depreciating the truck over
four years, straight-line, with no salvage value. The lease has a lessor implicit rate of 20%.

4. Patter, Inc., has accrued interest in 2015 on its capital lease obligations. Swing has recog-
nized earned interest for the year on its capital leases.

Prepare the worksheet necessary to produce the consolidated financial statements of Patter, Inc.,
and its subsidiary for the year ended December 31, 2015. Include the determination and distri-
bution of excess and income distribution schedules.

Required
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APPENDIX PROBLEMS

Problem 5A-1 (LO 7) 80%, equity, financing leases with unguaranteed residual

value, fixed asset profit. Steven Truck Company has been an 80%-owned subsidiary of
Paulz Heavy Equipment since January 1, 2013, when Paulz acquired 128,000 shares of Steven
common stock for $832,000, an amount equal to the book value of Steven’s net assets at that
date. Steven’s net income and dividends paid since acquisition are as follows:

Year Net Income Dividends

2013 $ 70,000 $25,000
2014 75,600 25,000
2015 81,650 30,000

Totals $227,250 $80,000

On January 1, 2015, Paulz leased a truck from Steven. The 3-year financing-type lease pro-
vides for payments of $10,000 each January 1 (including present value of unguaranteed residual
value of $4,763). On January 1, 2015, the present value of the truck at Steven’s 8% implicit
rate, including the unguaranteed residual value of $6,000 at the end of the third year, was
$32,596. Paulz has used the 8% implicit rate to record the lease. The truck is being depreciated
over three years on a straight-line basis.

On January 1, 2016, Steven signed a 4-year financing-type lease with Paulz for the rental of
specialized production machinery with an 8-year life. There is a $7,000 purchase option at the
end of the fourth year. The lease agreement requires lease payments of $30,000 each January 1
plus $1,500 for maintenance of the equipment. It also calls for contingent payments equal to
10% of Steven’s cost savings through the use of this equipment, as reflected in any increase in
net income (excluding gains or losses on sale of assets) above the previous growth rate of Steven’s
net income. The present value of the equipment on January 1, 2016, at Paulz’s 10% implicit
rate was $109,388.

On October 1, 2016, Steven sold Paulz a warehouse having a 20-year remaining life, a book
value of $135,000, and an estimated salvage value of $20,000. Paulz paid $195,000 for the
building, which is being depreciated on a straight-line basis.

The trial balances were prepared by the separate companies on December 31, 2016, as follows:

Paulz Heavy
Equipment

Steven Truck
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,485 123,307
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 228,000 120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 140,000
Minimum Lease Payments Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . 97,000 10,000
Unguaranteed Residual Value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Unearned Interest Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,673) (444)
Assets Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,833 109,388
Accumulated Depreciation—Assets Under Capital Lease . . . . . . . . . . . . (18,556) (13,674)
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,075,000 1,145,000
Accumulated Depreciation—Property, Plant, and Equipment . . . . . . . . . (713,000) (160,000)
Investment in Steven Truck Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,045,800
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (85,000)
Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (740) (7,939)
Obligations Under Capital Lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,260) (79,388)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,800,000) (800,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . (864,834) (387,250)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,200,000) (1,400,000)
Gain on Sale of Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,939) (1,152)
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Paulz Heavy
Equipment

Steven Truck
Company

Rent Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,182)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,882,000 770,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 740 7,939
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000 45,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 924,326 483,213
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (124,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 144,000 35,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Paulz
Heavy Equipment and its subsidiary for the year ended December 31, 2016. Include income
distribution schedules.

Problem 5A-2 (LO 7) Eliminations only, sales-type lease with unguaranteed resi-

dual value. Penn Company leased a production machine to its 80%-owned subsidiary, Smith
Company. The lease agreement, dated January 1, 2015, requires Smith to pay $18,000 each
January 1 for three years. There is an unguaranteed residual value of $5,000. The machine cost
$50,098. The present value of the machine at Penn’s 16% implicit interest rate was $50,098 on
January 1, 2015. Smith also uses the 16% lessor implicit rate to record the lease. The machine
is being depreciated over three years on a straight-line basis with a $5,000 salvage value. Lease
payment amortization schedules are as follows:

Penn

Date Payment
Interest at 16% on
Previous Balance

Reduction
of Principal

Principal
Balance

Jan. 1, 2015 $50,098
Jan. 1, 2015 $18,000 $18,000 32,098
Jan. 1, 2016 18,000 $5,136 12,864 19,234
Jan. 1, 2017 18,000 3,077 14,923 4,311
Jan. 1, 2018 5,000 689 4,311

Totals $59,000 $8,902 $50,098

Smith

Date Payment
Interest at 16% on
Previous Balance

Reduction
of Principal

Principal
Balance

Jan. 1, 2015 $46,894
Jan. 1, 2015 $18,000 $18,000 28,894
Jan. 1, 2016 18,000 $4,623 13,377 15,517
Jan. 1, 2017 18,000 2,483 15,517

Totals $54,000 $7,106 $46,894

1. Prepare the eliminations and adjustments required for this lease on the December 31, 2015,
consolidated worksheet.

2. Prepare the eliminations and adjustments for the December 31, 2016, consolidated
worksheet.

Required

Required
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CASES

Methods of Eliminating Subsidiary Debt

Power Pro, Inc., is a large manufacturer of marine engines. In recent years, Power Pro, like
other engine manufacturers, has purchased a controlling interest in independent boat
builders. The intent of the acquisitions is to control the engine choice of the boat builder. By
including the outboard engine in the boat package, it is not necessary to sell to and finance
many small dealers.

Power Pro purchased an 80% interest in Swift-Craft during the last year. Swift-Crafts are
built in California and are sold only in western states. Power Pro wants to build the boats in the
Midwest as well, so as to expand sales without paying major shipping costs from the West. A
new plant will cost $1,000,000 to build and another $1,500,000 to equip for production.

Currently, Swift-Craft has $800,000 in long-term debt. It has 11% annual interest bonds
outstanding in the hands of local investors. Current investors have no interest in lending any
more funds. The interest rate Swift-Craft pays is high due to its size and credit rating.

Power Pro has ready access to the bond market and borrows at 7.5% annual interest.
Power Pro also has expertise in constructing and equipping new facilities since it has built
many new plants. Power Pro also has a sophisticated fixed asset accounting system. Power
Pro would prefer to build the new plant and turn it over to Swift-Craft when it is complete. It
is considering either selling the building to Swift-Craft and taking back the mortgage or
leasing the asset to Swift-Craft under a long-term capital lease.

Power Pro would like you to cover the options it has in using its borrowing ability and
asset management experience in assisting Swift-Craft. There is a concern as to existing
debt and with respect to funds needed to finance the new plant. Your discussion should con-
sider the impact of alternatives on the consolidation process and on NCI shareholders.

Impact of Alternative Methods to Retire Subsidiary Debt

Magna Company is the parent company that owns an 80% interest in Metros Company.
The interest was purchased at book value, and the simple equity method is used to record
the ownership interest. The trial balances of the two companies on December 31, 2016,
were as follows:

Magna
Company

Metros
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 258,000 100,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 200,000
Investment in Metros . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 316,000
Plant and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 500,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (200,000)
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (5,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock (par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (746,000) (285,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (170,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 130,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

As of December 31, 2016, Magna Company was considering acquiring the
$200,000 of Metros’s 10% bonds from the current owner. Based on a 12% current interest

Case 5-1

Case 5-2

322 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



rate for bonds of this risk, the purchase price of the bonds would be $185,000. There are
two possible options as follows:

a. Magna could lend $185,000 to Metros at 8% annual interest. Metros would then
use the funds to retire the bonds.

b. Magna could buy the bonds and hold them as an investment and enjoy the high
interest rate.

1. Prepare a pro forma consolidated income statement and balance sheet for 2016 assuming
option (a) is used.

2. Indicate how your solution to part (1) would change if the second option were used.

Alternative Ways to Transfer Asset to Subsidiary

Pannier Company is the parent company that owns an 80% interest in Jodestar Company.
The interest was acquired at book value, and the simple equity method is used to record the
ownership interest. The trial balances of the two companies on December 31, 2016, were
as follows:

Pannier
Company

Jodestar
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 258,000 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 40,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 160,000
Investment in Jodestar . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 316,000
Plant and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000 500,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (200,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (5,000)
Long-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock (par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (746,000) (285,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (170,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 130,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

As the year ended, Pannier was planning to transfer a major piece of equipment to
Jodestar. The equipment was just purchased by Pannier and is included in its inventory
account. The equipment cost Pannier $100,000 and would be transferred to Jodestar for
$125,000. There are two options as follows:

a. Sell the equipment to Jodestar for $125,000 and finance it with a 5-year, 10%
interest installment note.

b. Lease the equipment to Jodestar on a 5-year lease requiring payments of $29,977 in
advance.

1. Make the journal entries for both companies if the intercompany sale was consummated on
December 31.

2. Prepare a consolidated income statement and balance sheet for the company for 2016.
(Note: The effect of the equipment sale is not included in the trial balance.)

3. Make the journal entries for both companies if the intercompany lease was executed on
December 31.

4. If the lease were used, how would the consolidated statements differ from those in part (2)?

Case 5-3

Required

Required
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6
C H A P T E R

6

1
O B J E C T I V E

Demonstrate an understanding

of the effect of a business

combination on cash flow in

and subsequent to the period

of the purchase.

Cash Flow, EPS, and Taxation

We begin with the procedures necessary to prepare a consolidated statement of cash flows. For-
tunately, this requires only minor changes in the procedures used in your prior accounting
courses. Also, only minor adjustments of typical earnings per share procedures are needed for
consolidated companies. The final consolidation issue is taxation of the consolidated company.
Prior worksheets are now enhanced to include the provision for tax. This is quite simple when
the affiliated companies are taxed as a single entity. Procedures are a bit more involved when the
individual companies are taxed separately.

CONSOLIDATED STATEMENT OF CASH FLOWS
FASB ASC 230-10 requires that a statement of cash flows accompany a company’s published
income statement and balance sheet. The process of preparing a consolidated statement of cash
flows is similar to that which is used for a single company, a topic covered in depth in intermedi-
ate accounting texts. Since the analysis of changes in cash of a consolidated entity begins with
consolidated balance sheets, intercompany transactions will have been eliminated and, thus,
will not cause any complications. However, because of the parent-subsidiary relationship,
some situations require special consideration. These situations are discussed in the following
paragraphs.

Cash Acquisition of Controlling Interest

The cash acquisition of a controlling interest in a company is considered an investing activity
and would appear as a cash outflow in the cash flows from investing activities section of the
statement of cash flows. It also is necessary to explain the total increase in consolidated assets
and the addition of the NCI to the consolidated balance sheet. This is a result of the require-
ment that the statement of cash flows disclose investing and financing activities that affect the
company’s financial position even though they do not impact cash.

To illustrate the disclosure required, consider an example of a cash acquisition of an 80%
interest in Company S. Assume Company S had the balance sheet shown on page 326 on
January 1, 2015, when Company P acquired an 80% interest for $540,000 in cash.

Learning Objectives

When you have completed this chapter, you should be able to

1. Demonstrate an understanding of the effect of a business combination on cash flow in and
subsequent to the period of the purchase.

2. Compute earnings per share for a consolidated firm.

3. Calculate and prepare a consolidated worksheet where the consolidated firm is an ‘‘affiliated
group’’ and pays a single consolidated tax.

4. Prepare a consolidated worksheet where the parent and subsidiary are separately taxed
by employing tax allocation procedures.
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Assets Liabilities and Equity

Cash and cash equivalents . . . . . . $ 50,000 Long-term liabilities . . . . . . . . . . . . $150,000
Inventory . . . . . . . . . . . . . . . . . . . . 60,000 Common stock ($10 par). . . . . . . . 200,000
Equipment (net) . . . . . . . . . . . . . . . 190,000 Retained earnings . . . . . . . . . . . . . 350,000
Building (net) . . . . . . . . . . . . . . . . . 400,000

Total assets. . . . . . . . . . . . . . . . . $700,000 Total liabilities and equity . . . . . $700,000

Assume the fair values of the equipment and building are $250,000 and $425,000, respec-
tively, and any remaining excess of cost is attributed to goodwill. The estimated remaining life
of the equipment is five years and of the building is 10 years.

The following value analysis schedule and D&D schedule were prepared:

Value Analysis Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Company fair value . . . . . . . . . . . . . . . . . . . . . . . . $675,000 $540,000 $135,000
Fair value of net assets excluding goodwill . . . . . . 635,000 508,000 127,000

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000 $ 32,000 $ 8,000

Based on the above information, the following D&D schedule is prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 675,000 $540,000 $135,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 550,000 $550,000 $550,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $440,000 $110,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . $125,000 $100,000 $ 25,000

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment ($250,000� $190,000) . . . . . . . . . . . . . . . . . . . $ 60,000 5 $ 12,000 debit D1
Building ($425,000� $400,000) . . . . . . . . . . . . . . . . . . . . . 25,000 10 2,500 debit D2
Goodwill ($675,000 2 $635,000) . . . . . . . . . . . . . . . . 40,000 debit D3

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000

The effect of the purchase on the balance sheet accounts of the consolidated company for
2015 would be as follows:

Debit Credit

Cash ($540,000 paid� $50,000 subsidiary cash) . . . . . . . . . . . . . . . . . . . . 490,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Equipment ($190,000 book valueþ $60,000 excess) . . . . . . . . . . . . . . . . . . 250,000
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Debit Credit

Building ($400,000 book valueþ $25,000 excess) . . . . . . . . . . . . . . . . . . . . 425,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Noncontrolling interest (20%� $550,000 subsidiary equity plus $25,000

NCI adjustment) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 775,000 775,000

The disclosure of the purchase on the statement of cash flows would be summarized as
follows:

Under the heading ‘‘Cash flows from investing activities:’’

Payment for purchase of Company S, net of cash acquired . . . . . . . . . . . . . . . . . . . $(490,000)

In the supplemental schedule of noncash financing and investing activity:

Company P acquired 80% of the common stock of Company S for $540,000. In conjunction with
the acquisition, liabilities were assumed and an NCI was created as follows:

Adjusted value of assets acquired ($700,000 book valueþ $125,000 excess) . . . . . . $825,000
Cash paid for common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 540,000

Balance (noncash) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $285,000

Liabilities assumed. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000

Noncash Acquisition of Controlling Interest

Suppose that instead of paying cash for its controlling interest, Company P issued 10,000 shares
of its $10 par stock for the controlling interest in Company S. Further assume the shares had a
market value of $54 each. Since the acquisition price is the same ($540,000), the determination
and distribution of excess schedule would not change. The analysis of balance sheet account
changes would be as follows:

Debit Credit

Cash ($50,000 subsidiary cash received) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Equipment ($190,000 book valueþ $60,000 excess) . . . . . . . . . . . . . . . . . . . . . . . 250,000
Building ($400,000 book valueþ $25,000 excess) . . . . . . . . . . . . . . . . . . . . . . . . . 425,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Noncontrolling interest (20%� $550,000 subsidiary equity plus $25,000 NCI

adjustment) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
Common stock ($10 par)—Company P . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Paid-in capital in excess of par—Company P . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 825,000 825,000

The disclosure of the purchase on the statement of cash flows would be summarized as
follows:

Under the heading ‘‘Cash flows from investing activities:’’

Cash acquired in purchase of Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000
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In the supplemental schedule of noncash financing and investing activity:
Company P acquired 80% of the common stock of Company S in exchange for 10,000

shares of Company P common stock valued at $540,000. In conjunction with the acquisi-
tion, liabilities were assumed and a noncontrolling interest was created as follows:

Adjusted value of assets acquired ($700,000 book valueþ $125,000 excess) . . . . . . . $825,000

Common stock issued . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $540,000
Liabilities assumed. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000

Adjustments Resulting from Business Combinations

A business combination will have ramifications on the statements of cash flows prepared
in subsequent periods. An acquisition may create amortizations of excess deductions (non-
cash items) that need to be adjusted. In addition, there may be changes resulting from
additional purchases of subsidiary shares and/or dividend payments by the subsidiary.
Intercompany bonds and nonconsolidated investments also need to be considered for their
impact.

Amortization of Excesses. Income statements prepared for periods including or following an
acquisition of another company will include depreciation based on the fair values assigned to
the assets on the acquisition date. Using the facts of the preceding examples, the following
adjustments would appear on the cash flows statement for 2015:

Cash from operating activities:
Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $XXX,XXX
Add amortizations resulting from business combination:

Depreciation on equipment [($190,000 bookþ $60,000 adj.) ‚ 5 years] . . . . . . . 50,000
Depreciation on building [($400,000 bookþ $25,000 adj.) ‚ 10 years]. . . . . . . . 42,500

In addition, cash from operating activities would include adjustments for depreciation of
book value recorded by the parent company.

Purchase of Additional Subsidiary Shares. The purchase of additional shares directly from
the subsidiary results in no added cash flowing into the consolidated company. The transfer of
cash within the consolidated company would not appear in the consolidated statement of cash
flows. However, the purchase of additional shares from the noncontrolling interest does result
in an outflow of cash. From a consolidated viewpoint, it is the equivalent of purchasing treasury
shares. Thus, it would be listed under financing activities.

Subsidiary Dividends. Dividends paid by the subsidiary to the parent are a transfer of cash
within the consolidated entity and thus would not appear in the consolidated statement of
cash flows. However, dividends paid by the subsidiary to noncontrolling shareholders repre-
sent a flow of cash to parties outside the consolidated group and would appear as an out-
flow under the cash flows from financing activities heading of the consolidated statement of
cash flows.

Purchase of Intercompany Bonds. The purchase of intercompany bonds from parties outside
the consolidated company is a cash flow from a member of the consolidated group to parties
outside the consolidated entity. The purchase of intercompany bonds is viewed as a retirement
of the bonds on the consolidated worksheet (discussed in Chapter 5). The consolidated state-
ment of cash flows also treats the purchase of the bonds as a retirement of the consolidated com-
pany’s debt and includes the cash outflow under cash flows from financing activities. Since the
process of constructing a cash flows statement starts with the consolidated income statement
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and balance sheet, intercompany interest payments and amortizations of premiums and/or dis-
counts already are eliminated and will not enter into the analysis of consolidated cash flows.
Only cash interest payments to bondholders outside the consolidated entity are important to
the analysis and should be included in cash flows from operating activities.

Preparation of Consolidated Statement of Cash Flows

A complete example of the process of preparing a consolidated statement of cash flows is
presented in this section. Assume Company P originally acquired an 80% interest in
Company S on January 1, 2015. In addition, Company P purchased a 20% interest in
Company E on January 2, 2016, and accounted for the investment under the sophisticated
equity method. The following determination and distribution of excess schedules were pre-
pared for each investment:

Determination and Distribution of Excess Schedule Investment in Company S

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 456,250 $365,000 $ 91,250

Less book value of interest acquired:
Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000 $300,000 $300,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $240,000 $ 60,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . $156,250 $125,000 $ 31,250

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 31,250 5 $ 6,250 debit D1
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000 debit D2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $156,250

The 20% investment is considered to be only an ‘‘influential investment.’’ The price paid is
compared to the interest purchased. There is no revaluation of the remaining 80% interest
which was not acquired. The schedule is prepared as follows:

Determination and Distribution of Excess Schedule for Investment in Company E:

Price paid for investment in Company E . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $255,000
Less interest acquired:

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,250,000
Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20% 250,000

Equipment (10-year life) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000
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Since this investment is not consolidated, there will be no recording of the increased value
of the equipment. This information is used only to amortize the excess cost in future income
statements. Because of this, there are no debits or credits accompanying the distribution of the
excess. The following consolidated statements were prepared for Company P and its subsidiary,
Company S, for 2017:

Company P and Subsidiary Company S
Consolidated Income Statement

For Year Ended December 31, 2017

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 900,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 525,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 375,000
Less expenses:

General and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,500
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71,250* 221,750

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 153,250
Investment income (equity method). . . . . . . . . . . . . . . . . . . . . 15,500**

Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 168,750
Distributed to:

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,950

Controlling interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 158,800

*Includes $6,250 of depreciation resulting from the excess of the subsidiary equipment’s fair value over book
value on January 1, 2015, the date on which the 80% interest was acquired.

**20% of Company E net income of $80,000 less $500 amortization of equipment. (Dividends received were
$2,000.)

Company P and Subsidiary Company S
Consolidated Retained Earnings Statement

For Year Ended December 31, 2017

NCI Controlling

Retained earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,750 $440,000
Add distribution of consolidated net income . . . . . . . . . . . . . . . . . . . . . . . 9,950 158,800
Less dividends declared. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000) (50,000)

Balance, December 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $66,700 $548,800
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Company P and Subsidiary Company S
Consolidated Balance Sheet

December 31, 2016 and 2017

Assets 2017 2016

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 179,000 $ 160,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 180,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 154,000 120,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,336,250 1,256,250
Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (373,750) (302,500)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000 125,000
Investment in Company E (20%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 333,500 320,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,964,000 $1,858,750

Liabilities and Stockholders’ Equity

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 156,500 $ 166,000
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,700 100,750
Controlling interest:

Common stock (par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 200,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . 652,000 652,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 548,800 440,000

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . $1,964,000 $1,858,750

The following additional facts are available to aid in the preparation of a consolidated state-
ment of cash flows:

1. Company P purchased a new piece of equipment during 2017 for $80,000.

2. In 2017, Company P declared and paid $50,000 in dividends and Company S declared and
paid $20,000 in dividends.

Illustration 6-1 is a worksheet approach to calculating a statement of cash flows under the
indirect method. Explanations 1 through 6 use changes in balance sheet accounts to analyze cash
from operations. This information is taken from the income statement and is implied from
changes in current assets and current liabilities. Explanation 7 reflects the only investing activity
in this example. Explanations 8 and 9 show the financing activities. The worksheet provides the
information needed to develop the statement of cash flows that follows Illustration 6-1.

If the direct method of disclosing cash from operating activities is used, the cash flows from
the operating activities section of the statement of cash flows would be prepared as follows:

Cash flows from operating activities:
Cash from customers ($900,000 sales� $34,000 increase in accounts receivable) . . $ 866,000
Cash from investments (dividends received) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Cash to suppliers ($525,000 cost of goods soldþ $30,000 inventory increaseþ

$9,500 decrease in accounts payable). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (564,500)
Cash for general and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,500)

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 153,000
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Illustration 6-1
Company P and Subsidiary Company S

Worksheet for Analysis of Cash: Indirect Approach
For Year Ended December 31, 2017

Account Change Explanations

Debit Credit Debit Credit Balance

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 (4) 30,000 0
Accounts receivable . . . . . . . . . . . . . . . . . 34,000 (3) 34,000 0
Property, plant, and equipment . . . . . . . . . 80,000 (7) 80,000 0
Accumulated depreciation . . . . . . . . . . . . 71,250 (2) 71,250 0
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
Investment in Company E (20%) . . . . . . . . 13,500 (6) 13,500 0
Accounts payable . . . . . . . . . . . . . . . . . . . 9,500 (5) 9,500 0
Bonds payable . . . . . . . . . . . . . . . . . . . . . 0
Noncontrolling interest . . . . . . . . . . . . . . . 5,950 (9) 4,000 (1) 9,950 0
Controlling interest: . . . . . . . . . . . . . . . . . .

Common stock (par). . . . . . . . . . . . . . . . 0
Paid-in capital in excess of par . . . . . . . 0
Retained earnings . . . . . . . . . . . . . . . . . 108,800 (8) 50,000 (1) 158,800 0

167,000 186,000 221,000 240,000
Net change in cash . . . . . . . . . . . . . . . . . . 19,000 0 19,000 0

Cash from Operations:
Consolidated net income. . . . . . . . . . . . . . (1) 168,750
Depreciation expense . . . . . . . . . . . . . . . . (2) 71,250
Increase in accounts receivable. . . . . . . . . (3) 34,000
Increase in inventory . . . . . . . . . . . . . . . . . (4) 30,000
Decrease in accounts payable . . . . . . . . . (5) 9,500
Equity income in excess of dividends. . . . . (6) 13,500

Net cash provided by operating activities . 153,000
Cash from Investing:
Purchase of equipment . . . . . . . . . . . . . . . (7) 80,000

Net cash used in investing activities . . . . . 80,000
Cash from Financing:
Dividend payment to controlling interest . . (8) 50,000
Dividend payment to noncontrolling

interest. . . . . . . . . . . . . . . . . . . . . . . . . . (9) 4,000

Net cash used in financing activities . . . . . 54,000

Net cash provided . . . . . . . . . . . . . . . . . . . 19,000

Company P and Subsidiary Company S
Consolidated Statement of Cash Flows
For Year Ended December 31, 2017

Cash flows from operating activities:
Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $168,750
Adjustments to reconcile net income to net cash:

Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 71,250
Increase in accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . (34,000)
Increase in inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30,000)
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Decrease in accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . (9,500)
Equity income from Company E in excess of dividends

Received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (13,500)

Total adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (15,750)

Net cash provided by operating activities . . . . . . . . . . . . . . . . $153,000
Cash flows from investing activities:

Purchase of equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000)
Cash flows from financing activities:

Dividend payment to controlling interest . . . . . . . . . . . . . . . . . . . $(50,000)
Dividend payment to noncontrolling interest . . . . . . . . . . . . . . . . (4,000)

Net cash used in financing activities . . . . . . . . . . . . . . . . . . . . . . . . (54,000)

Net increase in cash and cash equivalents . . . . . . . . . . . . . . . . . . . $ 19,000
Cash and cash equivalents at beginning of year. . . . . . . . . . . . . . . 160,000

Cash and cash equivalents at year-end . . . . . . . . . . . . . . . . . . . . . . $179,000

R E F L E C T I O N
� The starting point for cash operations is consolidated net income, which includes the

income attributed to the NCI.

� Subsequent to the period of acquisition, the only impact of consolidations on cash flow is

the added amortization and depreciation caused by the acquisition.

� An acquisition of a subsidiary for cash is in the ‘‘investing’’ section of the cash flow

statement. The cash outflow is net of the subsidiary’s cash at acquisition.

� An acquisition of a subsidiary by issuing securities is a noncash investing/financing activity

that must be disclosed in the notes to the cash flow statement. Any subsidiary cash

received in the acquisition is a positive cash flow under ‘‘investing.’’

� The parent purchase of subsidiary bonds is treated as a retirement and is a financing

activity.

� The parent purchase of additional shares of subsidiary stock is viewed as a treasury stock

transaction and is considered a financing activity.

CONSOLIDATED EARNINGS PER SHARE
The computation of consolidated earnings per share (EPS) remains virtually the same as that for sin-
gle entities. For the purpose of this discussion, all calculations will be made only on an annual basis.
Basic earnings per share (BEPS) is calculated as follows for the subsidiary and the consolidated firm:

Subsidiary BEPS ¼ [Adjusted Subsidiary Net Income (as prepared on the income distribution

schedule � Preferred Stock Dividends]/Subsidiary Weighted Average

Common Shares Outstanding

Consolidated

BEPS
¼

Parent

Adjusted

Internally

Generated

Net Income

�

Parent

Preferred

Stock

Dividends

þ

Parent-
Owned
Subsidiary
Common
Shares

� Subsidiary
BEPS

0
BBBB@

1
CCCCA þ

Parent-Owned
Subsidiary
Preferred
Shares

�
Subsidiary
Preferred
Dividends
per Share

0
BB@

1
CCA

Weighted Average Parent Company Common Shares Outstanding

2
O B J E C T I V E

Compute earnings per share

for a consolidated firm.
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To illustrate the computation of consolidated BEPS, assume the following data concerning
the subsidiary:

Net income (adjusted for intercompany profits) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $22,000
Preferred stock cash dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000
Common stock shares outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Subsidiary BEPS ¼ $22,000� $2,000
ð1Þ

5,000
¼ $4:00

(1) Dividend on nonconvertible preferred stock, none of which is owned by the parent.

Now, assume the parent owns 80% of the subsidiary and has an adjusted internally
generated net income of $40,000 and 10,000 shares of common stock outstanding.

Consolidated BEPS ¼ $40,000þ $16,000
ð1Þ

10,000
¼ $5:60

(1) Subsidiary common shares owned by parent (80%� 5,000). . . . . . . . . . . . . . . . . . . 4,000
Parent’s interest in subsidiary income (4,000 shares� $4.00 subsidiary BEPS) . . . . . . . $16,000

The calculation of diluted earnings per share (DEPS) is not complicated when applied to the
consolidated company, provided that the subsidiary company has no dilutive securities. As long
as no such securities exist, the controlling interest’s share of consolidated net income is divided
by the number of outstanding parent company shares. The numerator and denominator adjust-
ments caused by parent company dilutive securities can be considered in the normal manner.

When the subsidiary has dilutive securities, the calculation of consolidated DEPS becomes
a 2-stage process. First, the DEPS of the subsidiary must be calculated. Then, the consolidated
DEPS is calculated using as a component of the calculation the adjusted DEPS of the subsidi-
ary. This 2-stage process handles subsidiary dilutive securities which require the possible issu-
ance of subsidiary company shares. A further complication occurs when the subsidiary has
outstanding dilutive options, warrants, and/or convertible securities which may require the issu-
ance of parent company shares.

First, consider the calculation of consolidated DEPS when the subsidiary has outstanding
dilutive securities which may require the issuance of subsidiary company shares only. The EPS
model for a single entity is modified in two ways:

1. Only the parent’s adjusted internally generated net income, the parent’s income adjusters,
and the parent’s share adjusters enter the formula directly.

2. The parent’s share of the subsidiary’s income is entered indirectly by multiplying the number
of equivalent subsidiary shares owned by the parent by the subsidiary DEPS.

The basic model for computing consolidated DEPS in this situation is as follows:

Consolidated

DEPS
¼

Parent0s

Adjusted

Internally

Generated

Net Income

þ
Parent0s DEPS

Income

Adjustments

þ
Parent-
Owned
Equivalent
Shares

� Subsidiary
DEPS

0
BB@

1
CCA

Parent0s Common

Shares Outstanding
þ

Parent0s DEPS Share

Adjustments

The parent’s adjusted internally generated net income includes adjustments for unrealized
profits (on sales to the subsidiary) recorded during the current period and for realization of
profits deferred from previous periods. This would be all of the adjustments that appear on
the parent’s income distribution schedule, except for the inclusion of the parent’s share of

334 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



subsidiary income. Likewise, the income used to compute the subsidiary DEPS must be
adjusted for intercompany transactions and amortizations of excess (as shown in the subsidiary
income distribution schedule). To illustrate the computation of consolidated DEPS, assume the
following data concerning the subsidiary:

Net income (adjusted for intercompany profits) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $22,000
Preferred stock cash dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000
Interest paid on convertible bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,000
Common stock shares outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Warrants to purchase one share of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Warrants held by parent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Convertible bonds outstanding (convertible into 10 shares of common stock) . . . . . . . . . . . 200

Convertible bonds held by parent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

Subsidiary

DEPS
¼ $22,000 �

ð1Þ
$2,000þ

ð2Þ
$3,000

5,000 þ 2,000
ð3Þ

þ 500
ð4Þ

¼ $3:07

(1) Dividend on nonconvertible preferred stock, none of which is owned by the parent.
(2) Income adjustment for convertible bonds, which are dilutive.
(3) Share adjustment associated with convertible debentures, 200 bonds� 10 shares per bond.
(4) Share adjustment (treasury stock method) associated with the warrants. It is assumed that, using the

average fair value of the stock, 500 shares could be purchased with the proceeds of the sale and that
500 additional new shares would be issued.

Assume the parent owns 80% of the subsidiary and has an adjusted internally generated net
income of $40,000 and 10,000 shares of common stock outstanding. Also assume the parent
has dilutive bonds outstanding that are convertible into 3,000 shares of common stock and the
interest paid on these bonds was $5,000. The consolidated DEPS would be computed as
follows:

Consolidated

DEPS
¼ $40,000 þ

ð1Þ
$5,000þ

ð2Þ
$18,574

10,000 þ 3,000
ð3Þ

¼ $4:89

(1) Income adjustment from interest on parent company convertible bonds, which are dilutive.
(2) Subsidiary common shares owned by parent (80%� 5,000) . . . . . . . . . . . . . . . . . . . . . . . 4,000

Parent-owned equivalent shares applicable to convertible bonds (180� 10 shares)* . . . . 1,800
Parent-owned equivalent shares applicable to warrants (50%� 500)**. . . . . . . . . . . . . . . 250

Total parent-owned equivalent shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,050

Parent’s interest in subsidiary income (6,050 shares� $3.07 subsidiary DEPS) . . . . . . . . . $18,574
(3) Shares assumed to be issued in exchange for parent company convertible bonds (a common stock

equivalent).

*Parent owns 180 (or 90%) of 200 subsidiary bonds.
**Parent owns 500 (or 50%) of 1,000 subsidiary warrants.

If the dilutive subsidiary securities enable the holder to acquire common stock of the parent,
these securities are not included in the computation of subsidiary DEPS. However, these securi-
ties must be included in the parent’s share adjustment in computing consolidated DEPS. The
basic model by which to compute consolidated DEPS in this situation is as shown on page 336.
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To illustrate, assume the following facts for a parent owning 90% of the outstanding sub-
sidiary shares:

Parent internally adjusted net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Parent company common stock shares outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Parent company dilutive convertible bonds:

Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,000
Shares to be issued in conversion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Subsidiary adjusted net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,000
Subsidiary common stock shares outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Subsidiary preferred stock convertible into parent common stock:

Dividend requirement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,200
Number of preferred shares. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Number of parent company common shares required . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Subsidiary common stock warrants to acquire 100 parent shares . . . . . . . . . . . . . . . . . . . . 100

The first step is to calculate the subsidiary’s DEPS as follows:

Subsidiary

DEPS
¼ $7,000� $1,200 preferred dividends

4,000 outstanding common shares
¼ $1:45

Note that the subsidiary convertible preferred stock and stock warrants are not satisfied with
subsidiary shares and, thus, are not considered converted for the purpose of calculating subsidi-
ary DEPS. The consolidated DEPS would be computed as follows:

Consolidated

DEPS
¼ $20,000þ

ð1Þ
$1,000þ

ð2Þ
½3,600� $1:45� þ

ð3Þ
$1,080

10,000 þ ð2,000 þ 2,000
ð4Þ

þ 50Þ
¼ $1:94

(1) $1,000 income adjustment associated with the parent company convertible security.
(2) The parent’s share of subsidiary DEPS. Again, since the subsidiary’s preferred stock and warrants are

not convertible into subsidiary shares, the total parent-owned equivalent shares is 90%� 4,000.
(3) Income adjustment representing the dividend on subsidiary preferred shares that would not be paid if

the shares were converted into common stock of the parent. Note that 90% of the $1,200 dividend
adjustment is added back to the controlling share of income

(4) The parent’s share adjustment consisting of 2,000 shares traceable to the parent company convertible
security; 2,000 shares traceable to the subsidiary preferred stock that is convertible into parent com-
mon stock; and 50 incremental shares traceable to the subsidiary warrants to acquire parent common
stock. It is assumed that 50 of the 100 shares required to satisfy the warrants can be purchased with the
proceeds of the exercise and 50 new shares must be issued.
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Special analysis is required in computing consolidated BEPS and DEPS when an acquisition
occurs during a reporting period. In that case, only subsidiary income since the acquisition date
is included, and the number of subsidiary shares is weighted for the partial period.

R E F L E C T I O N
� Prior to calculating consolidated EPS, the subsidiary’s EPS (including dilution adjustments

that add more subsidiary shares) is calculated.

� The parent’s numerator for EPS includes its own internally generated net income plus its

share of subsidiary EPS.

� The parent also adjusts its numerator and denominator for dilative parent company

securities and subsidiary securities that are satisfied by issuing parent company shares.

TAXATION OF CONSOLIDATED COMPANIES
Consolidated companies that do not meet the requirements to be an affiliated group, as defined
by the tax law, must pay their taxes as separate entities. The tax definition of an affiliated group
is less inclusive than that used in accounting theory. Section 1504(a) of the Tax Code does not
allow two or more corporations to file a consolidated return or to be considered an affiliated
group for tax purposes unless the parent owns:

1. 80% of the voting power of all classes of stock and
2. 80% of the fair market value of all the outstanding stock of the other corporation.

For these provisions, preferred stock is not included if it (a) is not entitled to vote, (b) is lim-
ited and preferred as to dividends, (c) does not have redemption rights beyond its issue price
plus a reasonable redemption or liquidation premium, and (d) is not convertible into the other
class of stock. Comparison of these criteria with those required for consolidated financial
reporting indicates that many consolidated companies have no choice but to submit to separate
taxation of the member companies.

Consolidated companies that do meet the tax law requirements to be an affiliated group
may elect to be taxed as a single entity or as separate entities. Once the election is made to file as
a single entity, the permission of the Internal Revenue Service is required before the companies
can be taxed separately again. Companies that elect to be taxed as a single entity file a consoli-
dated tax return that may provide several tax advantages. For example, a consolidated return
generally permits the offset of operating profits and losses and of capital gains and losses. Also,
intercompany profits are not taxed until realized in later periods.

When companies that comprise an affiliated group elect not to file a consolidated return, each
company within the group computes and pays its taxes independently. All members of the group
must use the parent’s tax year. However, the members may use different accounting methods.

Members of consolidated groups, when filing separate returns, must sum their incomes
when applying graduated corporate tax rates. The lower tax rates available for low income levels
can be used only once and cannot be applied by each of the companies individually.

Foreign corporations are not includible in consolidated tax returns. U.S. companies do not
pay U.S. tax on foreign business profits of their foreign subsidiaries until the earnings are repa-
triated to the U.S. parent through a dividend distribution. This is not likely to happen if the
U.S. company is trying to grow its business abroad. This policy is known as ‘‘deferral.’’ A U.S.
company may be motivated to engage in ‘‘deferral,’’ when U.S. tax rates exceed those of other
countries. The Organization for Economic Cooperation and Development (OECD) tracks
average corporate tax rates for 34 countries, including the United States. For 2013, the U.S.
average corporate tax rate was 39.1%. The average for the other 32 countries tracked by the
OECD was 25.1%. No other country in the database had a higher rate.
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Consolidated Tax Return

When an affiliated group elects to be taxed as a single entity, consolidated income as determined
on the worksheet is the basis for the tax calculation. The affiliated companies should not record a
provision for income tax based on their own separate incomes. Rather, the income tax expense is
calculated as part of the consolidated worksheet process. The tax provision is based on consoli-
dated income; intercompany profits will have been eliminated already. Thus, no special proce-
dures are needed to deal with intercompany transactions when computing the tax provision.
Once calculated, the tax provision may be recorded on the books of the separate companies.

As an example of an affiliated group’s choosing to be taxed as a single entity, assume Com-
pany P acquired an 80% interest in Company S on January 1, 2015, at which time the follow-
ing determination and distribution of excess schedule was prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $993,750 $795,000 $198,750

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . $900,000 $900,000 $900,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $720,000 $180,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . $ 93,750 $ 75,000 $ 18,750

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year Worksheet Key

Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 93,750 15 $ 6,250 debit D

The following income statements are for Companies P and S for 2017. Since the companies
desire to file a consolidated tax return, neither company has recorded a provision for income
tax. The corporate tax rate is 30%.

Company P Company S

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000 $400,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 200,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000 $200,000
Less expenses:

Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 20,000
Other operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 80,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000 $100,000
Subsidiary income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Income before tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $230,000 $100,000

On January 1, 2016, Company P sold a piece of equipment, with a book value of $40,000,
to Company S for $60,000. The equipment is depreciated by Company S on a straight-line
basis over a 5-year life.
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The following applies to 2017 intercompany merchandise sales to Company P by Company S:

Intercompany sales in beginning inventory of Company P . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Intercompany sales in ending inventory of Company P. . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000
Sales to Company P during 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Gross profit rate. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50%
A 30% tax rate applies to both companies.

Worksheet 6-1, pages 348 to 349, contains the trial balances of Companies P and S on
December 31, 2017. Since the income tax is to be calculated on the worksheet, no provision
exists on the separate books. If separate provisions appear in the trial balances, they should be
eliminated as an initial procedure in consolidating.

The balance of the investment in Company S account results from the use of the simple
equity method. All eliminations should be made prior to calculating the provision for tax. This
will assure that the consolidated income, upon which the provision is based, is adjusted for all
intercompany transactions.

All worksheet entries, other than (T) are unchanged from procedures used in prior work-
sheets, and the same coding is used. In journal entry form, the entries are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

(EL) Eliminate 80% of subsidiary equity:
Common Stock—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Retained Earnings—Company S. . . . . . . . . . . . . . . . . . . . . . . . . 560,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 960,000

(D)/(NCI) Distribute excess to patent:
Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93,750

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Retained Earnings—Company S (NCI adjustment) . . . . . . . . . 18,750

(A) Amortize patent for two prior years and the current year:
Patent Amortization Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,250
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Retained Earnings—Company S. . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,750

(F1) Adjust retained earnings for fixed asset profit at start of year:
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . 4,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

(F2) Adjust current-year depreciation for gain on fixed asset sale:
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . 4,000

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

(BI) Adjust January 1 retained earnings for inventory profit recorded
by subsidiary:

Retained Earnings—Company S. . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

(EI) Adjust cost of goods sold for profit in ending inventory:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Inventory, December 31, 2017. . . . . . . . . . . . . . . . . . . . . . . . 35,000

Worksheet 6-1: page 348
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Consolidated net income before tax is calculated on the worksheet and becomes the base for
the tax provision. Entry (T) is not entered until this calculation is made. In journal entry form,
the entry is as follows:

Consolidated Tax Provision . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71,700
Income Tax Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71,700

Explanation:
Consolidated income before tax (from the consolidated worksheet). . . . . $237,750
Nondeductible amortization of patent applicable to NCI (explained

below) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250

Adjusted reported income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $239,000
Tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 30%

Tax provision and liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 71,700

In this case, it was assumed that the acquisition was a taxable exchange to the seller. The par-
ent’s share of the patent amortization is deductible. However, the portion of the patent amorti-
zation applicable to the NCI is not deductible. The portion of the asset adjustment applicable
to the NCI was not taxed and thus does not have the stepped-up basis. As indicated in
Chapter 1, there are some combinations that are nontaxable exchanges and amortizations of
excess are then not deductible.1

A new tax schedule is needed to aid the preparation of the subsidiary IDS. The complication
is that the amortizations of excess attributable to the NCI are not deductible. The tax schedule
is prepared as follows:

Subsidiary Tax Schedule Controlling NCI Total

1. Total adjusted income . . . . . . . . . . . . . . . . . . . . . . $ 67,000c $ 16,750b $ 83,750a

2. NCI share of asset adjustments . . . . . . . . . . . . . . . 1,250 1,250

3. Taxable income (1.þ 2.) . . . . . . . . . . . . . . . . . . . $ 67,000 $ 18,000 $ 75,000

4. Tax (30%� 3.) . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,100 $ 5,400 $25,500
Net-of-tax share of income (1.� 4.) . . . . . . . . . . . . . $46,900 $11,350 $58,250

aShown on the subsidiary’s IDS as the internally generated income net of adjustments ($100,000þ $25,000�
$35,000� $6,250). Note: These are before-tax numbers.

b$83,750� 20%
c$83,750� 80%

The IDS schedule of the subsidiary reflects the amounts in the above schedule. The parent’s
IDS schedule has two unique features.

1. The share of subsidiary income is already taxed and is entered on an after-tax basis using the
amount shown in the subsidiary IDS schedule.

2. The parent’s internally generated net income is taxed as part of the parent’s IDS schedule.

It will be necessary for each member company to record its share of the tax provision on its
own books. The subsidiary, Company S, would record the following:

Provision for Income Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,500
Income Tax Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,500

To record the allocated portion of the tax provision.

1 When there are nondeductible amortizations of excess cost, there also may be a recorded deferred tax liability.
Recall that an excess of fair value over cost relative to an identifiable asset requires the recording of a deferred
tax liability for the amount of the tax rate times the excess. This deferred tax liability would be amortized to tax
expense in proportion to the amortization of the excess.
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The parent, Company P, would record the following:

Subsidiary Income (80%� $25,500 tax provision) . . . . . . . . . . . . . . . . . 20,400
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,400

To adjust Subsidiary Income for the tax expense recorded by
Company S.

Provision for Income Tax (from parent’s IDS) . . . . . . . . . . . . . . . . . . . . . . . 46,200*
Income Tax Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,200

To record the allocated portion of the tax provision.

*$154,000 internally generated income, net of adjustments � 30%

Complications Caused by Goodwill

The distribution of excess purchase price to goodwill creates a tax timing difference. Goodwill
is no longer amortized for financial reporting but still is amortized for tax purposes over a
15-year life. Each year, the tax deduction taken for goodwill will result in a deferred tax liability
(DTL). The DTL will not be utilized until either the goodwill is impairment adjusted or the
company purchased is later sold. For example, assume goodwill amortization is $5,000 per year
for tax purposes, and the company has a 40% tax rate. Each year, the following adjustment
would be made on the consolidated worksheet and on the parent company books:

Income Tax Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Deferred Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

To defer tax equal to 40% of $5,000 goodwill amortization for tax
purposes only.

After five years, there would be a $10,000 DTL. If, at the end of five years, the goodwill
is reduced $20,000 for an impairment loss, the following adjustments would be made on the
consolidated worksheet and on the parent company books:

Goodwill Impairment Loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

To record loss on impairment of goodwill.

Deferred Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Provision for Income Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

To reduce tax provision for realization of tax liability resulting from prior
amortization of goodwill for tax purposes.

The amortization of goodwill built a DTL account that is reduced when the goodwill impair-
ment loss is recorded. The DTL could also be removed if the company to which it relates is sold.

Consolidated returns are consistent with consolidated reporting procedures and do not alter
in any way the procedures that have been discussed in previous chapters. It is necessary to add
only new procedures to the worksheet to provide for income taxes. The procedures were
explained in our example assuming the use of the simple equity method. There would not be
any impact on the tax entry if the cost or sophisticated equity method were used.

Separate Tax Returns

When separate returns are required or are elected to be filed, each member of the consolidated
group must base its provision for tax on its own reported income. For the parent, taxable
income may include dividends received from other corporations. When the members of the
consolidated company meet the requirements of an affiliated company (this requires at least an
80% ownership interest), 100% of the dividends received is excluded from reported income.
For ownership interests of at least 20% but less than 80%, 80% of the dividends received is
excluded from reported taxable income.2 For ownership interests less than 20%, 70% of the

4
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2 The exclusion rate is determined by current tax law and is subject to change.
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dividends received is excluded from reported income. The full or partial exclusion of dividends
applies only to dividends from domestic corporations and is intended to reduce multiple taxa-
tion of the same income.

A major complication arises in consolidating. The provision for tax recorded by each com-
pany is based on its reported separate net income prior to eliminating intercompany trans-
actions. This means that timing differences are created when consolidating. For example,
suppose the parent sells inventory to the subsidiary at a price that includes a 25% gross profit. If
$40,000 of intercompany sales remains in the subsidiary’s ending inventory, consolidation pro-
cedures defer $10,000 of intercompany profit. The problem is that the parent already recorded a
30% or $3,000 tax provision on the profit as a separate company. This $3,000 now becomes a
deferred (prepaid) tax asset (DTA) when the profit to which it attaches is deferred on the consoli-
dated worksheet. In the following period, the intercompany profit on the inventory is realized
(assuming the inventory is sold in that period). The deferred tax asset relative to the inventory
profit is then expensed as part of the current year’s provision for tax. The adjustments required as
a result of these tax issues are examples of applying interperiod tax allocation procedures.

The use of separate tax returns for a consolidated group leads to a complicated application
of interperiod tax allocation techniques. The calculations may become cumbersome when inter-
company sales of plant assets and merchandise are involved. To illustrate, assume Company P
purchased a 75% interest in Company S on January 1, 2015, at which time the following deter-
mination and distribution of excess schedule was prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(75%)

NCI
Value
(25%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $380,000 $285,000 $ 95,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . $350,000 $350,000 $350,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75% 25%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $262,500 $ 87,500

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . $ 30,000 $ 22,500 $ 7,500

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year Worksheet Key

Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000 15 $ 2,000 debit D

The patent amortization will not appear on the separate statements of the parent or the
subsidiary. It will only arise in the consolidation process. Since it has not been included in the
parent’s determination of income, the parent has taken no tax deduction.

Further assume that on January 1, 2016, the subsidiary sold equipment with a cost of $60,000
to the parent for $100,000. This means that the subsidiary has included the $40,000 gain in 2016
income and has paid the tax on it. Meanwhile, the parent is depreciating the asset over five years
on a straight-line basis. The parent is recording depreciation of $20,000 per year using a cost of
$100,000. The parent’s tax is computed using the $20,000 depreciation deduction.

In 2017 and 2018, the parent sold merchandise to the subsidiary to realize a gross profit of
40%. In 2018, the subsidiary had a beginning inventory of goods purchased from the parent
for $60,000. The parent included this amount in its 2017 income and paid the taxes on it. Dur-
ing the 2018 year, sales by the parent to the subsidiary totaled $100,000. Intercompany goods
of $40,000 remain in the subsidiary’s 2018 ending inventory. Again, the parent has included
the profit in its income and paid taxes on it.
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The separate income statements of the parent and the subsidiary for 2018 are as follows:

Company P Company S

Sales (includes $100,000 intercompany sale by P) . . . . . . . . . . . . . . . . . $430,000 $240,000
Less cost of goods sold (includes $100,000 for intercompany

purchase by S) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 280,000 150,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000 $ 90,000
Less expenses:

Depreciation expense (includes parent’s $20,000 depreciation of
equipment purchased from S) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000
Other operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 20,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,000 $ 60,000

Taxation of Separate Entities. Before Companies P and S can be consolidated, it is necessary
to calculate their separate tax liabilities since the 80% test of an affiliated group for tax purposes
is not met. The tax provision of the subsidiary is $18,000 (30%� $60,000 Company S income
before tax). Company S would record its tax provision as follows:

Provision for Income Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Income Tax Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

The tax provision for Company P requires consideration of the tax status of subsidiary
income. When the conditions for an affiliated group are not met, the parent company must
include in its taxable income 20% of the dividends it receives from a subsidiary. According to
FASB ASC 740-30-25, subsidiary income included in the pretax income of a parent leads to a
temporary difference between the earning of the income and its inclusion in the tax return as
dividend income.3 It is not necessary to account for the temporary difference if the tax law pro-
vides a means by which the investment can be recovered tax free. Company P will provide for
tax expense equal to its tax rate times 20% of its share of the total subsidiary net income. It is
assumed that the parent records its tax provision based on the income it records from the sub-
sidiary. In this example, the parent records the investment under the simple equity method.
Thus, the tax accrual is based on 20% of the simple equity income without any reduction for
amortization of excesses. A parent using the cost method would record the tax only on
dividends received and would need to accrue tax on the worksheet based on the cost-to-equity
conversion.

This tax may be viewed as a secondary tax since it is the second taxation of subsidiary
income. For 2018, this tax liability would be calculated as follows:

Subsidiary net income ($60,000� $18,000 tax) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000
Controlling interest (75%� $42,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,500
Provision for tax on subsidiary income (30%� 20%� $31,500) . . . . . . . . . . . . . . . . . . . . . . 1,890

Company P would add this amount to the tax it has provided for its internally generated
income to arrive at its total tax provision for the period as follows:

Tax on internally generated income (30%� $80,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
Secondary tax provision for subsidiary income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,890

Total Company P provision for tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,890

3 FASB ASC 740-30-25, Income Taxes—Other Considerations or Special Areas—Recognition—General
(Norwalk, CT, 2010).
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Since Company P has not received its share of the income of Company S, the secondary tax
is not immediately payable, and a deferred tax liability for $1,890 is created. Assuming that the
tax on internally generated income is currently payable, Company P would make the following
entry to record its 2018 tax provision:

Provision for Income Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,890
Income Tax Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Deferred Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,890

If dividends had been paid by the subsidiary, the secondary tax applicable to the dividends
received by Company P would be included in the current tax liability. Note that the secondary
tax applies only to consolidated companies that do not qualify as an affiliated group. Compa-
nies that do meet the requirements would calculate only a single tax on each company’s adjusted
net income. When an affiliated group elects separate taxation, no dividends are included and no
additional tax needs to be calculated.

Worksheet Procedures. Worksheet 6-2, on pages 352 to 353, includes the trial balances of
Companies P and S. The companies do not qualify as an affiliated group for tax purposes. Sev-
eral observations should be made regarding the amounts listed in the trial balance before
you study the elimination entries.

1. The balance in Investment in Company S is computed according to the simple equity
method, as follows:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $285,000
Subsidiary income, 2015–2017 (after tax):

Company S retained earnings, January 1, 2018 . . . . . . . . . . . . . . . . $350,000
Company S retained earnings, January 1, 2015 . . . . . . . . . . . . . . . . 100,000

Net increase. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Controlling interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 75% 187,500

Controlling interest in subsidiary net income, 2018 (75%� $42,000) . 31,500

Equity-adjusted balance, December 31, 2018 . . . . . . . . . . . . . . . . . . . . $504,000

2. Since the parent’s share of subsidiary undistributed income has been recorded from the date
of acquisition, a deferred tax liability has been recorded by Company P each year to recog-
nize the secondary tax provision. The total deferred tax liability on December 31, 2018, is
calculated as follows:

Deferred tax liability on 2015–2017 income (20%� 30%� $187,500*
on 2015–2017 undistributed income) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,250

Current year’s additional deferment (20%� 30%� $31,500) . . . . . . . . . . . . . . . . . . . . 1,890

Total deferred tax liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $13,140

*75%� $250,000 increase in Company S retained earnings

3. The trial balances of both companies include their separate provisions for income tax and
the current tax liabilities. These provisions do not reflect adjustments for intercompany
transactions.

All worksheet entries, other than (T1) and (T2) are unchanged from procedures used in
prior worksheets, and the same coding is used. In journal entry form, the entries for Worksheet 6-2
are as follows:

(CY1) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,500

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,500

Worksheet 6-2: page 352
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(EL) Eliminate 75% of subsidiary equity:
Common Stock, Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . 187,500
Retained Earnings, Company S. . . . . . . . . . . . . . . . . . . . . . . . . 262,500

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000

(D)/(NCI) Distribute excess to patent:
Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500
Retained Earnings—Company S (NCI adjustment) . . . . . . . . 7,500

(A) Amortize patent for three prior years and the current year:
Patent Amortization Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Retained Earnings—Company S. . . . . . . . . . . . . . . . . . . . . . . . 1,500

Patent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

(F1) Adjust retained earnings for fixed asset profit at start of year
(two prior years):

Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Retained Earnings—Company S. . . . . . . . . . . . . . . . . . . . . . . . 6,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . 16,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

(F2) Adjust current-year depreciation for gain on fixed asset sale:
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . 8,000

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

(IS) Eliminate intercompany merchandise sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

(BI) Adjust January 1 retained earnings for inventory profit
recorded by parent:
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

(EI) Adjust cost of goods sold for profit in ending inventory:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Inventory, December 31, 2018. . . . . . . . . . . . . . . . . . . . . . . 16,000

(T1) Record deferred tax asset applicable to prior adjustments:
Deferred Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,695

Retained Earnings—Company S . . . . . . . . . . . . . . . . . . . . . . 1,800
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . 14,895

(T2) Record change in deferred tax asset during current period:
Provision for Income Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,539

Deferred Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,539

Worksheet entries (T1) and (T2) are explained in the directions that accompany the work-
sheet, but let us expand on them. Entry (T1) takes the position that both companies have
already paid a tax on the income recorded by the companies in prior periods. If consolidation
procedures change the income, for example reduce income, then the taxes are considered to
have been paid in advance and the taxes paid become a deferred tax asset.

It should be noted that only the controlling portion of excess amortizations are deductible
since a tax deduction is allowed only for the interest in the assets that was actually purchased.
The increase in the value of the assets attributed to the NCI are not subject to tax adjustments.
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The adjustment to beginning retained earnings for taxes paid in prior periods, entry (T1), is
explained as follows:

DTA/DTL adjustments:
To beginning retained earnings:

Subsidiary transactions:
Total
Tax

Parent
Share

Subsidiary
Share

Remaining fixed asset profit. . . . . . . . . . . . . . . . . . . . $ 24,000 $ 18,000 $ 6,000
Amortization of excess (patent, 75%� $6,000) . . . 4,500 4,500

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 28,500 $ 22,500 $ 6,000
1. First tax (30%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,550 6,750 1,800

Net income after tax . . . . . . . . . . . . . . . . . . . . . . . . . $ 19,950 $15,750 $ 4,200

2. 20%� 30%� $15,750. . . . . . . . . . . . . . . . . . . . $ 945 $ 945
3. Total tax (1.þ 2.) . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,495 $ 7,695 $ 1,800

Parent transactions:
Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . $ 24,000 $ 24,000
4. First tax (30%� $24,000) . . . . . . . . . . . . . . . . . . $ 7,200 $ 7,200
Total increase in DTA and retained earnings

(3. 1 4.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,695 $14,895 $1,800

(T2) Adjust current-year tax provision and adjust deferred tax asset for the effects of current-year income
adjustments:

Subsidiary transactions:
Total
Tax

Parent
Share

Subsidiary
Share

Realized fixed asset profit . . . . . . . . . . . . . . . . . . . . . $ (8,000) $(6,000) $(2,000)
Amortization of excess (patent, 75%� $2,000) . . . 1,500 1,500

1. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (6,500) $(4,500) $(2,000)

First tax (30%� 1.) . . . . . . . . . . . . . . . . . . . . . . . . . . $ (1,950) $(1,350) $ (600)
20%� 30� ($4,500� $1,350) first tax. . . . . . . . . (189) (189)

2. Total tax. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (2,139) $(1,539) $ (600)

Parent transactions:
Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . $(24,000)
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (8,000)

3. First tax (30%� $8,000) . . . . . . . . . . . . . . . . . . . $ (2,400) $(2,400)

Increase (decrease) in DTA (2. 1 3.) . . . . . . . . $ (4,539) $(3,939) $ (600)

This means that income of prior periods has been reduced by $52,500 ($24,000þ $4,500þ
$24,000) and the taxes already paid on these reductions are $16,695. These tax payments now
create a deferred tax asset that will be consumed in future periods.

Entry (T2) considers the tax effects of adjustments made to the current-year income. Let us
consider an expanded version of the explanation to entry (T2) in the explanations to the
worksheet.

When the entries in Worksheet 6-2 are completed, the resulting consolidated net income is
$105,571, which is distributed to the controlling and noncontrolling interests.
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Complications Caused by Goodwill

Since the firms are taxed separately, goodwill that results from a purchase has not been acknowl-
edged for tax purposes and, thus, does not create a tax deduction for goodwill amortization and
a resulting DTL as it did in the case of taxation of the consolidated company.

Let us revisit Worksheet 6-2 to discuss how it would be simplified if the consolidated com-
pany met the requirements of an affiliated company. The following procedures would be
omitted from the worksheet:

1. Company P would not have recorded the deferred tax liability of $13,140 on its books. If
the companies are an affiliated group, there is no tax due on the parent’s share of subsidiary
income. The parent’s current-year provision for income tax would be only $24,000 since
there would not be the secondary tax of $1,890 on the parent’s share of subsidiary income.

2. Entry (T1) would not include the secondary tax applicable to the patent amortization and
the intercompany equipment sale.

3. Entry (T2) would not include the secondary tax of $252 applicable to the patent amortiza-
tion and the intercompany equipment sale.

4. The parent’s income distribution schedule would not deduct the secondary tax on the par-
ent’s share of subsidiary income. Instead, the parent would just include 75% of the subsidi-
ary’s after-tax income of $46,050, or $34,538.

There are some additional minor worksheet modifications required if the cost or sophisticated
equity methods are used by the parent company. If the cost method is used, there needs to be a
recording of the deferred tax liability for prior years’ subsidiary income. The adjustment would be
to multiply the net amount of the cost-to-equity conversion adjustment by the effective tax rate,
to debit the parent’s retained earnings, and to credit a deferred tax liability account. If the sophisti-
cated equity method is used, the parent company’s retained earnings and current-year tax provi-
sion are correct and need no adjustment. The only entry needed in consolidating is to adjust the
beginning retained earnings of the subsidiary for any intercompany profits on a net-of-tax basis.
The adjustment of subsidiary retained earnings on the consolidated worksheet was covered in the
partial worksheet on page 223. It still would be necessary to calculate the noncontrolling and con-
trolling interests in combined net income on an after-tax basis when preparing the income distri-
bution schedules. (Note that each income distribution schedule starts with net income before tax.
This is done so that the tax provision may be recalculated on a consolidated basis.)

R E F L E C T I O N
� An ‘‘affiliated group’’ (under tax law) may prepare a consolidated tax return. The tax

provision is computed based on the consolidated income computed on the worksheet.

The provision is then allocated to the controlling and noncontrolling interests.

� When a consolidated company is subject to separate taxation, each firm has recorded its

tax provision based on its own reported income. Taxes have already been paid on

intercompany profits. The parent has paid the double tax on its share of subsidiary

income.

� A worksheet prepared under separate taxation requires procedures for the adjustment of

the separate taxes already present. The taxes applicable to intercompany gains, which are

eliminated, become a deferred tax asset. Amortizations of excess (not deductible on

separate tax returns) create additional deferred tax assets.

� As intercompany profits are realized through sale to the ‘‘outside world’’ or through

amortization, the deferred tax asset is realized as an increase in the provision for taxes.
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Worksheet 6-1

Affiliates File Consolidated Income Tax Return
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2017

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Cash 205,000 380,000

2 Inventory 150,000 120,000

3 Investment in Company S 1,115,000

4

5

6 Patent

7 Plant and Equipment 900,000 1,100,000

8 Accumulated Depreciation (440,000) (150,000)

9

10 Liabilities (150,000)

11 Common Stock—Company S (500,000)

12 Retained Earnings, January 1, 2017—Company S (700,000)

13

14

15 Common Stock—Company P (800,000)

16 Retained Earnings, January 1, 2017—Company P (900,000)

17

18

19 Sales (600,000) (400,000)

20 Cost of Goods Sold 350,000 200,000

21

22 Patent Amortization Expense

23 Depreciation Expense 25,000 20,000

24 Other Expenses 75,000 80,000

25 Subsidiary Income (80,000)

26 Total 0 0

27 Consolidated Income Before Tax

28 Consolidated Tax Provision

29 Income Tax Payable

30 Consolidated Net Income

31 NCI Share

32 Controlling Share

33 NCI

34 Controlling Retained Earnings

35 Total
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Worksheet 6-1 (see page 339)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

585,000 1

(EI) 35,000 235,000 2

(CY1) 80,000 3

(EL) 960,000 4

(D) 75,000 5

(D) 93,750 (A) 18,750 75,000 6

(F1) 20,000 1,980,000 7

(F1) 4,000 8

(F2) 4,000 (582,000) 9

(150,000) 10

(EL) 400,000 (100,000) 11

(EL) 560,000 (NCI) 18,750 12

(A) 2,500 13

(BI) 5,000 (151,250) 14

(800,000) 15

(A) 10,000 16

(BI) 20,000 17

(F1) 16,000 (854,000) 18

(IS) 100,000 (900,000) 19

(IS) 100,000 20

(EI) 35,000 (BI) 25,000 460,000 21

(A) 6,250 6,250 22

(F2) 4,000 41,000 23

155,000 24

(CY1) 80,000 25

1,336,500 1,336,500 26

(237,750) 27

(T) 71,700 71,700 28

(T) 71,700 (71,700) 29

(166,050) 30

11,350 (11,350) 31

154,700 (154,700) 32

(262,600) (262,600) 33

(1,008,700) (1,008,700) 34

0 35
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Eliminations and Adjustments:

(CY1) Eliminate the parent’s entry recording its share of the current year’s subsidiary income. This step returns the investment account
to its balance on January 1, 2017.

(EL) Eliminate 80% of the January 1, 2017, subsidiary equity balances against the investment in Company S account.
(D) Record the NCI portion of excess of fair value over book value, distribute excess in investment account, and adjust patent to

fair value.
(A) Amortize the patent at an annual amount of $6,250 per year for the current and prior two years. Split retained earnings for

prior years—80% controlling retained earnings and 20% NCI.
(IS) Eliminate intercompany merchandise sales of $100,000 to avoid double-counting sale and purchase.
(BI) Reduce the cost of goods sold by the $25,000 of intercompany profit included in the beginning inventory.

Since the sale was made by the subsidiary, the reduction of retained earnings is allocated 20% to the NCI and 80% to the
controlling retained earnings.

(EI) Reduce the ending inventory to its cost to the consolidated company by decreasing it $35,000, and increase the cost of goods
sold by $35,000.

(F1) Reduce retained earnings for the remaining undepreciated intercompany equipment gain on January 1, 2017.
Since the sale was by the parent, the entire retained earnings adjustment is debited to Controlling Retained Earnings.

(F2) Adjust depreciation expense and accumulated for $4,000 over depreciation of equipment in current year.
This is the added depreciation caused by the $20,000 intercompany gain.

(T) Record the provision for taxes, calculated as follows: ($237,750þ $1,250 adjustment for NCI share of asset adjustments)�
30%¼ $71,700.
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Subsidiary Company S Income Distribution

Ending inventory profit . . . . . . . . . . $35,000 Internally generated net income $100,000
Amortizations . . . . . . . . . . . . . . . . . 6,250 Beginning inventory profit . . . . . 25,000

Adjusted income before tax. . . . $ 83,750
Company S share of taxes

(see tax schedule below the
parent IDS schedule) . . . . . . . (25,500)

Net income . . . . . . . . . . . . . . . . $ 58,250
NCI share (see schedule). . . . . . 11,350

Controlling share. . . . . . . . . . . . $ 46,900

Parent Company P Income Distribution

Internally generated net income $150,000
Realized gain . . . . . . . . . . . . . . 4,000

Adjusted income before tax. . . . $154,000
Company P share of taxes

(30%� $154,000). . . . . . . . (46,200)

Company P net income . . . . . . . $107,800
Controlling share of subsidiary

net income (see schedule) . . . 46,900

Controlling interest . . . . . . . . . . $154,700

Subsidiary Tax Schedule Controlling NCI Total

1. Total adjusted income . . . . . . . . . . . . . . . . . . . . . . $ 67,000c $ 16,750b $ 83,750a

2. NCI share of asset adjustments . . . . . . . . . . . . . . . 1,250 1,250

3. Taxable income (1.þ 2.) . . . . . . . . . . . . . . . . . . . $ 67,000 $ 18,000 $ 75,000

4. Tax (30%� 3.) . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,100 $ 5,400 $25,500
Net-of-tax share of income (1.� 4.) . . . . . . . . . . . . . $46,900 $11,350 $58,250

aShown on the subsidiary’s IDS as the internally generated income net of adjustments ($100,000þ $25,000�
$35,000� $6,250). Note: These are before-tax numbers.

b$83,750� 20%.
c$83,750� 80%.
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Worksheet 6-2

Nonaffiliated Group for Tax Purposes
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2018

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Cash 19,200 80,000

2 Inventory 170,000 150,000

3 Investment in Company S 504,000

4

5

6 Patent

7 Plant and Equipment 600,000 550,000

8 Accumulated Depreciation (410,000) (120,000)

9

10 Current Tax Liability (24,000) (18,000)

11 Deferred Tax Liability (13,140)

12

13 Common Stock—Company S (250,000)

14 Retained Earnings, January 1, 2018—Company S (350,000)

15

16

17

18 Common Stock—Company P (250,000)

19 Retained Earnings, January 1, 2018—Company P (510,450)

20

21

22 Sales (430,000) (240,000)

23 Cost of Goods Sold 280,000 150,000

24

25 Patent Amortization Expense

26 Depreciation Expense 20,000 10,000

27 Other Expenses 50,000 20,000

28 Provision for Income Tax 25,890 18,000

29 Subsidiary Income (31,500)

30 Total 0 0

31 Consolidated Net Income

32 NCI Share

33 Controlling Share

34 NCI

35 Controlling Retained Earnings

36 Total
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Worksheet 6-2 (see page 344)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

99,200 1

(EI) 16,000 304,000 2

(CY1) 31,500 3

(EL) 450,000 4

(D) 22,500 5

(D) 30,000 (A) 8,000 22,000 6

(F1) 40,000 1,110,000 7

(F1) 16,000 8

(F2) 8,000 (506,000) 9

(42,000) 10

(T1) 16,695 (T2) 4,539 (984) 11

12

(EL) 187,500 (62,500) 13

(EL) 262,500 (NCI) 7,500 14

(A) 1,500 (T1) 1,800 15

(F1) 6,000 16

(89,300) 17

(250,000) 18

(A) 4,500 19

(BI) 24,000 (T1) 14,895 20

(F1) 18,000 (478,845) 21

(IS) 100,000 (570,000) 22

(IS) 100,000 23

(EI) 16,000 (BI) 24,000 322,000 24

(A) 2,000 2,000 25

(F2) 8,000 22,000 26

70,000 27

(T2) 4,539 48,429 28

(CY1) 31,500 29

728,734 728,734 30

(105,571) 31

11,400 (11,400) 32

94,171 (94,171) 33

(163,200) (163,200) 34

(573,016) (573,016) 35

0 36
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Eliminations and Adjustments:

(CY1) Eliminate the parent’s entry recording its share of the current year’s subsidiary income. This step returns the investment account
to its balance on January 1, 2018.

(EL) Eliminate 75% of the January 1, 2018, subsidiary equity balances against the investment in Company S account.
(D) Record the NCI portion of excess of fair value over book value, distribute excess in investment account, and adjust patent to

fair value.
(A) Amortize the patent at an amount of $2,000 per year for the current and prior three years. Split retained earnings for prior

years—75% controlling retained earnings and 25% NCI.
(IS) Eliminate intercompany merchandise sales of $100,000 to avoid double-counting sale and purchase.
(BI) Reduce the cost of goods sold by the $24,000 of intercompany profit included in the beginning inventory.

Since the sale was made by the parent, the reduction of retained earnings is allocated only to the parent.
(EI) Reduce the ending inventory to its cost to the consolidated company by decreasing it $16,000, and increase the cost of goods

sold by $16,000.
(F1) Reduce retained earnings for the remaining undepreciated intercompany equipment gain on January 1, 2018.

Since the sale was by the subsidiary, the adjustment is allocated 25% to NCI and 75% to controlling retained earnings.
(F2) Adjust depreciation expense and accumulated depreciation for $8,000 over depreciation of equipment in current year.

This is the added depreciation caused by the $40,000 intercompany gain.
(T1) Adjust beginning retained earnings and create a deferred tax asset on consolidated prior-period adjustments as follows:

DTA/DTL adjustments:
To beginning retained earnings:

Subsidiary transactions:
Total
Tax

Parent
Share

Subsidiary
Share

Remaining fixed asset profit. . . . . . . . . . . . . . . . . . . . $ 24,000 $ 18,000 $ 6,000
Amortization of excess (patent, 75%� $6,000) . . . 4,500 4,500

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 28,500 $ 22,500 $ 6,000
1. First tax (30%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,550 6,750 1,800

Net income after tax . . . . . . . . . . . . . . . . . . . . . . . . . $ 19,950 $15,750 $ 4,200

2. 20%� 30%� $15,750. . . . . . . . . . . . . . . . . . . . $ 945 $ 945
3. Total tax (1.þ 2.) . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,495 $ 7,695 $ 1,800

Parent transactions:
Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . $ 24,000 $ 24,000
4. First tax (30%� $24,000) . . . . . . . . . . . . . . . . . . $ 7,200 $ 7,200
Total increase in DTA and retained earnings
(3. 1 4.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,695 $14,895 $1,800

(T2) Adjust current-year tax provision and adjust deferred tax asset for the effects of current-year income adjustments:

Subsidiary transactions:
Total
Tax

Parent
Share

Subsidiary
Share

Realized fixed asset profit . . . . . . . . . . . . . . . . . . . . . $ (8,000) $(6,000) $(2,000)
Amortization of excess (patent, 75%� $2,000) . . . 1,500 1,500

1. Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (6,500) $(4,500) $(2,000)
First tax (30%� 1.) . . . . . . . . . . . . . . . . . . . . . . . . . . $ (1,950) $(1,350) $ (600)
20%� 30� ($4,500� $1,350) first tax. . . . . . . . . (189) (189)

2. Total tax. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (2,139) $(1,539) $ (600)

Parent transactions:
Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . $(24,000)
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (8,000)
3. First tax (30%� $8,000) . . . . . . . . . . . . . . . . . . . $ (2,400) $(2,400)

Increase (decrease) in DTA (2. 1 3.) . . . . . . . . $ (4,539) $(3,939) $ (600)
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Subsidiary Company S Income Distribution
Amortizations . . . . . . . . . . . . . . . . . $2,000 Internally generated net income $ 60,000

Realized gain . . . . . . . . . . . . . . 8,000

Adjusted income before tax. . . . $ 66,000
Company S share of taxes

(see tax schedule below the
parent IDS schedule) . . . . . . . (19,950)

Net income . . . . . . . . . . . . . . . . $ 46,050
NCI share (see schedule). . . . . . 11,400

Controlling share. . . . . . . . . . . . $ 34,650

Parent Company P Income Distribution

Ending inventory profit . . . . . . . . . . $16,000 Internally generated net income $ 80,000
Beginning inventory profit . . . . . 24,000

Adjusted income before tax. . . . $ 88,000
Company P share of taxes

(30%� $88,000) . . . . . . . . . (26,400)

Company P net income . . . . . . . $ 61,600
Controlling share of subsidiary

net income (see schedule) . . . 34,650
Second tax on subsidiary income

(30%� 20%� $34,650) . . . (2,079)

Controlling interest . . . . . . . . . . $ 94,171

Subsidiary Tax Schedule Controlling NCI Total

1. Total adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $49,500 $16,500 $66,000
2. NCI share of asset adjustments . . . . . . . . . . . . . . . . . . . . . . 500 500

3. Taxable income (1.þ 2.) . . . . . . . . . . . . . . . . . . . . . . . . . . $49,500 $17,000 $66,500

4. Tax (30%� 3.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,850 $ 5,100 $19,950
Net-of-tax share of income (1.� 4.) . . . . . . . . . . . . . . . . . . . . $34,650 $11,400 $46,050
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UNDERSTANDING THE ISSUES

1. Par Company acquires 100% of the common stock of Sub Company for an agreed-
upon price of $900,000. The book value of the net assets is $700,000, which includes
$50,000 of subsidiary cash equivalents. Existing fixed assets have fair values greater
than their recorded book values. How will this transaction affect the cash flow state-
ment of the consolidated firm in the period of the purchase, if:

a. Par Company pays $900,000 cash to purchase the stock?
b. Par Company pays $500,000 cash and signs 5-year notes for $400,000? All Sub

Company shareholders receive notes.
c. Par Company exchanges only common stock with the shareholders of Sub Company?

2. What will be the effect of the above acquisition on cash flow statements prepared in
periods after the year of the purchase?

3. P Company acquires 80% of the common stock of S Company for an agreed-upon
price of $640,000. The fair value of the NCI is $160,000. The book value of the net
assets is $600,000, which includes $50,000 of subsidiary cash equivalents. Any excess
is attributable to goodwill. (A D&D schedule is suggested to properly calculate the
NCI.) How will this transaction affect the cash flow statement of the consolidated
firm in the period of the purchase, if:

a. P Company pays $640,000 cash to purchase the stock?
b. P Company pays $400,000 cash and signs 5-year notes for $240,000? 80% of the

Company S shareholders receives notes.
c. P Company exchanges only common stock with 80% of the shareholders of

Company S?

4. Company P has internally generated net income of $250,000 (excludes share of
subsidiary income). Company P has 100,000 shares of outstanding common stock.
Subsidiary Company S has a net income of $60,000 and 40,000 shares of outstanding
common stock. What is consolidated basic EPS, if:

a. Company P owns 100% of the Company S shares?
b. Company P owns 80% of the Company S shares?

5. Company P has internally generated net income of $200,000 (excludes share of subsidiary
income). Company P has 100,000 shares of outstanding common stock. Subsidiary Com-
pany S has a net income of $60,000 and 40,000 shares of outstanding common stock.
Company P owns 100% of the Company S shares. What is consolidated diluted EPS, if:

a. Company S has outstanding stock options for Company S shares, which cause a
dilutive effect of 2,000 additional shares of Company S shares?

b. Company S has outstanding stock options for Company P shares, which cause a
dilutive effect of 2,000 additional shares of Company P shares?

c. Company P has outstanding stock options for Company P shares, which cause a
dilutive effect of 2,000 additional shares of Company P shares?

6. Company S is an 80% owned subsidiary of Company P. For 2015, Company P reports
internally generated income before tax of $100,000. Company S reports an income
before tax of $40,000. A 30% tax rate applies to both companies. Calculate consoli-
dated net income (after taxes) and the distribution of income to the controlling and
noncontrolling interests, if:

a. The consolidated firm meets the requirements of an affiliated firm and files a
consolidated tax return.

b. The consolidated firm does not meet the requirements of an affiliated firm and
files separate tax returns. Assume an 80% dividend exclusion rate.
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7. Company S is an 80% owned subsidiary of Company P. On January 1, 2015, Company
P sells equipment to Company S at a $50,000 profit. Assume a 30% corporate tax rate
and an 80% dividend exclusion. The equipment has a 5-year life. The question is,
would taxes be paid on this profit and what adjustments (if needed) for the tax
would be made, if:

a. Companies P and S are an ‘‘affiliated firm’’ and file a consolidated tax return?
b. Companies P and S are not an ‘‘affiliated firm’’ and file separate tax returns?

EXERCISES

Exercise 1 (LO 1) Cash flow, cash payment, year of acquisition. Born Company
acquires an 80% interest in Roland Company for $660,000 cash on January 1, 2017. The NCI
has a fair value of $165,000. Any excess of cost over book value is attributed to goodwill. To
help pay for the acquisition, Born Company issues 5,000 shares of its common stock with a fair
value of $70 per share. Roland’s balance sheet on the date of the purchase is as follows:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000 Current liabilities . . . . . . . . . . . . . . $110,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . 140,000 Bonds payable . . . . . . . . . . . . . . . 100,000
Property, plant, and

equipment (net) . . . . . . . . . . . . . . . . .
Common stock ($10 par). . . . . . . . 200,000

550,000 Retained earnings . . . . . . . . . . . . . 300,000

Total assets . . . . . . . . . . . . . . . . . . . . . . $710,000 Total liabilities and equity . . . . . . . $710,000

Controlling share of net income for 2017 is $150,000, net of the noncontrolling interest of
$10,000. Born declares and pays dividends of $10,000, and Roland declares and pays dividends
of $5,000. There are no purchases or sales of property, plant, or equipment during the year.
Based on the following information, prepare a statement of cash flows using the indirect
method for Born Company and its subsidiary for the year ended December 31, 2017. Any sup-
porting schedules should be in good form.

Born Company
December 31,

2016

Consolidated
December 31,

2017

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000 $ 199,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 454,000
Property, plant, and equipment (net) . . . . . . . . . . . . . . . 800,000 1,230,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 325,000
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (160,000) (284,000)
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (300,000)
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . (174,000)
Controlling common stock ($10 par). . . . . . . . . . . . . . . (200,000) (250,000)
Controlling paid-in capital in excess of par . . . . . . . . . . (300,000) (600,000)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (460,000) (600,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0

Exercise 2 (LO 1) Cash flow, issue stock, year of purchase. Duckworth Corporation
purchases an 80% interest in Panda Corporation on January 1, 2017, in exchange for 5,000 Duck-
worth shares (market value of $18) plus $155,000 cash. The fair value of the NCI is proportionate
to the price paid by Duckworth for its interest. The appraisal shows that some of Panda’s equip-
ment, with a 4-year estimated remaining life, is undervalued by $20,000. The excess is attributed to
goodwill. Panda Corporation’s balance sheet on December 31, 2016 is shown on page 358.
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Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . $ 30,000 Current liabilities . . . . . . . . . . . . . . $ 30,000
Inventory . . . . . . . . . . . . . . . . . . . . 30,000 Long-term liabilities . . . . . . . . . . . . 40,000
Property, plant, and equipment . . . 300,000 Common stock ($10 par). . . . . . . . 150,000
Accumulated depreciation . . . . . . (90,000) Retained earnings . . . . . . . . . . . . . 50,000

Total assets. . . . . . . . . . . . . . . . . $270,000 Total liabilities and equity . . . . . $270,000

Comparative balance sheet data are as follows:

December 31, 2016
(Parent Only)

December 31, 2017
(Consolidated)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000 $ 95,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 84,200
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . 950,000 1,346,000
Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . (360,000) (575,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86,250
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (115,000)
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (130,000)
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . (63,250)
Controlling interest:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . (350,000) (400,000)
Additional paid-in capital in excess of par . . . . . . . . (50,000) (90,000)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . (170,000) (238,200)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0

The following information relates to the activities of the two companies for 2017:

a. Panda pays off $10,000 of its long-term debt.
b. Duckworth purchases production equipment for $76,000.
c. Consolidated net income is $103,200; the NCI’s share is $5,000. Depreciation expense taken

by Duckworth and Panda on their separate books is $92,000 and $28,000, respectively.
d. Duckworth pays $30,000 in dividends; Panda pays $15,000.

Prepare the consolidated statement of cash flows for the year ended December 31, 2017, for
Duckworth Corporation and its subsidiary, Panda Corporation.

Exercise 3 (LO 1) Cash flow, subsequent to year of purchase. Paridon Motors pur-
chases an 80% interest in Snap Battery Company on January 1, 2012, for $700,000 cash. At
that date, Snap Battery Company has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . $650,000

Any excess of cost over book value is attributed to goodwill. A statement of cash flows is
being prepared for 2015. For each of the following situations, indicate the impact on the cash
flow statement for 2015:

1. Adjustment resulting from the original acquisition of the controlling interest.
2. Snap Battery Company issues 2,000 shares of common stock for $90 per share on January 1,

2015. At the time, the stockholders’ equity of Snap Battery is $800,000. Paridon Motors
purchases 1,000 shares.

3. Paridon Motors purchases at 102, $100,000 of face value, 10% annual interest bonds issued
by Snap Battery Company at face value on January 1, 2013. Paridon purchases the bonds on
January 1, 2015.

358 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



4. Snap Battery purchases a production machine from Paridon Motors on July 1, 2015, for
$80,000. Paridon’s cost is $60,000, and accumulated depreciation is $20,000.

Exercise 4 (LO 3) Taxation as consolidated company. On May 1, 2016, Tole Com-
pany acquires a 80% interest in Marco Company for $400,000. The fair value of the NCI is
$100,000. The following determination and distribution of excess schedule is prepared:

Determination and Distribution of Excess Schedule

Implied
Company Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000 $400,000 $100,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 400,000 $400,000 $400,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $320,000 $ 80,000

Excess of fair value over book value . . . . . . . . . . . . . . . $100,000 $ 80,000 $ 20,000

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 debit D

Goodwill, applicable to the parent’s interest ($80,000), will be amortized over 15 years for
tax purposes only.

Tole Company and Marco Company have the following separate income statements for the
year ended December 31, 2018:

Tole
Company

Marco
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $750,000 $600,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . 440,000 350,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . $310,000 $250,000
Less other expenses . . . . . . . . . . . . . . . . . . . . . 250,000 140,000

Income before dividends . . . . . . . . . . . . . . . $110,000 $110,000
Dividends received . . . . . . . . . . . . . . . . . . . . . 17,500

Income before tax . . . . . . . . . . . . . . . . . . . . $127,500 $110,000

During 2018, Marco Company pays cash dividends of $25,000.
Prepare the entry to record income tax payable on each company’s books. Assume a 30%

corporate income tax rate.

Exercise 5 (LO 3) Consolidated taxation, intercompany profits. Deko Company pur-
chases an 80% interest in the common stock of Farwell Company for $850,000 on January 1, 2017.
At the time of the purchase, the total stockholders’ equity of Farwell is $968,750. The fair value of
the NCI is $212,500. The excess of cost over book value is attributed to a patent with a 10-year life.

During 2019, Deko Company and Farwell Company report the internally generated
income before taxes as shown on page 360.
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Deko
Company

Farwell
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000 $120,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (90,000)
Gain on machine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (20,000)

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 65,000 $ 10,000

Farwell Company sells goods to Deko Company for $50,000. Deko Company has $20,000
of Farwell Company’s goods in its beginning inventory and $6,000 of Farwell’s goods in its end-
ing inventory. Farwell Company sells goods to Deko Company at a gross profit of 40%.

Deko Company sells a new machine to Farwell Company on January 1, 2019, for $30,000.
The machine has a 5-year life, and its cost is $25,000. The affiliated group files a consolidated
tax return and is taxed at 30%.

Prepare a determination and distribution of excess schedule and a consolidated income
statement for 2019. Include income distribution schedules for both companies.

Exercise 6 (LO 4) Separate taxation, intercompany transactions. (This is the same as
Exercise 5 but with separate taxation.) Dunker Company purchases an 80% interest in the com-
mon stock of Fennig Company for $850,000 on January 1, 2017. The fair value of the NCI is
$212,500. At the time of the purchase, the total stockholders’ equity of Fennig is $968,750.
The price paid is $75,000 in excess of the book value of the controlling portion of Fennig
equity. The excess is attributed to a patent with a 10-year life.

During 2019, Dunker Company and Fennig Company report the following internally
generated income before taxes:

Dunker
Company

Fennig
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000 $120,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (90,000)
Gain on machine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (20,000)

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 65,000 $ 10,000

Fennig Company sells goods to Dunker Company for $50,000. Dunker Company has
$20,000 of Fennig Company’s goods in its beginning inventory and $6,000 of Fennig’s goods in
its ending inventory. Fennig Company sells goods to Dunker Company at a gross profit of 40%.

Dunker Company sells a new machine to Fennig Company on January 1, 2019, for
$30,000. The machine has a 5-year life, and its cost is $25,000. The companies file separate tax
returns. Both are subject to a 30% tax rate. Dunker receives an 80% dividend deduction.

Prepare a consolidated income statement for 2019. Include income distribution schedules
for both companies.

Exercise 7 (LO 4) Tax allocation with separate taxation. The separate income state-
ments of Coors Company and its 60% owned subsidiary, Vespa Company, for the year ended
December 31, 2017, are as follows:

Coors
Company

Vespa
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $520,000 $370,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . 350,000 180,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . $170,000 $190,000
Less operating expenses . . . . . . . . . . . . . . . . . 100,000 90,000

Operating income . . . . . . . . . . . . . . . . . . . . $ 70,000 $100,000
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Coors
Company

Vespa
Company

Subsidiary (dividend) income . . . . . . . . . . . . . 12,600

Income before tax . . . . . . . . . . . . . . . . . . . . $ 82,600 $100,000
Provision for income tax . . . . . . . . . . . . . . . . . 21,756 30,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . $ 60,844 $ 70,000

The following additional information is available:

a. Coors Company acquires its interest in Vespa Company on July 1, 2015. The excess of cost
over book value is attributable to machinery which is undervalued by a total amount of
$100,000. The remaining life of the machine is 20 years.

b. Vespa Company sells a machine to Coors Company on December 31, 2016, for $10,000.
This machine has a book value of $6,000 and an estimated future life of four years at the
purchase date. Straight-line depreciation is assumed.

c. Coors Company sells $15,000 worth of merchandise to Vespa Company during 2017.
Cooper sells its merchandise at a price that enables it to realize a gross profit of 25%.
Vespa Company has $2,000 worth of Coors merchandise in its ending inventory.

d. A corporate income tax rate of 30% is assumed.

Prepare the worksheet adjustments (in journal entry format) pertaining to the purchase cost
amortization and the intercompany transactions, and prepare the interperiod tax allocations
that result from the elimination of the intercompany transactions. The companies do not qual-
ify as an affiliated group under the tax code.

PROBLEMS

Problem 6-1 (LO 1) Cash flow, year subsequent to purchase. Marion Company is an
80% owned subsidiary of Lange Company. The interest in Marion is purchased on January 1,
2015, for $680,000 cash. The fair value of the NCI was $170,000. At that date, Marion has
stockholders’ equity of $650,000. The excess price is attributed to equipment with a 5-year life
undervalued by $50,000 and to goodwill.

The following comparative consolidated trial balances apply to Lange Company and its
subsidiary, Marion:

December 31,
2015

December 31,
2016

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 24,500
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 160,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 300,000
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . 3,030,000 3,450,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . (1,086,000) (1,292,000)
Investment in Charles Corporation (30%) . . . . . . . . . . 244,500
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 150,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . (117,000) (200,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (450,000)
Noncontrolling Interest . . . . . . . . . . . . . . . . . . . . . . . . (167,000) (179,000)
Controlling Interest:

Common Stock (par) . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000) (1,000,000)
Additional Paid-In Capital in Excess of Par . . . . . . . (650,000) (650,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . (396,000) (558,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

The 2016 information shown on page 362 is available for the Lange and Marion companies.
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a. Marion purchases equipment for $70,000.
b. Marion issues $350,000 of long-term bonds and later uses the proceeds to purchase a new

building.
c. On January 1, 2016, Lange purchases 30% of the outstanding common stock of Charles

Corporation for $230,000. This is an influential investment. Charles’s stockholders’ equity
is $700,000 on the date of the purchase. Any excess cost is attributed to equipment with a
10-year life. Charles reports net income of $80,000 in 2016 and pays dividends of $25,000.

d. Controlling share of consolidated income for 2016 is $262,000; the noncontrolling interest
in consolidated net income is $15,000. Lange pays $100,000 in dividends in 2016; Marion
pays $15,000 in dividends in 2016.

Prepare the consolidated statement of cash flows for 2016 using the indirect method. Any sup-
porting calculations (including a determination and distribution of excess schedule) should be
in good form.

Problem 6-2 (LO 1) Cash flow, year of partial noncash purchase. Billing Enterprises
purchases a 90% interest in the common stock of Rush Corporation on January 1, 2015, for an
agreed-upon price of $495,000. Billing issues $400,000 of bonds to Rush shareholders plus
$95,000 cash as payment. Rush’s balance sheet on the acquisition date is as follows:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . $ 60,000 Accounts payable . . . . . . . . . . . . . $ 45,000
Accounts receivable . . . . . . . . . . . 95,000 Long-term liabilities . . . . . . . . . . . . 120,000
Plant assets (net). . . . . . . . . . . . . . . 460,000 Common stock ($10 par). . . . . . . . 150,000

Retained earnings . . . . . . . . . . . . . 300,000

Total assets. . . . . . . . . . . . . . . . . $615,000 Total liabilities and equity . . . . . $615,000

Rush’s equipment is understated by $20,000 and has a remaining depreciable life of five
years. Any remaining excess is attributed to goodwill.

In addition to the bonds issued as part of the purchase, Billing sells additional bonds in the
amount of $100,000.

Consolidated net income for 2015 is $92,300. The controlling interest is $87,700, and the
noncontrolling interest is $4,600. Rush pays $10,000 in dividends to all shareholders, including
Billing Enterprises.

No plant assets are purchased or sold during 2015.
Comparative balance sheet data are as follows:

December 31, 2014
(Parent Only)

December 31, 2015
(Consolidated)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 82,000 $ 187,700
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 161,000
Plant assets (net). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 870,000 1,277,600
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (52,000) (80,000)
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (40,000)
Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . (58,600)
Controlling interest: . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . (200,000) (200,000)
Additional paid-in capital in excess of par . . . . . . . . (300,000) (300,000)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . (440,000) (527,700)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0

Prepare a consolidated statement of cash flows using the indirect method for the year ended
December 31, 2015. Supporting schedules (including a D&D schedule) should be in good form.

Required

Required
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Problem 6-3 (LO 1) Comprehensive cash flow, indirect method. Presented below are
the consolidated workpaper balances of Bush, Inc., and its subsidiary, Dorr Corporation, as of
December 31, 2016 and 2015:

Assets 2016 2015
Net Change
Incr. (Decr.)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 313,000 $ 195,000 $118,000
Marketable equity securities (at cost). . . . . . . . . . . . . 175,000 175,000 0
Allowance to reduce marketable equity securities to

market . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (13,000) (24,000) 11,000
Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . 418,000 440,000 (22,000)
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 595,000 525,000 70,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 385,000 170,000 215,000
Plant and equipment . . . . . . . . . . . . . . . . . . . . . . . . . 755,000 690,000 65,000
Accumulated depreciation . . . . . . . . . . . . . . . . . . . . (199,000) (145,000) (54,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 60,000 0

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,489,000 $2,086,000 $403,000

Liabilities and Stockholders’ Equity

Current portion of long-term note. . . . . . . . . . . . . . . . $ 150,000 $ 150,000 $ 0
Accounts payable and accrued liabilities . . . . . . . . . 595,000 474,000 121,000
Note payable, long-term . . . . . . . . . . . . . . . . . . . . . . 300,000 450,000 (150,000)
Deferred income taxes. . . . . . . . . . . . . . . . . . . . . . . . 44,000 32,000 12,000
Noncontrolling interest in net assets of subsidiary . . . 179,000 161,000 18,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . 580,000 480,000 100,000
Additional paid-in capital in excess of par . . . . . . . . 303,000 180,000 123,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 338,000 195,000 143,000
Treasury stock (at cost). . . . . . . . . . . . . . . . . . . . . . . . (36,000) 36,000

Total liabilities and stockholders’ equity . . . . . . . . $2,489,000 $2,086,000 $ 403,000

Additional information:

a. On January 20, 2016, Bush, Inc., issues 10,000 shares of its common stock for land having
a fair value of $215,000.

b. On February 5, 2016, Bush reissues all of its treasury stock for $44,000.
c. On May 15, 2016, Bush pays a cash dividend of $58,000 on its common stock.
d. On August 8, 2016, equipment is purchased for $127,000.
e. On September 30, 2016, equipment is sold for $40,000. The equipment costs $62,000 and

has a net book value of $34,000 on the date of the sale.
f. On December 15, 2016, Dorr Corporation pays a cash dividend of $50,000 on its common

stock.
g. Deferred income taxes represent timing differences relating to the use of accelerated

depreciation methods for income tax reporting and the straight-line method for financial
reporting.

h. Net income for 2016 is as follows:

Controlling interest in consolidated net income. . . . . . . . . . . . . . . . $201,000
Dorr Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000

i. Bush, Inc., owns 70% of Dorr Corporation. There is no change in ownership interest in
Dorr during 2015 and 2016. There are no intercompany transactions other than the
dividend paid to Bush by its subsidiary.
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Prepare the statement of cash flows for the consolidated company using the indirect method. A
cash analysis worksheet should be prepared to aid in the development of the statement. Any
other supporting schedules should be in good form.

Problem 6-4 (LO 2) Consolidated EPS. On January 1, 2016, Peanut Corporation acquires
an 80% interest in Sunny Corporation. Information regarding the income and equity structure
of the two companies as of the year ended December 31, 2018, is as follows:

Peanut
Corporation

Sunny
Corporation

Internally generated net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $55,000 $56,000
Common shares outstanding during the year . . . . . . . . . . . . . . . . . . . . . . 20,000 12,000
Warrants to acquire Peanut stock, outstanding during the year . . . . . . . . 2,000 1,000
5% convertible (into Sunny’s shares), $100 par preferred shares,

outstanding during the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Nonconvertible preferred shares outstanding . . . . . . . . . . . . . . . . . . . . . . 1,000

Additional information is as follows:

a. The warrants to acquire Peanut stock are issued in 2017. Each warrant can be exchanged for
one share of Peanut common stock at an exercise price of $12 per share.

b. Each share of convertible preferred stock can be converted into two shares of Sunny com-
mon stock. The preferred stock pays an annual dividend totaling $4,000. Peanut owns 60%
of the convertible preferred stock.

c. The nonconvertible preferred stock is issued on July 1, 2018, and pays a 6-month dividend
totaling $500.

d. Relevant market prices per share of Peanut common stock during 2018 are as follows:

Average

First quarter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10
Second quarter . . . . . . . . . . . . . . . . . . . . . . . . . . 12
Third quarter . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13
Fourth quarter . . . . . . . . . . . . . . . . . . . . . . . . . . . 16

Compute the basic and diluted consolidated EPS for the year ended December 31, 2018. Use
quarterly share averaging.

Problem 6-5 (LO 3) Consolidated income statement, affiliated firm for tax. On
January 1, 2015, Dawn Corporation exchanges 12,000 shares of its common stock for an 80%
interest in Mercer Company. The stock issued has a par value of $10 per share and a fair value
of $25 per share. On the date of purchase, Mercer has the following balance sheet:

Common stock ($2 par) . . . . . . . . . . . . . . . . . . . . $ 20,000
Paid-in capital in excess of par . . . . . . . . . . . . . . 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . $170,000

On the purchase date, Mercer has equipment with an 8-year remaining life that is underva-
lued by $100,000. Any remaining excess cost is attributed to goodwill.

There are intercompany merchandise sales. During 2016, Dawn sells $20,000 of merchan-
dise to Mercer. Mercer sells $30,000 of merchandise to Dawn. Mercer has $2,000 of Dawn
goods in its beginning inventory and $4,200 of Dawn goods in its ending inventory. Dawn has
$2,500 of Mercer goods in its beginning inventory and $3,000 of Mercer goods in its ending
inventory. Dawn’s gross profit rate is 40%; Mercer’s is 25%.

Required

Required
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On July 1, 2015, Dawn sells a machine to Mercer for $90,000. The book value of the
machine on Dawn’s books is $50,000 at the time of the sale. The machine has a 5-year remain-
ing life. Depreciation on the machine is included in expenses.

The consolidated group meets the requirements of an affiliated group under the tax law and
files a consolidated tax return. The corporate tax rate is 30%. The original purchase is not struc-
tured as a nontaxable exchange.

Dawn uses the cost method to record its investment in Mercer. Since Mercer has never paid
dividends, Dawn has not recorded any income on its investment in Mercer. The two companies
prepare the following income statements for 2016:

Dawn
Corporation

Mercer
Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000 $600,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 375,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000 $225,000
Less expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 185,000

Income before tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 120,000 $ 40,000

Prepare a determination and distribution of excess schedule. Prepare the 2016 consolidated net
income in schedule form. Include eliminations and adjustments. Provide income distribution sche-
dules to allocate consolidated net income (after tax) to the controlling and noncontrolling interests.

Problem 6-6 (LO 3) Worksheet, consolidated taxation, simple equity, inventory,

land. On January 1, 2015, Pepper Company purchases 80% of the common stock of Salty
Company for $270,000. On this date, Salty has total owners’ equity of $300,000. The excess of
cost over book value is due to goodwill. For tax purposes, goodwill is amortized over 15 years.

During 2015, Pepper appropriately accounts for its investment in Salty using the simple
equity method.

During 2015, Pepper sells merchandise to Salty for $50,000, of which $10,000 is held by
Salty on December 31, 2015. Pepper’s gross profit on sales is 40%.

During 2015, Salty sells some land to Pepper at a gain of $10,000. Pepper still holds the
land at year-end. Pepper and Salty qualify as an affiliated group for tax purposes and, thus, will
file a consolidated tax return. Assume a 30% corporate income tax rate.

The following trial balances are prepared on December 31, 2015:

Pepper
Company

Salty
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 198,000 200,000
Investment in Salty Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 302,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000 100,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000) (60,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000) (50,000)
Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (100,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (320,000) (150,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000) (300,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 180,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 80,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000)
Gain on Sale of Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Required
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Prepare a consolidated worksheet for Pepper Company and subsidiary Salty Company for the
year ended December 31, 2015. Include the determination and distribution of excess schedule
and the income distribution schedules.

Problem 6-7 (LO 3) Worksheet, consolidated taxation, simple equity, inventory,

fixed asset sale. On January 1, 2015, Pillar Company purchases an 80% interest in Stark
Company for $890,000. On the date of acquisition, Stark has total owners’ equity of $800,000.
Buildings, which have a 20-year life, are undervalued by $200,000. The remaining excess of
cost over book value is attributable to goodwill. For tax purposes only, goodwill is amortized
over 15 years.

On January 1, 2015, Stark sells equipment, with a net book value of $60,000, to Pillar for
$100,000. The equipment has a 5-year remaining life. Straight-line depreciation is used.

During 2017, Pillar sells $70,000 worth of merchandise to Stark. As a result of these inter-
company sales, Stark holds beginning inventory of $40,000 and ending inventory of $30,000.
At December 31, 2017, Stark owes Pillar $8,000 from merchandise sales. Pillar has a gross
profit rate of 50%.

Neither company has provided for income tax. The companies qualify as an affiliated group
and, thus, will file a consolidated tax return based on a 30% corporate tax rate. The original
purchase is not a nontaxable exchange.

Trial balances of Pillar and Stark as of December 31, 2017, are as follows:

Pillar
Company

Stark
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 208,600 380,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 150,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 80,000
Investment in Stark . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,098,000
Plant and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 900,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (350,000) (300,000)
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (205,000) (150,000)
Deferred Tax Liability (goodwill amortization) . . . . . . . . . . . . . . . . . . . . . . (3,600)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000) (300,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (950,000) (700,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (550,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 430,000 320,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 120,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (48,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare a consolidated worksheet based on the trial balances. Include a provision for income
tax, a determination and distribution of excess schedule, and income distribution schedules.

Use the following information for Problems 6-8 and 6-9:
On January 1, 2015, Parson Company acquires an 80% interest in Solar Company for
$500,000. Solar had the following balance sheet on the date of acquisition:

Solar Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . . $ 60,000 Accounts payable . . . . . . . . . . . $ 70,000
Inventory . . . . . . . . . . . . . . . . . . 80,000 Bonds payable . . . . . . . . . . . . . 100,000

Required

Required
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Assets Liabilities and Equity

Land. . . . . . . . . . . . . . . . . . . . . . 120,000 Common stock. . . . . . . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . . 250,000 Paid-in capital in excess

of par. . . . . . . . . . . . . . . . . . . 190,000Accumulated depreciation . . . . (50,000)
Equipment . . . . . . . . . . . . . . . . . 120,000 Retained earnings . . . . . . . . . . . 170,000
Accumulated depreciation . . . . (70,000)
Goodwill . . . . . . . . . . . . . . . . . . 30,000

Total assets. . . . . . . . . . . . . . . $540,000 Total liabilities and equity . . . $540,000

Buildings, which have a 20-year life, are undervalued by $70,000. Equipment, which
has a 5-year life, is undervalued by $50,000. Any remaining excess of cost over book value
is attributable to goodwill, which has a 15-year life for tax purposes only.

Problem 6-8 (LO 3) Worksheet, consolidated taxation, simple equity, inventory,

fixed asset sale. Refer to the preceding facts for Parson’s acquisition of Solar common stock.
Parson uses the simple equity method to account for its investment in Solar. During 2016, Solar
sells $30,000 worth of merchandise to Parson. As a result of these intercompany sales, Parson
holds beginning inventory of $12,000 and ending inventory of $16,000 of merchandise
acquired from Solar. At December 31, 2016, Parson owes Solar $6,000 from merchandise sales.
Solar has a gross profit rate of 30%.

On January 1, 2015, Parson sells equipment having a net book value of $50,000 to Solar for
$80,000. The equipment has a 5-year useful life and is depreciated using the straight-line
method.

Neither company has provided for income tax. The companies qualify as an affiliated group
and, thus, will file a consolidated tax return based on a 40% corporate tax rate. The original
purchase is not a nontaxable exchange.

On December 31, 2016, Parson and Solar have the following trial balances:

Parson
Company

Solar
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,080 54,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,600 90,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000 90,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 150,000
Investment in Solar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 567,200
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000) (70,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 120,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (115,000) (90,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (70,000) (40,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Deferred Tax Liability (goodwill amortization) . . . . . . . . . . . . . . . . . . . . . (2,880)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (190,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (622,400) (222,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (890,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,000 220,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 10,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (33,600)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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1. Prepare a determination and distribution of excess schedule.
2. Prepare a consolidated worksheet for the year ended December 31, 2016. Include a provi-

sion for income tax and income distribution schedules.

Problem 6-9 (LO 3) Worksheet, consolidated taxation, simple equity, inventory,

fixed asset sale, later year. Refer to the preceding facts for Parson’s acquisition of Solar
common stock. Parson uses the simple equity method to account for its investment in Solar.
During 2017, Solar sells $40,000 worth of merchandise to Parson. As a result of these intercom-
pany sales, Parson holds beginning inventory of $16,000 and ending inventory of $10,000 of
merchandise acquired from Solar. At December 31, 2017, Parson owes Solar $8,000 from mer-
chandise sales. Solar has a gross profit rate of 30%.

During 2017, Parson sells $60,000 worth of merchandise to Solar. Solar holds $15,000 of
this merchandise in its ending inventory. Solar owes $10,000 to Parson as a result of these inter-
company sales. Parson has a gross profit rate of 40%.

On January 1, 2015, Parson sells equipment having a net book value of $50,000 to Solar for
$80,000. The equipment has a 5-year useful life and is depreciated using the straight-line
method.

On January 1, 2017, Solar sells equipment to Parson at a profit of $25,000. The equipment
has a 5-year useful life and is depreciated using the straight-line method.

Neither company has provided for income tax. The companies qualify as an affiliated group
and, thus, will file a consolidated tax return based on a 40% corporate tax rate. The original
purchase is not a nontaxable exchange.

On December 31, 2017, Parson and Solar have the following trial balances:

Parson
Company

Solar
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,760 80,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,600 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000 120,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 150,000
Investment in Solar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 604,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (290,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 120,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (140,000) (100,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000) (40,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Deferred Tax Liability (goodwill amortization) . . . . . . . . . . . . . . . . . . . . . . . (5,760)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (190,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (747,000) (238,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (950,000) (400,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000 250,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 10,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 176,000 75,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Gain on Sale of Fixed Asset. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (57,600)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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1. Prepare a determination and distribution of excess schedule.
2. Prepare a consolidated worksheet for the year ended December 31, 2017. Include a provi-

sion for income tax and income distribution schedules.

Problem 6-10 (LO 4) Worksheet, separate tax, simple equity, inventory, fixed

asset sale. On January, 1, 2015, Perko Company acquires 70% of the common stock of
Solan Company for $385,000 in a taxable combination. On this date, Solan has total owners’
equity of $422,000, including retained earnings of $222,000. The excess of cost over book
value is attributable to goodwill.

During 2015 and 2016, Solan Company reports the following information:

2015 2016

Net income before taxes . . . . . . . . . . . . . . $40,000 $40,000
Dividends. . . . . . . . . . . . . . . . . . . . . . . . . . 0 30,000

During 2015 and 2016, Perko appropriately accounts for its investment in Solan using the
simple equity method, including income tax effects.

On January 1, 2016, Perko holds merchandise acquired from Solan for $10,000. During
2016, Solan sells merchandise to Perko for $60,000, of which $20,000 is held by Perko on
December 31, 2016. Solan’s usual gross profit on affiliated sales is 30%.

On December 31, 2015, Perko sells some equipment to Solan, with a cost of $40,000 and a
book value of $18,000. The sales price is $39,000. Solan is depreciating the equipment over a
3-year life, assuming no salvage value and using the straight-line method.

Perko and Solan do not qualify as an affiliated group for tax purposes and, thus, will
file separate tax returns. Assume a 30% corporate tax rate and an 80% dividends received
deduction.

The following trial balances are prepared by Perko and Solan on December 31, 2016:

Perko
Company

Solan
Company

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 282,576 295,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 85,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 90,000
Investment in Solan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 422,800
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 200,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 80,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,000) (20,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (80,000)
Current Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (31,260) (24,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Discount (premium) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Deferred Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,268)
Common Stock—Solan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000)
Paid-In Capital in Excess of Par—Solan. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (190,000)
Retained Earnings—Solan. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000)
Common Stock—Perko . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Paid-In Capital in Excess of Par—Perko. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Retained Earnings—Perko. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (590,000) (370,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000 220,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 8,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 12,000

(continued)
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Perko
Company

Solan
Company

Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000 50,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Provision for Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,352 24,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (39,200)
Dividends Declared—Solan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Dividends Declared—Perko . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Note:
Provision for income taxes (Perko):

Current ($100,000� 30%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000
Solan dividends ($21,000� 20%� 30%). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,260

$31,260
Current deferred taxes [($39,200� $21,000)� 20%� 30%]. . . . . . . . . . . . . . . . . . . 1,092

Provision for income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $32,352

Deferred tax liability (Perko):
Current deferred taxes [($39,200� $21,000)� 20%� 30%]. . . . . . . . . . . . . . . . . . . $1,092
Change in Solan retained earnings [70%� ($250,000� $222,000)� 20%� 30%] 1,176

Deferred tax liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,268

Prepare a consolidated worksheet for Perko Company and subsidiary Solan Company for the
year ended December 31, 2016. Include the determination and distribution of excess schedule
and the income determination schedules.

Use the following information for Problems 6-11 and 6-12:
On January 1, 2015, Penske Company acquires an 80% interest in Stock Company for
$450,000. Stock has the following balance sheet on the date of acquisition:

Stock Company
Balance Sheet

January 1, 2015

Assets Liabilities and Equity

Accounts receivable . . . . . . . . $ 60,000 Accounts payable . . . . . . . . . . $ 70,000
Inventory . . . . . . . . . . . . . . . . . 80,000 Bonds payable . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . 120,000 Common stock. . . . . . . . . . . . . 10,000
Buildings . . . . . . . . . . . . . . . . . 250,000 Paid-in capital in excess

of par. . . . . . . . . . . . . . . . . . 190,000Accumulated depreciation . . . (50,000)
Equipment . . . . . . . . . . . . . . . . 120,000 Retained earnings . . . . . . . . . . 170,000
Accumulated depreciation . . . (70,000)
Goodwill . . . . . . . . . . . . . . . . . 30,000

Total assets. . . . . . . . . . . . . . $540,000 Total liabilities and equity . . $540,000

Buildings, which have a 20-year life, are undervalued by $100,000. Equipment,
which has a 5-year life, is undervalued by $50,000. Any remaining excess of cost over
book value is attributable to goodwill.
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Problem 6-11 (LO 4) Worksheet, separate tax, simple equity, inventory, fixed

asset sale, analyze price. Refer to the preceding facts for Penske’s acquisition of Stock
common stock. Penske uses the simple equity method to account for its investment in Stock.
During 2016, Stock sells $30,000 worth of merchandise to Penske. As a result of these inter-
company sales, Penske holds beginning inventory of $12,000 and ending inventory of $16,000
of merchandise acquired from Stock. At December 31, 2016, Penske owes Stock $6,000 from
merchandise sales. Stock has a gross profit rate of 30%.

On January 1, 2015, Penske sells equipment having a net book value of $50,000 to Stock
for $90,000. The equipment has a 5-year useful life and is depreciated using the straight-line
method.

Penske and Stock do not qualify as an affiliated group for tax purposes and, thus, will file
separate tax returns. Assume a 40% corporate tax rate and an 80% dividends received exclusion.

On December 31, 2016, Penske and Stock have the following trial balances:

Penske
Company

Stock
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,400 53,200
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,600 90,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000 90,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 120,000
Investment in Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 503,120
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000) (70,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 120,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (115,000) (90,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (70,000) (40,000)
Current Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (82,640) (16,800)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Deferred Tax Liability (see note below) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,250)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (190,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (617,683) (221,200)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (890,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480,000 220,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 10,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Provision for Income Tax (see note below). . . . . . . . . . . . . . . . . . . . . . . . . . . 83,613 16,800
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,160)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Note:
Provision for income taxes (Penske):

Current ($205,000� 40%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $82,000
Stock dividends ($8,000� 20%� 40%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 640

$82,640
Current deferred taxes [($20,160� $8,000)� 20%� 40%] . . . . . . . . . . . . . . . . . . . . 973*

Provision for income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $83,613
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Deferred tax liability (Penske):
Current deferred taxes [($20,160� $8,000)� 20%� 40%] . . . . . . . . . . . . . . . . . . . . $ 973*
Change in Stock retained earnings [80%� ($221,200� $170,000)� 20%� 40%] 3,277*

Deferred tax liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,250

*Differences due to rounding.

1. Prepare a value analysis and a determination and distribution of excess schedule.
2. Prepare a consolidated worksheet for the year ended December 31, 2016. Include a provi-

sion for income tax and income distribution schedules.

Problem 6-12 (LO 4) Worksheet, separate tax, simple equity, inventory, fixed

asset sale, analyze price, later year. Refer to the preceding facts for Penske’s acquisition
of Stock common stock. Penske accounts for its investment in Stock using the simple equity
method, including income tax effects. During 2017, Stock sells $40,000 worth of merchandise
to Penske. As a result of these intercompany sales, Penske holds beginning inventory of $16,000
and ending inventory of $10,000 of merchandise acquired from Stock. At December 31, 2017,
Penske owes Stock $8,000 from merchandise sales. Stock has a gross profit rate of 30%.

During 2017, Penske sells $60,000 worth of merchandise to Stock. Stock holds $15,000 of
this merchandise in its ending inventory. Stock owes $10,000 to Penske as a result of these inter-
company sales. Penske has a gross profit rate of 40%.

On January 1, 2015, Penske sells equipment having a net book value of $50,000 to Stock
for $90,000. The equipment has a 5-year useful life and is depreciated using the straight-line
method.

On January 1, 2017, Stock sells equipment to Penske at a profit of $25,000. The equipment
has a 5-year useful life and is depreciated using the straight-line method.

Penske and Stock do not qualify as an affiliated group for tax purposes and, thus, will file
separate tax returns. Assume a 40% corporate tax rate and an 80% dividends received exclusion.

On December 31, 2017, Penske and Stock have the following trial balances:

Penske
Company

Stock
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,760 78,400
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,600 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000 120,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 120,000
Investment in Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 529,680
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000 250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (290,000) (80,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 120,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (140,000) (100,000)
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000) (40,000)
Current Tax Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (64,240) (28,800)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Deferred Tax Liability (see note below) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6,375)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (10,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (190,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (739,230) (236,400)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (950,000) (400,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000 250,000
Depreciation Expense—Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000
Depreciation Expense—Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 10,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 176,000 75,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
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Penske
Company

Stock
Company

Gain on Sale of Fixed Asset. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,000)
Provision for Income Taxes (see note below) . . . . . . . . . . . . . . . . . . . . . . . . . 66,365 28,800
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (34,560)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Note:
Provision for income taxes (Penske):

Current ($159,000� 40%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $63,600
Stock dividends ($8,000� 20%� 40%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 640

$64,240
Current deferred taxes [($34,560� $8,000)� 20%� 40%] . . . . . . . . . . . . . . . . . . . . . . . . 2,125a

Provision for income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $66,365

Deferred tax liability (Penske):
Current deferred taxes [($34,560� $8,000)� 20%� 40%] . . . . . . . . . . . . . . . . . . . . $2,125a

Change in Stock retained earnings [80%� ($236,400� $170,000)� 20%� 40%] 4,250a

Deferred tax liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,375

aDifferences due to rounding.

1. Prepare a value analysis and a determination and distribution of excess schedule.
2. Prepare a consolidated worksheet for the year ended December 31, 2017. Include a provi-

sion for income tax and income distribution schedules.
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7
C H A P T E R

7

1
O B J E C T I V E

Consolidate a subsidiary

when a parent purchases

stock directly from the

subsidiary.

Special Issues in Accounting
for an Investment in a Subsidiary

This chapter considers several issues concerning the acquisition and sale of a parent’s interest
in a subsidiary. The first concern is special purchase situations. A parent may purchase its con-
trolling interest directly from the subsidiary at the time of original issue. Procedures also are
developed for parent ownership interests that are acquired in a series of separate purchases
over time.

This chapter then will consider the issues involved when a parent company sells all or a por-
tion of its controlling interest in a subsidiary. Not only must the sale be properly recorded, but
special care must also be taken in accounting for any portion of the investment retained.

The final equity concern of the chapter is the procedure needed in consolidation when the
subsidiary has preferred stock in its equity structure. An apportionment of retained earnings
may be needed in order to properly account for the parent’s interest in common stock. If the
parent owns any subsidiary preferred stock, it must be treated as retired in the consolidation
process.

The chapter concludes with an appendix that provides the consolidation procedures needed
when a worksheet is used to produce only a consolidated balance sheet. These procedures are
really only of concern when preparing for the CPA Exam. The Exam may use this approach to
save time and space. It is not a worksheet that is used in practice since the accountant must pre-
pare a consolidated income statement, a consolidated statement of retained earnings, and a con-
solidated balance sheet. There would be no practical reason to use a worksheet for only one of
the three statements.

PARENT ACQUISITION OF STOCK DIRECTLY
FROM SUBSIDIARY
A parent company may organize a new corporation and supply all of the common stock equity
funds in exchange for all of the newly organized company’s common stock. Since the newly
formed corporation receives the funds directly, there will be no difference between the price
paid for the shares and the equity in assets acquired. Thus, the determination and distribution
of excess (D&D) schedule will show no excess of cost over book value or excess of book value
over cost.

Learning Objectives

When you have completed this chapter, you should be able to

1. Consolidate a subsidiary when a parent purchases stock directly from the subsidiary.

2. Account for purchases of additional shares of a subsidiary by the parent.

3. Demonstrate the accounting procedures for a complete or partial sale of the investment in a
subsidiary.

4. Explain the issues surrounding preferred stock in the equity structure of the subsidiary, and
follow the procedures used when the parent owns subsidiary preferred stock.

5. Solve balance-sheet-only problems (CPA Exam issue). (Appendix)
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In other cases, the parent company will allow the newly organized subsidiary to sell a por-
tion of the shares to persons outside the consolidated group. If the shares are sold to outsiders at
a price equal to the price paid by the parent, the cost and book value again will be equal.
However, if a price greater or less than the price paid by the parent is charged to outside
parties, an excess of cost or book value will result. This excess occurs because the total price
paid by the parent will not equal its ownership interest multiplied by the total subsidiary
common stockholders’ equity. Normally, the excess of cost is recorded as goodwill, and an
excess of book value is recorded as a gain.

An existing corporation might sell a sufficient number of new shares to grant a controlling
interest to the buying company. For example, assume Company S had the following equity bal-
ances prior to a sale of shares to Company P:

Common stock ($10 par, 10,000 shares). . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . 150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . 220,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . $470,000

Assume Company S sells 30,000 additional shares directly to Company P at $50 per share, for a
total of $1,500,000. Subsequent to the sale, the equity balances of Company S appear as follows:

Common stock ($10 par, 40,000 shares). . . . . . . . . . . . . . . . $ 400,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . 1,350,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . $1,970,000

A determination and distribution of excess schedule must be prepared for this investment as
it would be for any acquisition of a controlling interest. There is no direct connection between
the price paid and the interest in subsidiary equity received. It is assumed that the NCI shares
are also worth $40 per share. The monies paid become a part of the subsidiary’s total equity.
The interest purchased is a 75% interest (30,000 of 40,000 shares) in the total equity after the
sale of the new shares, not a 100% interest in the funds provided by the specific sale of the new
shares purchased by the parent. The following determination and distribution of excess sche-
dule would be prepared for the interest purchased by the parent:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(75%)

NCI
Value
(25%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . $2,000,000* $1,500,000 $ 500,000

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . $ 400,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . 1,350,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . 220,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . $1,970,000 $1,970,000 $1,970,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . 75% 25%

Book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,477,500 $ 492,500

Excess of fair value over book value . . . . . . . . . . . . . $ 30,000 $ 22,500 $ 7,500

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000 debit D

*$1,500,000/75%
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The excess would be distributed to identifiable accounts using normal purchase rules. Any
remaining excess, as in this example, would be considered goodwill.

R E F L E C T I O N
� The purchase of a controlling interest directly from the subsidiary still requires the

preparation of a D&D schedule.

Parent Purchase of Additional Subsidiary Shares

Chapter 2 included consideration of a situation where a potential parent company may own less
than a controlling interest in another company and then buy additional shares to obtain con-
trol. The previously owned shares are adjusted to fair values and are combined with the newly
acquired shares to create a single D&D schedule for the combined set of shares.

The current concern is that of a parent company that already owns a controlling interest in
a subsidiary Company B and then purchases additional shares. For example, Company P may
already own a 60% interest in a subsidiary and already be consolidating its financial statements
since it has control over Company S. If Company P acquires another 20% interest, how is it
accounted for? The purchase is viewed as the retirement of existing outstanding shares by the
consolidated entity. Since the consolidated firm is a single reporting entity, the reacquisition of
parent or subsidiary shares is a reduction of total equity.

Applying the retirement theory means that the rules for retirement are the same as for any
retirement of shares.

^ There can never be an income statement gain or loss.
^ If the price paid to reacquire the shares is less than their book value, there is a credit to paid-

in capital in excess of par from retirement.
^ If the price paid to reacquire the shares exceeds their book value, the debit first is used to

reduce existing paid-in capital in excess of par from retirement and the balance is a debit to
Retained Earnings.

The guidance for these rules comes form FASB ASC 505-30-30. The complication in
applying this approach is that you cannot compare the price paid for the reacquired shares to
the subsidiary book value. Instead, the price paid has to be compared to the NCI value as
established on the day control was achieved, less any amortizations of excess calculated on
the date of acquisition.

As an example, assume that Company P purchased its original 60% (6,000 shares) control-
ling interest in Company S on January 1, 2015, for $126,000. On that date, Company S had
the following balance sheet:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . . . $ 50,000 Liabilities . . . . . . . . . . . . . . . . . . $ 40,000
Equipment (net) . . . . . . . . . . . . . 150,000 Common stock ($10 par,

10,000 shares) . . . . . . . . . . . 100,000
Retained earnings . . . . . . . . . . . 60,000

Total assets. . . . . . . . . . . . . . . $200,000 Total liabilities and equity . . . $200,000

Assume that equipment has a fair value of $180,000 with a 5-year remaining life. Any
remaining excess is attributed to goodwill. The D&D schedule shown on page 378 would be
prepared for the 60% purchase.

2
O B J E C T I V E

Account for purchases of

additional shares of a

subsidiary by the parent.
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Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(60%)

NCI
Value
(40%)

Fair value of subsidiary . . . . . . . . . . . . . . . . $210,000* $126,000 $ 84,000

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . 60,000

Total stockholders’ equity. . . . . . . . . . . $160,000 $160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . 60% 40%

Book value . . . . . . . . . . . . . . . . . . . . . . . . . . $ 96,000 $ 64,000

Excess of fair value over book value . . . . . . $ 50,000 $ 30,000 $ 20,000

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000 $ 6,000 5 debit D1
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 debit D2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000

*$126,000/60% (assumes value of NCI is proportionate to price paid by parent)

On January 1, 2017, Company P acquired another 2,000 shares from NCI shareholders for
$25 each, for a total of $50,000. Further assume that the Company S retained earnings on that
date was $100,000, a $40,000 increase since the date of the purchase of the original 60% inter-
est. The difference between the $50,000 price paid and the January 1, 2017, NCI balance is the
adjustment of parent company equity caused by the acquisition of the shares. The following
analysis is prepared for the new 20% interest:

Price paid for 20% interest, 50% of then existing 40% NCI . . . . . . . . . . $50,000
Less book value of NCI interest purchased:

Common stock ($10 par, 2,000 shares) . . . . . . . . . . . . . . . . . . . . . . . $ 20,000
Retained earnings, January 1, 2017 (20%� $100,000) . . . . . . . . . 20,000

Total book value of interest purchased . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Excess of cost over book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000

Excess attributed to change in NCI:
Original excess cost for company . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Amortizations to date (2 years� $6,000) . . . . . . . . . . . . . . . . . . . . . (12,000)

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 38,000
NCI adjustment applicable to shares purchased . . . . . . . . . . . . . . . . . � 20% 7,600

Balance, adjustment to parent paid-in capital in excess of par (unless
there is none, then adjustment is to parent retained earnings) . . . . . . $ 2,400

This $2,400 adjustment becomes a part the distribution of the excess on future worksheets.
This adjustment to the parent’s paid-in capital in excess of par would be made on each subse-
quent consolidated worksheet.

The additional worksheet procedures that arise from this piecemeal acquisition are shown in
Worksheet 7-1 on pages 400 to 401. The trial balances of Companies P and S are shown as they
would appear on December 31, 2017. The investment in Company S account is based on the use
of the simple equity method during the current and previous years. The December 31, 2017,
balance was determined as shown on page 379.

Worksheet 7-1: page 400
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Cost of 60% investment (January 1, 2015) . . . . . . . . . . . . . . . . . . . . . $ 126,000
Add equity share of change in Company S retained earnings as of

January 1, 2013:
Balance, January 1, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Balance, January 1, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Increase in retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000 3 60%¼ 24,000
Cost of 20% investment (January 1, 2017) . . . . . . . . . . . . . . . . . . . . . 50,000
Add equity share of Company S 2017 net income (80%� $35,000) 28,000

Investment account balance, December 31, 2017 . . . . . . . . . $228,000

In journal entry form, the eliminations are as follows:

(CY) Eliminate current-year entries to record subsidiary income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

(EL) Eliminate 80% of subsidiary equity against investment account:
Common Stock—(Company S) . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2017—Company S . . . . . . . . . 80,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

(D/NCI) Distribute excess on 2015, 60% investment and the NCI
adjustment:

(D1) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
(D2) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Retained Earnings—Company S (for NCI) . . . . . . . . . . . . . . 20,000

(A1) Adjust depreciation on equipment for 60% purchase:
Retained Earnings—Company P (2 years� 60%� $6,000). . 7,200
Retained Earnings—Company S (2 years� 40%� $6,000). . 4,800
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . 18,000

(D3) Distribute excess on 2017, 20% investment:
Retained Earnings—Company S (NCI) . . . . . . . . . . . . . . . . . . . 7,600
Retained Earnings—Company P (adjustment for retirement). . . 2,400

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

The correctness of the $7,600 debit to NCI is confirmed as follows:

NCI adjustment on January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Depreciation adjustment (2 years� $6,000� 40% NCI share) . . . . . . . . . . . . (4,800)

Balance on January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,200
½ of 40% NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 50%

Applicable to 20% total retired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,600

The consolidated net income of $79,000 is distributed to the controlling and noncontrol-
ling interests as shown in the income distribution schedules (IDS) that accompany Worksheet
7-1. The $6,000 amortization of excess attributed to equipment depreciation is a debit on the
subsidiary’s IDS.

When investment blocks are carried at cost, each investment must be converted separately
to its simple equity balance as of the beginning of the year. For each investment, the adjustment
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is based on the change in subsidiary retained earnings between the date of acquisition of the
individual investment and the beginning of the current year.

The determination and distribution of excess schedule for the second purchase should con-
sider existing unrealized intercompany profits recorded by the subsidiary. Suppose the subsidi-
ary of the previous example sold merchandise to the parent during 2016, and a $2,000
subsidiary profit is included in the parent’s ending inventory of merchandise and in the subsidi-
ary retained earnings. In theory, the determination and distribution of excess schedule prepared
for the 20% investment purchased on January 1, 2017, should reflect the unrealized gross profit
on sales applicable to the 20% interest purchased. Thus, the determination and distribution of
excess schedule would be revised to distribute the excess as follows:

Excess of cost over book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Excess attributed to change in NCI:

Original excess cost for company . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Amortizations to date (2 years� $6,000) . . . . . . . . . . . . . . . . . . . (12,000)

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 38,000
NCI adjustment applicable to shares purchased . . . . . . . . . . . . . . . � 20% $7,600

Adjustment for unrealized inventory profit ($2,000� 20%). . . . . . . . (400) 7,200

Balance, adjustment to parent paid-in capital in excess of par (unless
there is none, then adjustment is to parent retained earnings) . . . . $ 2,800

The deferred gross profit on the inventory sale means that the NCI just acquired is over-
stated since the profit already is included in retained earnings. The decrease in the equity
acquired increases the excess of cost over book value and increases the negative impact of the
retirement on equity.

The following entry would distribute the revised excess on the 2017 worksheet:

Retained Earnings—Company S (NCI) . . . . . . . . . . . . . . . . . . . . . . . . . . 7,600
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800

Deferred Gross Profit on Inventory Sale . . . . . . . . . . . . . . . . . . . . . . . . 400
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

The following elimination for the $2,000 profit in the beginning inventory then would be
made:

Retained Earnings—Controlling Interest (60% interest at time of original sale). . . 1,200
Retained Earnings—NCI (20%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
Deferred Gross Profit on Inventory Sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

Cost of Goods Sold (beginning inventory). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

In practice, the concept of materiality often will prevail, and the above procedure may not
be followed. The determination and distribution of excess schedule may not recognize the
deferred inventory profit, which will result in the lesser debit to Retained Earnings. Under this
practical approach, worksheets for periods subsequent to the second purchase will ignore the
deferred profit existing on the purchase date and will distribute the retained earnings adjust-
ment according to the ownership percentages existing at the time the worksheet is prepared. In
this example, the 20% profit applicable to the inventory on the second purchase date would be
allocated to the parent with the following adjustment on the worksheet:

Retained Earnings—Controlling Interest (80%) . . . . . . . . . . . . . . . . . . . . . . 1,600
Retained Earnings—NCI (20%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

Cost of Goods Sold (beginning inventory). . . . . . . . . . . . . . . . . . . . . . . . 2,000
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R E F L E C T I O N
� The acquisition of additional shares of a subsidiary is viewed as the retirement of those

shares.

� When control already exists at the time the parent purchases another block of subsidiary

stock, a second D&D schedule is prepared. The purpose of the schedule is to determine

the impact of the ‘‘retirement’’ on controlling equity.

SALE OF PARENT’S INVESTMENT
IN COMMON STOCK
A parent may sell some or all of its subsidiary interest. When control is lost through the sale of
enough shares to fall below the 50% interest generally required for consolidated reporting, a
gain or loss on the transaction is recorded. There may be other subsidiary stock sales where the
parent reduces its percentage interest but still has control after the sale. Such a sale is considered
to be the sale of the shares to NCI shareholders.

Sale of Entire Investment

The sale of the entire investment in a subsidiary terminates the need for consolidated financial
statements. In fact, when a sale occurs during the parent’s fiscal year, the results of the subsidiary
operations prior to the sale date are not consolidated. In recording the sale of the investment in
a subsidiary, the accountant’s primary concern is to adjust the carrying value of the investment
so that the correct dollar effect on the sale can be recorded. The results of the subsidiary’s opera-
tions up to the date of sale must be reported in one of two ways: (a) the net results of operations
as a separate line item in the determination of income from continuing operations or (b) as a
disposal of a component of an entity.

The accountant must determine if the sale of the investment in a subsidiary constitutes a
disposal of a component of an entity. FASB ASC 205-20-20 states:

A component of an entity comprises operations and cash flows that can be clearly distinguished,
operationally and for financial reporting purposes, from the rest of the entity. A component of
an entity may be a reportable segment or an operating segment, a reporting unit, a subsidiary,
or an asset group.1

Not all subsidiaries qualify as components of an entity. For example, a parent may own sev-
eral subsidiaries engaged in mining coal. If one subsidiary is sold, that would not constitute a
sale of a component on an entity since the parent still is involved in coal mining. When the sale
of a subsidiary qualifies as a disposal of a component of an entity, both the gain or loss on the
sale and the results of operations for the period are shown net of tax in a separate discontinued
operations section of the income statement. When the sale does not qualify as a disposal of a
component on an entity, the gain or loss and the results of operations for the period usually are
shown on the income statement as a part of the normal recurring operations.

The complexities of properly recording the sale of an entire subsidiary investment are shown
in the following example. Suppose Company P purchased an 80% interest in Company S on
January 1, 2015, for $250,000, and the determination and distribution of excess schedule was
prepared as shown on page 382.

3
O B J E C T I V E

Demonstrate the accounting

procedures for a complete

or partial sale of the

investment in a subsidiary.

1 FASB ASC 205-20-20 Presentation of Financial Statements—Discontinued Operations—Glossary (Norwalk, CT).
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Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . $312,500 $250,000 $ 62,500

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . 150,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . $250,000 $250,000 $250,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000 $ 50,000

Excess of fair value over book value . . . . . . . . $ 62,500 $ 50,000 $ 12,500

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000 5 5,000 debit D1
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500 debit D2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 62,500

Company S earned $40,000 in 2015 and $25,000 in 2016. Company P sells the entire 80%
interest on January 1, 2017, for $320,000. Assuming the use of the simple equity method,
Company P’s separate statements reflect the following:

Purchase price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Share of subsidiary income, 2015, 80%� $40,000. . . . . . . . . . . . . . . . . . . . . . . . 32,000
Share of subsidiary income, 2016, 80%� $25,000. . . . . . . . . . . . . . . . . . . . . . . . 20,000

Investment in Company S, December 31, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . $302,000

The investment account and the parent’s January 1, 2017, retained earnings balance reflect
a $52,000 increase as a result of subsidiary operations in 2015 and 2016. On this basis, it
appears that there is an $18,000 gain on the sale of the investment ($320,000 selling price less
$302,000 simple-equity-adjusted cost). This result does not agree, however, with the consoli-
dated financial statements prepared for 2015 and 2016, which included as expenses the amorti-
zations of excess required by the determination and distribution of excess schedule. The parent’s
share of subsidiary income appeared as follows in the consolidated statements:

2015 2016 Total

Share of subsidiary income to Company P (80%) . . . . . . . . . . . . . . . . $32,000 $20,000 $52,000
Less amortization of excess of cost of investment over book value:
Adjustment for depreciation on equipment: ($25,000 ‚ 5¼ $5,000

per year)� 80% interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000) (4,000) (8,000)

Net increase in Company P income due to ownership of Company S
investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28,000 $16,000 $44,000

Thus, while Company P’s investment account shows a $52,000 share of Company S
income, the consolidated statements reflect only $44,000, the difference being caused by the
$8,000 of amortizations indicated by the determination and distribution of excess schedule.
Clearly, the recording of the sale of the parent’s interest must be based on the $44,000 share of
income, since that amount of income is shown on the prior income statements of the consoli-
dated company. Before recording the sale of the investment, Company P must adjust its books
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to be consistent with prior consolidated statements. In other words, it must adjust its invest-
ment to show the balance under the sophisticated equity method. The entry needed will adjust
the January 1, 2017, retained earnings account on the separate books of the parent to the
December 31, 2016, balance of the controlling interest in retained earnings shown on the con-
solidated statements. The adjusting entry on the books of Company P is as follows:

Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

To adjust the investment account and Company P retained earnings
account for the parent’s share of amortizations made on past
consolidated statements.

If the sophisticated equity method was used, the amortizations would be reflected already in
the investment account and no adjustment would be needed.

Under either equity method, the entry to record the sale then would be as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000
Investment in Company S ($302,000 – $8,000) . . . . . . . . . . . . . . . . 294,000
Gain on Disposal of Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000

To record the gain on the sale of the 80% interest in Company S.

Note that the $8,000 adjusting entry for the past years’ amortizations of excess normally
would have been made on the consolidated worksheet for 2017. However, since there will be no
further consolidations, the adjustment must be made directly on Company P’s books. The gain
(net of tax) on the disposal of the subsidiary will appear as a separate item on the income state-
ment for 2017 if the sale of the subsidiary meets the criteria for a disposal of a component on an
entity.

Since there will no longer be a consolidation, the NCI adjustments will no longer be made.
The former subsidiary company will report as an independent entity, and its equity balances will
not be affected by the prior adjustments that were required as part of the consolidation process.

In this example, if Company P had used the cost method, the investment account still
would be shown at the original cost of $250,000. It then would be necessary to update the
investment and retained earnings accounts on the separate books of Company P to include its
$44,000 (net of amortizations) share of subsidiary income for 2015 and 2016. This adjustment
would allow the accounts of the parent on January 1, 2017, to conform to past consolidated
statements. The following entries would be made on the books of Company P to record the sale
of the parent’s 80% interest:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . 44,000

To record the parent’s share of subsidiary income as shown on
prior years’ consolidated statements.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000
Investment in Company S ($250,000þ $44,000). . . . . . . . . . . . . . . 294,000
Gain on Disposal of Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000

It also is necessary to adjust the investment account for any unrealized intercompany gains
and losses. These profits would have been deferred in the most recent consolidated statement,
but under the cost or simple equity method they are not reflected in the investment account.
Again, we must adjust the investment account to reflect the income reported in past consoli-
dated statements. Suppose the parent had on hand at the sale date inventory on which the sub-
sidiary recorded a $1,000 profit. Since the parent owns an 80% interest, the adjusting entry on
the day the investment is sold would be as follows:

Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
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Assume the investment in the previous example was sold for $320,000 on July 1, 2017, and
Company S reported income of $12,000 for the first six months of 2017. Since Company S will
not be a part of the consolidated group at the end of the period, the results of its operations will
not be consolidated with those of the parent. Therefore, the parent must record its share of sub-
sidiary income for the current period to the date of disposal. The parent’s net share of subsidiary
income would be calculated on a basis consistent with past consolidated statements, as follows:

Share of subsidiary income for first six months to Company P (80%) . . . . . . . . . . . . $ 9,600
Less amortization of excess of cost over book value that would have been made on

consolidated statements:
Equipment depreciation adjustment ($5,000 per year�½ year� 80% interest) (2,000)

Net share of subsidiary income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,600

The parent would proceed to record the July 1, 2017, sale of its subsidiary investment as
follows:

1. Assuming the past use of the simple equity method, the parent’s investment account on Jan-
uary 1, 2017, is adjusted to reflect the amortizations made on past consolidated statements
(as calculated on page 382).

Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

2. The parent’s share of subsidiary income for the partial year is recorded. This amount is the
$7,600 income net of amortizations (as calculated above).

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,600
Investment income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,600

3. The sale of the investment for $320,000 is recorded.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 301,600
Gain on Disposal of Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,400

The adjusted cost of the investment is determined as follows:

Original cost, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Simple equity income adjustments for 2015 and 2016 . . . . . . . . . . . . . . . . . . . . . . . . 52,000
Amortization of excess (entry 1) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)
Share of Company S income for six months (entry 2) . . . . . . . . . . . . . . . . . . . . . . . . . . 7,600

Net cost, July 1, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $301,600

Sale of Portion of Investment

The sale of a portion of an investment in a subsidiary requires unique treatment, depending on
whether effective control is lost as a result of the sale. Special procedures must also be used when
a sale of a partial interest occurs during a reporting period.

Loss of Control. A parent may sell a portion of its investment in a subsidiary so that it loses con-
trol. This situation may occur for foreign subsidiaries when the foreign government passes a law
forbidding control of its companies by nonresidents. Such a sale also may be made to avoid con-
solidating affiliated companies. For example, a parent company may not want to include in its
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statements, the results of financing units that have large amounts of debt. If control is lost, con-
solidation procedures no longer will apply. This situation would require that the parent com-
pany books be adjusted to make them consistent with prior consolidated statements. Exactly
the same adjusting entries as in the immediately preceding section are needed to adjust the par-
ent’s investment account. Note that the adjustments are made for the entire interest previously
owned, not just the portion sold. If, in the preceding example, Company P sells one-half instead
of all of its 80% interest, the investment account should be adjusted for the entire 80% interest
in past and current years’ subsidiary income, net of amortizations. The 40% interest sold must
be adjusted to properly record the sale, and the 40% interest retained also must be adjusted,
since it no longer will be consolidated. Past adjustments that would be handled as part of the
annual consolidation process now must be made directly to the investment account, so that the
investment remaining conforms with FASB ASC 323, Investments—Equity Method and Joint
Ventures. The sophisticated equity method should be applied to remaining interests of 20% or
more.2

If one-half of Company P’s investment of the preceding section is sold for $160,000 on
July 1, 2017, the following entries would be recorded:

1. Assuming the past use of the simple equity method, the parent’s investment account
on January 1, 2017, is adjusted to reflect the amortizations made on past consolidated
statements.

Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

2. The parent’s share of subsidiary income for the partial year is recorded. This amount is the
$7,600 income net of amortizations.

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,600
Operating Income of Former Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . 7,600

3. The sale of one-half of the investment for $160,000 is recorded. The resulting gain is always
ordinary income and never a gain from a ‘‘discontinued segment.’’

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000
Investment in Company S (½ of $301,600 adjusted cost

calculated on page 384) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,800
Gain on Sale of Investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,200

The remaining 40% investment will not be consolidated. It will be accounted for as an
‘‘influential’’ investment under the sophisticated equity method.

Control Retained. A parent company may sell a portion of its investment in a subsidiary but
still have an interest that provides control even after the sale. For example, assume that on
January 1, 2015, a parent purchased from outside parties 8,000 of the total 10,000 shares of a
subsidiary. On January 1, 2017, the parent sold 2,000 shares and thereby lowered its percentage
of ownership to 60%. Since the parent still had control, the 2,000 shares were sold, in essence,
to NCI shareholders. Such a sell-down is considered to be a sale of additional shares to NCI
shareholders. The parent has chosen to sell subsidiary shares, instead of parent shares, to raise
additional equity capital. There can be no income statement gains or losses resulting from
any stock issuances by the consolidated entity. This transaction would impact only paid-in
capital in excess of par.

To illustrate the recording of such a partial sale, return to the example for which a determination
and distribution of excess schedule was prepared on page 382. Assume that on January 1, 2017,
Company P sells 2,000 subsidiary shares to lower its total interest to 60%. Only the portion of the
investment account sold is to be adjusted to the sophisticated equity method to allow the

2 ASC 323-10-15-8, Investments, Equity Method and Joint Ventures, FASB (Norwalk, CT).
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proper recording of the sale. The 60% remaining interest need not be adjusted on Company
P’s books since all amortization adjustments on the 60% interest will be made on future conso-
lidated statements. The adjustment of the 20% interest on the separate books of Company P
must agree with the treatment of that interest in prior consolidated statements. Assuming the
use of the simple equity method, the portion of the investment sold must be adjusted for its
share of the past amortizations made on consolidated statements. The annual amortization of
the excess attributable to the equipment is $5,000. The amount applicable to the 20% interest
sold is 20% of $5,000, or $1,000 per year. The adjustment for the prior two years would be as
follows:

Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

To adjust for amortizations made on previous consolidated statements
for the portion of the subsidiary investment sold.

To record the sale of the investment, the parent would remove from its books one-fourth of
the simple-equity-adjusted cost of January 1, 2017, as follows:

Simple equity adjusted cost of investment (page 382). . . . . . . . . . . . . . . . $302,000
� 25%

¼ of 80% interest sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,500
Less amortizations of excess on 20% interest . . . . . . . . . . . . . . . . . . . . . . (2,000)
Adjusted investment balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 73,500

If the sale price is greater than $73,500, then an increase in the paid-in capital in excess of
par would be recorded, as shown in the following entry to record the sale of the investment for
$80,000:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Investment in Company S [(¼� $302,000) – $2,000

amortization adjustment] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 73,500
Paid-In Capital in Excess of Par, Company P . . . . . . . . . . . . . . . . . . . . . . 6,500

If the sale price is less than $73,500, then a reduction of the paid-in capital in excess of par
would be recorded. If there is not an adequate amount of paid-in capital in excess of par,
Retained Earnings is debited.

If the parent in the previous example had used the cost method, only the portion of the
investment sold would be adjusted to the sophisticated equity method on the parent’s books.
The analysis on page 382 shows that the parent’s 80% share of income for 2015 and 2016 was
$44,000 on a consolidated basis, net of amortizations. The interest sold must be adjusted by
one-fourth (20% out of 80%) of $44,000, or $11,000. The remaining 60% will be adjusted in
future worksheets. The entry to adjust the 20% interest would be as follows:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

To adjust for the parent’s share of past consolidated income
pertaining to the interest sold.

The parent then would proceed to record the sale of the investment for $80,000 as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Investment in Company S (¼ of original $250,000 costþ $11,000

equity income) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 73,500
Paid-In Capital in Excess of Par, Company P . . . . . . . . . . . . . . . . . . . . . . 6,500
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Intraperiod Sale of a Partial Interest. When a sale of an interest during the reporting period
does not result in loss of control, careful analysis is needed to ensure that the worksheet adheres
to consolidation theory. Referring to the situation on pages 385–386, assume Company P sells
one-fourth of its 80% interest for $80,000 on July 1, 2017, and subsidiary income for the first
half of the year is $12,000. Assuming the use of the simple equity method, the parent would
adjust its own investment and the beginning-of-year retained earnings accounts for the amorti-
zations of excess cost recorded on the prior years’ consolidated worksheets. The adjustment
would be recorded as follows:

Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

To record 20% of the $10,000 amortizations for 2015 and 2016.

A parent using the cost method would adjust the retained earnings for the subsidiary income,
net of amortizations, for 2015 and 2016 (1/4� $44,000 income on a consolidated basis).

Next, the parent would calculate its share of subsidiary income for the first half of 2017
applicable to the 20% interest sold and adjusted for partial-year amortizations of excess relating
to that portion of the investment as follows:

Income on 20% interest in Company S sold (20%� $12,000) . . . . . . . . . . . . . . . . . . . . . . . $2,400
Less amortizations of excess of cost over book value that would be

necessary on consolidated statements:
Equipment depreciation adjustment ($5,000 per year�½ year�

20% interest sold) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500)

Net share of income on interest sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,900

The parent then would make a sophisticated equity method adjustment for this income and
record the sale as follows:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900

To record share of first six months’ subsidiary income applicable to the
20% interest sold and adjusted for partial-year amortizations of excess
relating to that portion of the investment.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Investment in Company S [(¼� $302,000) – $2,000 amortizationsþ

$1,900 income] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,400
Paid-In Capital in Excess of Par—Company P . . . . . . . . . . . . . . . . . . . . . . . . . 4,600

To record sale of 20% interest in subsidiary.

The sale of a partial interest that does not result in loss of control requires special procedures
on the consolidated worksheet for the period in which the sale occurs. Worksheets of later peri-
ods would not include any complications resulting from the sale. In Worksheet 7-2 on pages
404 to 405, the following should be noted:

1. The investment in Company S account reflects its simple equity balance on December 31, 2017,
for the remaining 60% interest held. The balance is computed as follows:

December 31, 2016, balance applicable to remaining (60%) interest held at
year-end, 3=4� $302,000. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $226,500

Add 60% of subsidiary reported income of $30,000* for 2017 . . . . . . . . . . . . . . 18,000

Simple equity balance, December 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $244,500

*This is for all of 2017 and includes the $12,000 reported in the first half of the year.

Worksheet 7-2: page 404
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2. The balance in Paid-In Capital in Excess of Par—Company P is the increase in equity from
the parent’s ¼ interest sold.

3. The balance in Subsidiary Income includes 60% of the subsidiary’s $30,000 2017 income,
plus the $1,900 earned on the 20% interest prior to its sale.

In journal entry form, the eliminations are as follows:

(NCI) Transfer income on interest sold to NCI and record
amortizations of excess on interest sold:

Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900
Income Sold to NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900

(CY) Eliminate current-year entries to record subsidiary income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

(EL) Eliminate subsidiary equity against investment account on 60%
investment still owned:

Common Stock—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Retained Earnings, January 1, 2017—Company S . . . . . . . . . 129,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . 189,000

(D)/(NCI) Distribute excess and NCI adjustment:
(D1) Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
(D2) Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500

Investment in Company S (60% of original total excess on
D&D) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500

Retained Earnings—Company S (NCI) (40% of original total
excess on D&D) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

(A) Adjust depreciation on equipment:
Retained Earnings—Company P (2 years� $5,000� 60%

remaining interest) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Retained Earnings—Company S (2 years� $5,000� 40%

current NCI) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . 15,000

Carefully study the income distribution schedules for Worksheet 7-2. The NCI receives its
40% interest in subsidiary adjusted income of $25,000 for the entire year, but there is a deduc-
tion for the income purchased from the parent for the first six months. The parent company
income distribution schedule claims 60% of the subsidiary income for the entire year plus a
20% interest in the first six months’ income.

If the parent had used the cost method, there would be few changes in Worksheet 7-2. Entry
(NCI) would be unchanged; however, an entry would be needed to convert the remaining 60%
interest to the simple equity method at the beginning of the year. Entry (CY) would not be
applicable since there would be no current-year equity adjustment to reverse. Remaining entries
would remain the same.

Complications Resulting from Intercompany Transactions. When a sale of subsidiary stock
results in loss of control, the parent should adjust its investment account on the date of the sale for
its share of unrealized subsidiary gains and losses resulting from intercompany transactions. When
control is not lost as the result of a sale of subsidiary shares, the adjustment on the consolidated
worksheet for unrealized gains and losses resulting from previous intercompany transactions need
be recorded only as it applies to the interest sold. The remaining controlling interest’s share of
these gains and losses can be adjusted on subsequent consolidated worksheets. On these work-
sheets, retained earnings adjustments for unrealized gains and losses would be distributed accord-
ing to the relative ownership interests existing on the dates the worksheets are prepared.
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R E F L E C T I O N
� When the parent’s entire investment in a subsidiary is sold, the investment must be

adjusted to the sophisticated equity method to properly record the gain or loss. The gain

or loss may qualify as a gain or loss on a discontinued operation.

� If a portion of the investment in a subsidiary is sold and control is lost, the entire

investment is still adjusted to the sophisticated equity method. This allows the correct

gain or loss to be calculated on the interest sold. The remaining investment is also then

restated at the sophisticated equity balance.

� If a portion of the investment in a subsidiary is sold, but control is retained, only the block

sold is adjusted to the sophisticated equity balance. This allows the correct calculation of

the increases or decreases of the parent’s paid-in capital in excess of par resulting from

the sale of the interest. The remaining investment will still be consolidated and may be

accounted for under the cost, equity, or sophisticated equity method. Special procedures

are needed for the current-year portion of income on the interest sold.

SUBSIDIARY PREFERRED STOCK
The existence of preferred stock in the capital structure of a subsidiary complicates the calcula-
tion of a parent’s claim on subsidiary retained earnings, both at the time of acquisition and in
the preparation of subsequent consolidated statements. In previous examples, the subsidiary
had only common stock outstanding, so that all retained earnings were associated with common
stock, and the parent had a claim on subsidiary retained earnings in proportion to its ownership
interest. When a subsidiary has preferred stock outstanding, however, the preferred stock also
may have a claim on retained earnings. This claim may be caused by a liquidation value in
excess of par value and/or by participation and cumulative dividend rights. When these condi-
tions exist, the retained earnings must be divided between the preferred and common stock-
holder interests.

Once retained earnings are allocated between the common and preferred stockholders, the
intercompany investments can be eliminated. The investment in subsidiary common stock
account will be eliminated against the total equity claim of the common stockholders. If there is
an investment in subsidiary preferred stock account, it will be eliminated against the preferred
stockholders’ total equity.

Determination of Preferred Shareholders’ Claim on Retained Earnings

The allocation of the retained earnings to the preferred and common stockholder interests is
accomplished by employing the procedures used to calculate the book value of preferred and
common stock. Although typically covered in intermediate accounting, the topic will be
reviewed briefly in the following paragraphs.

The preferred shareholders’ claim on retained earnings equals the claim they would have if
the company was dissolved. In addition to the par value of the preferred shares, there may be a
stipulated liquidation value in excess of par and/or dividend preferences. In the rare case of a
liquidation value in excess of par, an amount equal to the liquidation bonus (liquidation value
less par value) must be segregated from retained earnings as a preferred shareholder claim.
Liquidation values should not be confused with paid-in capital in excess of par, which results
from the sale of preferred shares. Such paid-in capital is not available to preferred shareholders
in liquidation and is not part of the book value of preferred shares. Instead, it becomes part of
the total paid-in capital in excess of par that is available to common shareholders.

In addition to a liquidation bonus, there must be an analysis of any cumulative and/or parti-
cipation clauses applicable to the preferred stock. Other than the effect of a liquidation bonus,
if the preferred stock is noncumulative and nonparticipating, the preferred stockholders would

4
O B J E C T I V E

Explain the issues

surrounding preferred stock

in the equity structure of the

subsidiary, and follow the

procedures used when the

parent owns subsidiary

preferred stock.
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have no claim and all the retained earnings attach to the common stock. However, if there are
preferred shareholder claims resulting from cumulative and/or participation clauses, these
claims reduce the retained earnings applicable to the common stock. For example, if the pre-
ferred stock is noncumulative but fully participating, the retained earnings are allocated pro rata
according to the total par or stated values of the preferred and common stock. If the preferred
stock is cumulative but nonparticipating and, for example, has two years’ dividends in arrears, a
claim on retained earnings equal to the two years of dividends exists, although there is no liabi-
lity to pay the preferred dividends until a dividend is declared.

When preferred stock is both cumulative and fully participating, the arrearage for prior peri-
ods is met first. The remaining retained earnings are allocated pro rata according to the total par
values of the preferred and common stock. When preferred stock is cumulative and participat-
ing but no dividends are in arrears, the analysis is the same as if the preferred stock were non-
cumulative but participating.

When preferred stock is cumulative and limited in participation to a percentage of par
value, the arrearage for prior periods is met first and is excluded from the limited participation.
The lesser of a pro rata share of the remaining retained earnings or the limiting percentage of
the preferred stock’s par value is allocated to the preferred claim. Any retained earnings remain-
ing after this allocation are assigned to the common stock.

Apportionment of Retained Earnings

Additional procedures are required when a subsidiary with preferred stock that has liquidation
and/or dividend preferences is consolidated, even if none of the preferred shares are owned by
the parent. In this situation, allocation of retained earnings to the preferred and common stock
is as follows:

1. The determination and distribution of excess schedule prepared as of the date of the parent’s
investment in common stock must include only that portion of retained earnings that is
allocable to the common stock on the purchase date.

2. Periodic equity adjustments for the parent’s investment in common stock are made only for
the common shareholders’ claim on income. The preferred shareholders’ claim on the cur-
rent year’s income, including dividends paid or accumulated and any participation rights for
the current year, must be deducted to arrive at income available to common shareholders.
When the cost method is used, the worksheet’s simple equity conversion adjustment is made
for the parent’s share of change in the retained earnings applicable to common stock since
the date of acquisition.

3. Subsidiary retained earnings must be allocated between preferred and common stockholders
on consolidated worksheets. The parent’s investment in common stock account then is
eliminated against the parent’s pro rata share of only the equity attaching to common stock.

To illustrate these procedures, assume Company S has the following stockholders’ equity on
January 1, 2017, the date on which Company P purchases an 80% interest in the common
stock for $150,000:

Preferred stock ($100 par, 6% cumulative) . . . . . . . . . . . . . . . . $100,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $280,000

The preferred stock has a liquidation value equal to par value, and dividends are two years
in arrears as of January 1, 2017. Company S assets have a fair value equal to book value. Any
excess purchase price is attributable to goodwill. The determination and distribution of excess
schedule would be prepared as shown on page 391.
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Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $187,500 $150,000 $ 37,500

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Preferred dividends in arrears (2 yrs.� $6,000). . . . . . . . . (12,000)

Total common equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $168,000 $168,000 $168,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $134,400 $ 33,600

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . . . $ 19,500 $ 15,600 $ 3,900

Adjustment of identifiable accounts:
Adjustment Worksheet Key

Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 19,500 debit D

Assume that income is exactly $25,000 per year in future years and no dividends are paid.
Each year, the following entry would be made by Company P using the simple equity method
of accounting for its subsidiary investment:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,200
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,200

To adjust for 80% of Company S income applicable to common stock
($25,000 reported income – $6,000 cumulative claim of preferred stock)

Worksheet 7-3, pages 408 to 409, is a consolidated financial statements worksheet for the
year ended December 31, 2019 (3 years subsequent to the purchase). The investment in
Company S common stock account includes the original cost of the investment plus three years
(3 � $15,200 ¼ $45,600) of simple equity adjustments for income and dividends. The work-
sheet is unique in that it subdivides the subsidiary retained earnings into two parts: one for the
common portion and one for the preferred portion of retained earnings. Entry (PS) of
Worksheet 7-3 accomplishes this apportionment.

In journal entry form, the eliminations are as follows:

(PS) Distribute portion of retained earnings to preferred stockholders as
of January 1, 2019 (original arrearages totaling $12,000 plus
$12,000 for 2017 and 2018):

Retained Earnings, January 1, 2019—Company S . . . . . . . . . . . . . 24,000
Retained Earnings Allocated to Preferred Stock, January 1,

2019—Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

(CY) Eliminate current-year entries to record subsidiary income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,200

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,200

Worksheet 7-3: page 408

(continued)
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(EL) Eliminate subsidiary common stock equity against investment in
common stock account:

Common Stock, Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2019—Company S . . . . . . . . . . . . . 84,800*

Investment in Common Stock of Company S . . . . . . . . . . . . . . . . . 164,800
*(Retained earnings of $130,000 – $24,000 allocated to preferred stock)� 80%.

(D) Distribute excess on 80% investment in common stock:
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,500

Investment in Common Stock of Company S . . . . . . . . . . . . . . . . . 15,600
Retained Earnings—Company S (NCI) . . . . . . . . . . . . . . . . . . . . . 3,900

This division of retained earnings is only for worksheet purposes; the subsidiary will main-
tain only one retained earnings account.

After the eliminations and adjustments are completed, the resulting consolidated net
income of $175,000 is allocated as shown in the income distribution schedules. Since none of
the preferred stock is owned by controlling shareholders, the NCI receives all applicable pre-
ferred income plus 20% of the income allocable to common stock. It should be observed that
the NCI column, as well as the NCI shown on a formal balance sheet, includes the NCI in both
preferred and common shares.

The worksheet just analyzed can handle all types of subsidiary preferred stockholder claims.
Once the claim is determined, with supporting calculations, it can be isolated in a separate
worksheet account, Retained Earnings Allocated to Preferred Stock.

When a parent uses the cost method to record its investment in a subsidiary, slightly differ-
ent worksheet procedures are used. In the previous illustration, if Company P had used the cost
method, the investment account still would be at the $150,000 original cost. In addition, there
would be no subsidiary income shown, and the January 1, 2019, retained earnings of Company
P would not reflect the 2017 and 2018 simple equity adjustments. As described earlier, a
conversion to the simple equity method is made on the worksheet. Since the beginning-of-the-
period investment balance is needed for elimination, the equity adjustment converts the invest-
ment account to the January 1, 2019, balance, as follows:

Retained earnings, January 1, 2019—Company S . . . . . . . . . . . . . . . . . . $130,000
Less four years’ arrearage of preferred dividends . . . . . . . . . . . . . . . . . . . . 24,000

Retained earnings applicable to common stock,
January 1, 2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $106,000

Retained earnings, January 1, 2017—Company S . . . . . . . . . . . . . . . . . . $ 80,000
Less two years’ arrearage of preferred dividends . . . . . . . . . . . . . . . . . . . . 12,000

Retained earnings applicable to common stock,
January 1, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000

Increase in common stock portion of retained earnings . . . . . . . . . . . . . . . $ 38,000

Controlling interest (80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,400

The conversion (CV) entry for $30,400 would debit the investment account and credit the
Company P retained earnings account. The investment account now would be stated at its
simple-equity-adjusted, January 1, 2019, balance. Worksheet entries (PS), (EL), (D), and
(NCI) would be made just as in Worksheet 7-3. Only entry (CY) would be omitted, since it is
not applicable to the cost method. The following partial worksheet includes the conversion and
subsequent eliminations and adjustments under the cost method. All remaining procedures for
this example would be identical to those used in Worksheet 7-3.
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Subsidiary Preferred Stock, None Owned by Parent
Cost Method Used for Investment in Common Stock

Partial Trial Balance Eliminations & Adjustments

Company P Company S Dr. Cr.

Investment in Common Stock of Company S 150,000 (CV) 30,400 (EL) 164,800

(D) 15,600

Goodwill (D) 19,500

Retained Earnings, January 1, 2015—Company P (309,600) (CV) 30,400

Preferred Stock ($100 par)—Company S (100,000)

Retained Earnings, Allocated to Preferred Stock,

January 1, 2019, Company S

(PS) 24,000

Common Stock ($10 par)—Company S (100,000) (EL) 80,000

Retained Earnings, January 1, 2019—Company S (130,000) (PS) 24,000 (NCI) 3,900

(EL) 84,800

Expenses 100,000 25,000

Eliminations and Adjustments:

(CV) The cost-to-equity conversion entry was explained prior to the partial worksheet.
(PS) Distribute the beginning-of-period subsidiary retained earnings into the portions allocable to common and preferred

stock. The typical procedure would be to consider the stated subsidiary retained earnings as applicable to common and
to remove the preferred portion. This distribution reflects four years of arrearage (as of January 1, 2019) at $6,000 per
year.

(EL) Eliminate the pro rata subsidiary common stockholders’ equity at the beginning of the period against the investment
account. This entry includes elimination of the 80% of subsidiary retained earnings applicable to common stock.

(D)/(NCI) Distribute the excess of cost and the NCI adjustment according to the determination and distribution of excess schedule.

Parent Investment in Subsidiary Preferred Stock

A parent may purchase all or a portion of the preferred stock of a subsidiary. Normally, pre-
ferred stock is nonvoting; therefore, it is not considered in determining whether the parent
owns a controlling interest in the subsidiary. Thus, a 100% ownership of nonvoting preferred
stock and a 49% interest in voting common stock may not require the preparation of consoli-
dated statements.

From a consolidated viewpoint, the parent’s purchase of subsidiary preferred stock is viewed
as a retirement of the stock.3 The amount paid is compared to the sum of the original proceeds
resulting from the issuance of the shares and any claim the shares have on retained earnings, and
an increase or decrease in equity as a result of the retirement is calculated. When the price paid
is less than the preferred equity retired, the resulting increase in equity is credited to the control-
ling paid-in capital in excess of par account, not the retained earnings account, because it results
from a transaction with the consolidated company’s shareholders. A decrease in equity, which
occurs when the price paid exceeds the preferred equity, would offset against the paid-in capital
in excess of par applicable to the preferred stock. If not enough of the preferred stock paid-in
capital in excess of par exists, the remaining decrease would be taken from the controlling
retained earnings and viewed as a retirement dividend.

3 It also would be possible to view the investment as treasury shares, in which case they would appear as a contra
account to the preferred stock in the minority interest section of the consolidated balance sheet. This approach,
however, does not have popular support. It could be justified only if there were intent to reissue the shares.
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To illustrate this type of investment, assume Company P in the previous example purchased
600 shares (60%) of Company S preferred stock on January 1, 2017, for $65,000. The increase
or decrease in equity resulting from the retirement would be calculated as follows:

Price paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $65,000
Less preferred interest acquired:

Preferred stock ($100 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Claim on dividends (2 years in arrears� $6,000 per year) . . . . . . . . . . . . . . 12,000

Total preferred interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $112,000
Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 60% 67,200

Increase in equity (credit parent’s Paid-In Capital in Excess of Par) . $ 2,200

Though viewed as retired, the preferred stock investment account will continue to exist on
the books of the parent in subsequent periods. At the end of each period, the investment must
be ‘‘retired’’ on the consolidated worksheet. The procedures used depend on whether the parent
accounts for the investment in preferred stock under the equity method or the cost method.
Under the equity method, the parent adjusts the investment in preferred stock account each
period for any additional claim on the subsidiary retained earnings, including any continued
arrearage or participation privilege. In this example, the arrearage of dividends would be
recorded each year, 2017 to 2019, as follows:

Investment in Company S Preferred Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600

To acknowledge 60% of the annual increase in the Company S
preferred stock dividend arrearage.

Assuming the equity adjustments are properly made, any original discrepancy between the
price paid for the preferred shares and their book value would be maintained. The equity
method also acknowledges that, even though the shares are viewed as retired in consolidated
reports, the controlling interest is entitled to its proportionate share of consolidated net income
based on both its common and preferred stock holdings.

Worksheet 7-4, pages 410 to 411, displays the consolidation procedures that would be used
for the ownership interest in preferred stock described above. This worksheet parallels
Worksheet 7-3 except that the parent owns 60% of the subsidiary preferred stock. The invest-
ment is listed at its $65,000 cost plus three years of equity adjustments to reflect the increasing
dividend arrearage.

All of the eliminations from Worksheet 7-3 are repeated in Worksheet 7-4. The following
additional eliminations are added in Worksheet 7-4:

(CYP) Eliminate the income reported during the current year on the interest
in preferred stock:

Subsidiary Income—Preferred. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600
Investment in Company S Preferred Stock . . . . . . . . . . . . . . . . . . . . 3,600

(ELP) Eliminate investment in preferred stock against equity applicable to
parent’s share of subsidiary preferred stock equity; excess of
equity over investment is an increase in parent’s paid-in capital in
excess of par:

Preferred Stock ($100 par)—Company S . . . . . . . . . . . . . . . . . . . . . . 60,000
Retained Earnings Allocated to Preferred Stock, January 1,

2019—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,400*
Investment in Company S Preferred Stock . . . . . . . . . . . . . . . . . . . . 72,200
Paid-In Capital in Excess of Par—Company P . . . . . . . . . . . . . . . . . 2,200

*$24,000� 60%

Worksheet 7-4: page 410
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Consolidated net income is distributed as shown in the income distribution schedules that
accompany the worksheet. The distributions respect the controlling/NCI ownership of both
common and preferred shares. The common and preferred equity interests of the NCI again are
summarized on the worksheet and for presentation on the formal balance sheet.

If a parent uses the cost method for its investment in subsidiary preferred stock, the invest-
ment should be converted to its equity balance as of the beginning of the period. In this exam-
ple, if the cost method is used for the investment in preferred stock, the following conversion
adjustment would be made on the worksheet:

(CVP) Preferred stock cost-to-equity conversion:
Investment in Company S Preferred Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200

Retained Earnings, January 1, 2019—Company P. . . . . . . . . . . . . . . . . 7,200

The adjustment reflects two years of arrearage at $6,000 per year times the 60% ownership
interest. Eliminations and adjustments would proceed as in Worksheet 7-4, except that there
would be no need for entry (CY).

This example contains only cumulative preferred stock. However, the same principles would
apply to participating preferred stock, and the allocation procedures outlined earlier in this
chapter would be used. Only the subdivision of the subsidiary retained earnings and the
amounts of the equity adjustments would differ.

R E F L E C T I O N
� If a subsidiary has preferred stock with a claim on retained earnings (because it is

cumulative and/or participating), the subsidiary retained earnings must be allocated

between the preferred and common stock. The investment in common stock is eliminated

only against the retained earnings allocated to the common stock.

� In addition, if the parent owns subsidiary preferred stock, the investment is eliminated on

the worksheet against the applicable subsidiary preferred stock.

APPENDIX: WORKSHEET FOR A CONSOLIDATED
BALANCE SHEET
Previous chapters displayed procedures applicable to worksheets that produced a consolidated
income statement, retained earnings statement, and balance sheet. However, there may be occa-
sions when only consolidated balance sheets are required, and the separate balance sheets of the
affiliates form the starting point for consolidation procedures. Such occasions are rare in practice
but are of concern to students desiring to take the CPA Exam. Past examinations have used bal-
ance-sheet-only consolidation problems as an expedient method for testing purposes. This type of
problem requires less time to solve while still testing the candidates’ knowledge of consolidations.

A balance sheet worksheet requires only adjustments to balance sheet accounts. No adjust-
ments for nominal accounts are required. Your past experience often will lead you to consider
the impact of an elimination on the nominal accounts, but you must adjust your thinking to
cover only the remaining impact of an elimination on the balance sheet. For example,
intercompany merchandise sales no longer will require an elimination of the sales and cost of
goods sold relative to the transaction. The only balance sheet adjustment would be for inter-
company profit on the ending inventory. The following sections examine the simplified proce-
dures that are used on a consolidated balance sheet worksheet.

5
O B J E C T I V E

Solve balance-sheet-only

problems (CPA Exam issue).
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Investment Account

When the investment account is maintained under the simple equity method, it will reflect the
same point in time as do the subsidiary equity balances. There is no need to eliminate the
parent’s entry for its share of subsidiary income. Instead, the pro rata share of subsidiary equity
balances may be eliminated directly against the investment account.

Investments maintained under the sophisticated equity method are also at a common point
in time and, thus, can be eliminated directly against the underlying subsidiary equity. The dis-
tributable excess, however, will be only that which remains net of the amortizations made in the
current and previous periods.

Investments maintained at cost should be converted to the simple equity method as of the
end of the year to agree in time with the subsidiary equity balances. The entire conversion adjust-
ment is carried to the controlling retained earnings.

Excesses and the NCI adjustment are distributed according to the determination and distri-
bution of excess schedules. Once distributed, the excesses are amortized to the balance sheet
date and the entire amortization is carried to the controlling retained earnings and the NCI.

Merchandise Sales

Only the intercompany profit in the ending inventory needs adjustment. The profit is elimi-
nated from the inventory and from retained earnings. The adjustment to retained earnings is
allocated according to the NCI/controlling ownership percentages in effect when the subsidiary
made the intercompany sale. If the parent made the sale, the adjustment is made only to the
controlling retained earnings. The intercompany profit in the beginning inventory either has
been realized through the subsequent sale of the merchandise to an outside party, or, if the units
in the beginning inventory are still on hand at year-end, they would be included in the adjust-
ment for intercompany profit in the ending inventory.

Plant Asset Sales

The only matter for concern in the case of intercompany plant asset sales is the adjustment of
the asset and retained earnings accounts for the undepreciated portion of the intercompany gain
or loss as of year-end. The asset account is adjusted to its cost to the consolidated firm; accumu-
lated depreciation is adjusted for all periods to date; and retained earnings are adjusted for the
undepreciated profit or loss that is to be deferred to future periods. If the subsidiary sold to the
parent, the retained earnings adjustment is allocated to the NCI and controlling interests that
existed at the time of the sale.

Investment in Bonds

The amortized balance in Investment in Company S Bonds is eliminated against the bonds pay-
able and any related discount or premium balance. The net disparity in amounts is the net
retirement gain or loss remaining at year-end, which is carried to retained earnings. When the
subsidiary is the issuer, the retained earnings adjustment is allocated to the NCI and controlling
interests.

Leases

For operating leases, it is necessary only to reclassify the asset and accumulated depreciation as
owned assets rather than assets under operating leases. Where direct financing leases exist, the
intercompany debt resulting from the capitalized lease must be eliminated. Also, it is necessary
to reclassify the asset and accumulated depreciation as owned assets rather than assets under
capital leases. An intercompany sales-type lease requires the same procedures as a direct-financing
lease plus an additional adjustment to defer the remaining undepreciated intercompany
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profit on the lease. If the subsidiary leased the asset to the parent, the retained earnings adjust-
ment is allocated to the NCI and controlling interest that existed at the inception of the lease.

Illustration

To illustrate the procedures used for the balance sheet worksheet, assume Company P purchased
an 80% interest in Company S on January 1, 2015. Company P uses the cost method to record
its investment in Company S. The determination and distribution of excess schedule prepared
for this purchase is as follows:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . $ 937,500 $750,000 $187,500

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 600,000

Total stockholders’ equity. . . . . . . . . . . . . . . . $ 800,000 $800,000 $800,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $640,000 $160,000

Excess of fair value over book value . . . . . . . . . . . $137,500 $110,000 $ 27,500

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year Worksheet Key

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 37,500 10 $ 3,750 debit D1
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 debit D2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $137,500

The facts pertaining to intercompany sales by Company S to Company P are as follows:

2017 2018

Intercompany sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $80,000 $100,000
Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30% 40%
Intercompany sales in ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000 $ 40,000
Unpaid balance, end of the year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $ 35,000

On January 1, 2016, Company P sold a new piece of equipment that cost $10,000 to
Company S for $15,000. Company S is depreciating the equipment over five years on a
straight-line basis.

Company S has outstanding $100,000 of 20-year, 5% bonds due January 1, 2023. Interest
is payable on January 1 for the previous year. The bonds originally were sold to yield 6%. On
January 1, 2017, Company P purchased the bonds on the open market at a price to yield 8%.
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Worksheet 7-5, pages 414 to 415, contains the balance sheets and eliminations and adjust-
ments for Companies P and S on December 31, 2018. After the worksheet entries are com-
pleted, the amounts are combined to produce the consolidated balance sheet.

In journal entry form, the eliminations for Worksheet 7-5 are as follows:

(CV) Convert investment to simple equity balance on
December 31, 2018 (end of year):

Investment in Company S Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000
Retained Earnings, December 31, 2018—Company P . . . . . . . 240,000

Adjustment¼ 80%� $300,000 increase in retained earnings of
Company S.

(EL) Eliminate 80% of subsidiary equity against the investment account:
Common Stock—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000
Retained Earnings, December 31, 2018—Company S . . . . . . . . . 720,000

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 880,000

(D)/(NCI) Distribute excess and NCI adjustment to buildings and goodwill:
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Investment in Company S Stock . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Retained Earnings, December 31, 2018—Company S (NCI) . . 27,500

(A) Adjust depreciation on buildings through end of year:
Retained Earnings, December 31, 2018—Company P (4 years�

$3,750� 80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Retained Earnings, December 31, 2018—Company S (4 years�

$3,750� 20%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Accumulated Depreciation—Buildings (4� $3,750) . . . . . . . . . 15,000

(IA) Eliminate intercompany trade balances:
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

(EI) Defer ending inventory profit (40%� $40,000):
Retained Earnings, December 31, 2018—Company P . . . . . . . . . 12,800
Retained Earnings, December 31, 2018—Company S (20%) . . . . 3,200

Inventory, December 31, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

(F) Defer remaining profit on equipment sale (2/5 of $5,000):
Retained Earnings, December 31, 2018—Company P . . . . . . . . . 2,000
Accumulated Depreciation (3 years� $1,000) . . . . . . . . . . . . . . . 3,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Worksheet 7-5: page 414
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(B) Retire intercompany bonds on the worksheet:
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,465
Investment in Company S Bonds . . . . . . . . . . . . . . . . . . . . . . . . . 90,064
Retained Earnings, December 31, 2018—Company P

(80%� $6,471*) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,177
Retained Earnings, December 31, 2018, Company S

(20%� $6,471) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,294

*($100,000 – $3,465) – $90,064

The time savings from the balance sheet worksheet stems from the fact that there is no
consolidated net income to calculate and distribute.
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Worksheet 7-1

Acquisition of Additional Shares of Subsidiary
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2017

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 60,000 130,000

2 Investment in Company S 228,000

3

4

5

6 Building 400,000 80,000

7 Accumulated Depreciation—Building (100,000) (5,000)

8 Equipment 150,000

9

10 Accumulated Depreciation—Equipment (90,000)

11

12 Goodwill

13

14 Liabilities (100,000) (30,000)

15 Common Stock—Company P (200,000)

16 Retained Earnings, January 1, 2017—Company P (210,000)

17

18 Common Stock—Company S (100,000)

19 Retained Earnings, January 1, 2017—Company S (100,000)

20

21

22 Sales (400,000) (200,000)

23 Cost of Goods Sold 300,000 120,000

24 Expenses 50,000 45,000

25

26 Subsidiary Income (28,000)

27 0 0

28 Consolidated Net Income

29 To NCI (see distribution schedule)

30 Balance to Controlling Interest (see distribution schedule)

31 Total NCI

32 Retained Earnings, Controlling Interest, December 31, 2017

33
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Worksheet 7-1 (see page 378)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

190,000 1

(CY) 28,000 2

(EL) 160,000 3

(D) 30,000 4

(D3) 10,000 5

480,000 6

(105,000) 7

(D1) 30,000 180,000 8

9

(A1) 18,000 (108,000) 10

11

(D2) 20,000 20,000 12

13

(130,000) 14

(200,000) 15

(A1) 7,200 (200,400) 16

(D3) 2,400 17

(EL) 80,000 (20,000) 18

(EL) 80,000 (NCI) 20,000 (27,600) 19

(A1) 4,800 20

(D3) 7,600 21

(600,000) 22

420,000 23

(A1) 6,000 101,000 24

25

(CY) 28,000 26

266,000 266,000 27

(79,000) 28

5,800 (5,800) 29

73,200 (73,200) 30

(53,400) (53,400) 31

(273,600) (273,600) 32

0 33
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Eliminations and Adjustments:

(CY) Eliminate the parent’s entry recognizing 80% of the subsidiary net income for the current year. This entry restores the
investment account to its balance at the beginning of the year, so that it can be eliminated against Company S beginning-of-
year equity balances.

(EL) Eliminate the 80% controlling interest in beginning-of-year subsidiary accounts against the investment account. The 60% and
20% investments could be eliminated separately if desired.

(D1/NCI) The $30,000 excess of cost on the original 60% investment and the NCI adjustment on the purchase date is distributed to the
equipment (D1) and goodwill (D2) accounts according to the determination and distribution of excess schedule prepared on
January 1, 2015.

(A1) Since the equipment has a 5-year remaining life on January 1, 2015, the depreciation should be increased $6,000 per year
for three years. This entry corrects the controlling retained earnings for the past two years by $7,200 (60%) and the NCI for
$4,800 (40%) and adjusts the current depreciation expense by $6,000.

(D3) The $10,000 excess of cost on the 20% block is distributed to the NCI for $7,600, which was the portion of the NCI
adjustment applicable to the 20% interest on January 1. The $2,400 is the adjustment to parent retained earnings resulting
from the retirement of the subsidiary shares.
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Subsidiary Company S Income Distribution

Equipment depreciation . . . . . . . . . . . . . . $6,000 Internally generated net income . . . . . . . . . . . . . . . $35,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . $29,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,800

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . $50,000
80%� Company S adjusted income of $29,000. . . . 23,200
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . $73,200
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Worksheet 7-2

Sale of Subsidiary Interest During Period; No Loss of Control
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2017

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Investment in Company S (60%) 244,500

2

3

4 Equipment 600,000 100,000

5 Accumulated Depreciation—Equipment (100,000) (60,000)

6 Other Assets 581,500 305,000

7 Goodwill

8 Common Stock—Company P (500,000)

9 Retained Earnings, January 1, 2017—Company P (701,500)

10

11 Common Stock—Company S (100,000)

12 Retained Earnings, January 1, 2017—Company S (215,000)

13

14 Sales (500,000) (200,000)

15 Cost of Goods Sold 350,000 140,000

16 Expenses 50,000 30,000

17

18 Paid-In Capital in Excess of Par—Company P (4,600)

19 Subsidiary Income (19,900)

20

21 Income Sold to NCI (second 20% block)

22 0 0

23

24 Consolidated Net Income

25 To NCI (see distribution schedule)

26 Balance to Controlling Interest (see distribution schedule)

27 Total NCI

28 Retained Earnings, Controlling Interest, December 31, 2017

29
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Worksheet 7-2 (see page 387)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

(CY) 18,000 1

(EL) 189,000 2

(D) 37,500 3

(D1) 25,000 725,000 4

(A) 15,000 (175,000) 5

886,500 6

(D2) 37,500 37,500 7

(500,000) 8

(A) 6,000 (695,500) 9

10

(EL) 60,000 (40,000) 11

(EL) 129,000 (NCI) 25,000 (107,000) 12

(A) 4,000 13

(700,000) 14

490,000 15

85,000 16

(A) 5,000 17

(4,600) 18

(NCI) 1,900 19

(CY) 18,000 20

(NCI) 1,900 (1,900) 21

286,400 286,400 22

23

(125,000) 24

8,100 (8,100) 25

116,900 (116,900) 26

(157,000) (157,000) 27

(812,400) (812,400) 28

0 29
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Eliminations and Adjustments:

(NCI) The income earned by the parent on the 20% interest sold on July 1, though earned by the controlling interest, now belongs to
the NCI. The NCI owns 20% of the reported subsidiary income for the half-year ($12,000), which is $2,400. Note that this
entry credits the account, Income Sold to NCI, to accomplish the transfer of the income to the NCI. The offsetting debit is
explained as follows:
20% of subsidiary income for the first six months, adjusted for one-fourth of the parent’s half-year amortization of excess or
(20%� $12,000) – (20%�½� $5,000)¼ $1,900.

(CY) Eliminate the parent’s entry recording its 60% share of subsidiary net income of $30,000. This entry restores the 60% interest
to its simple-equity-adjusted cost at the beginning of the year so that the investment can be eliminated against subsidiary equity
balances at the beginning of the year.

(EL) Eliminate 60% of the subsidiary equity balances at the beginning of the year against the investment account. An excess cost of
$37,500 remains. This amount is 60% of the original $62,500 total excess shown on page 382, since only a 60% interest is
retained.

(D)/(NCI) Distribute $62,500 total adjustment to equipment (D1) and goodwill (D2) according to the D&D schedule. 60% of the excess
($37,500) applies to the remaining investment and 40% ($25,000) now applies to the 40% NCI.

(A) Amortize equipment $5,000 for two prior years and the current year. Prior-year amortization is distributed 60% to controlling
interest and 40% to the NCI.
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Subsidiary Company S Income Distribution

Depreciation adjustment . . . . . . . . . . . . (A) $5,000 Internally generated net income . . . . . . . . . . . . . . . . . $ 30,000

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 40%

NCI for full year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Less income purchased. . . . . . . . . . . . . . . . . . . . . 1,900

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,100

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . $100,000
60%� Company S adjusted income of $25,000. . . . . . 15,000
20% 3 Company S adjusted income for

first six months (net of amortization) . . . . . . 1,900

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $116,900
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Worksheet 7-3

Subsidiary Preferred Stock, None Owned by Parent
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2019

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 259,600 150,000

2 Property, Plant, and Equipment (net) 400,000 250,000

3 Investment in Company S Common Stock 195,600

4

5

6 Goodwill

7 Liabilities (150,000) (45,000)

8 Common Stock—Company P (200,000)

9 Retained Earnings, January 1, 2019—Company P (340,000)

10 Preferred Stock ($100 par)—Company S (100,000)

11 Retained Earnings Allocated to Preferred Stock, January 1, 2019—Company S

12 Common Stock ($10 par)—Company S (100,000)

13 Retained Earnings, January 1, 2019—Company S (130,000)

14

15 Sales (450,000) (200,000)

16 Cost of Goods Sold 200,000 150,000

17 Expenses 100,000 25,000

18 Subsidiary Income (15,200)

19 0 0

20

21 Consolidated Net Income

22 To NCI (see distribution schedule)

23 Balance to Controlling Interest (see distribution schedule)

24 Total NCI

25 Retained Earnings, Controlling Interest, December 31, 2019

26

Eliminations and Adjustments:

(PS) Distribute the beginning-of-period subsidiary retained earnings into the portions allocable to common and preferred stock.
The typical procedure would be to consider the stated subsidiary retained earnings as applicable to common and to remove
the preferred portion. This distribution reflects four years of arrearage (as of January 1, 2019) at $6,000 per year.

(CY) Eliminate the parent’s entry recording its share of subsidiary current income.
(EL) Eliminate the pro rata subsidiary common stockholders’ equity at the beginning of the period against the investment account.

This entry includes elimination of the 80% of subsidiary retained earnings applicable to common stock.
(D)/(NCI) Distribute the excess of cost and the NCI adjustment according to the determination and distribution of excess schedule.
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Worksheet 7-3 (see page 391)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

409,600 1

650,000 2

(CY) 15,200 3

(EL) 164,800 4

(D) 15,600 5

(D) 19,500 19,500 6

(195,000) 7

(200,000) 8

(340,000) 9

(100,000) 10

(PS) 24,000 (24,000) 11

(EL) 80,000 (20,000) 12

(PS) 24,000 (NCI) 3,900 (25,100) 13

(EL) 84,800 14

(650,000) 15

350,000 16

125,000 17

(CY) 15,200 18

223,500 223,500 19

20

(175,000) 21

9,800 (9,800) 22

165,200 (165,200) 23

(178,900) (178,900) 24

(505,200) (505,200) 25

0 26

Subsidiary Company S Income Distribution

Internally generated net income (no adjustments) . . . $ 25,000

Less preferred cumulative claim to NCI . . . . . (6,000)

Common stock income . . . . . . . . . . . . . . . . . . . . $ 19,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI in common income. . . . . . . . . . . . . . . . . . . . . . . $ 3,800

Total NCI ($6,000 1 $3,800) . . . . . . . . . . . . . . $ 9,800

Parent Company P Income Distribution

Internally generated net income . . . . . . . . $ 150,000
80%� Company S adjusted income on

common stock of $19,000 . . . . . . . . . . 15,200
Controlling interest . . . . . . . . . . . . . . . . . . $ 165,200
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Worksheet 7-4

Subsidiary Preferred Stock Owned by Parent
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2019

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Current Assets 194,600 150,000

2 Property, Plant, and Equipment (net) 400,000 250,000

3 Investment in Company S Common Stock 195,600

4

5

6 Investment in Company S Preferred Stock 75,800

7

8 Goodwill

9 Liabilities (150,000) (45,000)

10 Common Stock—Company P (200,000)

11 Paid-In Capital in Excess of Par—Company P

12 Retained Earnings, January 1, 2019—Company P (347,200)

13 Preferred Stock ($100 par)—Company S (100,000)

14 Retained Earnings Allocated to Preferred Stock, January 1, 2019—Company S

15 Common Stock ($10 par)—Company S (100,000)

16 Retained Earnings, January 1, 2019—Company S (130,000)

17

18 Sales (450,000) (200,000)

19 Cost of Goods Sold 200,000 150,000

20 Expenses 100,000 25,000

21 Subsidiary Income—Common (15,200)

22 Subsidiary Income—Preferred (3,600)

23 0 0

24

25 Consolidated Net Income

26 To NCI (see distribution schedule)

27 Balance to Controlling Interest (see distribution schedule)

28 Total NCI

29 Retained Earnings, Controlling Interest, December 31, 2019

30

410 Part 1 COMBINED CORPORATE ENTITIES AND CONSOLIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Worksheet 7-4 (see page 394)

Eliminations & Adjustments Consolidated
Income

Statement NCI

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

344,600 1

650,000 2

(CY) 15,200 3

(EL) 164,800 4

(D) 15,600 5

(CYP) 3,600 6

(ELP) 72,200 7

(D) 19,500 19,500 8

(195,000) 9

(200,000) 10

(ELP) 2,200 (2,200) 11

(347,200) 12

(ELP) 60,000 (40,000) 13

(ELP) 14,400 (PS) 24,000 (9,600) 14

(EL) 80,000 (20,000) 15

(PS) 24,000 (NCI) 3,900 (25,100) 16

(EL) 84,800 17

(650,000) 18

350,000 19

125,000 20

(CY) 15,200 21

(CYP) 3,600 22

301,500 301,500 23

24

(175,000) 25

6,200 (6,200) 26

(168,800) (168,800) 27

(100,900) (100,900) 28

(516,000) (516,000) 29

0 30
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Eliminations and Adjustments:

(PS), (CY), (EL), and (D) Same as Worksheet 7-3; the common stock investment elimination procedures are unaffected by the investment in
preferred stock.

(CYP) Eliminate the entry recording the parent’s share of income allocable to preferred stock. If declared, intercompany
preferred dividends would also have been eliminated. This adjustment restores the investment account to its
beginning-of-period equity balance.

(ELP) The parent’s ownership portion of the par value and beginning-of-period retained earnings applicable to
preferred stock is eliminated against the balance in the investment in preferred stock account. The difference in
this case was an increase in equity, and it was carried to the controlling paid-in capital in excess of par.
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Subsidiary Company S Income Distribution
Internally generated net income (no adjustments) . $ 25,000
Less preferred cumulative claim:

to NCI, 40%� $6,000 . . . . . . . . . . . . . . . . . . (2,400)
to controlling, 60% 3 $6,000 . . . . . . . . . (3,600)

Common stock income . . . . . . . . . . . . . . . . . . . . . $ 19,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI in common income. . . . . . . . . . . . . . . . . . . . . $ 3,800

Total NCI ($2,400þ $3,800) . . . . . . . . . . . . . . . $ 6,200

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . $150,000

60% 3 Company S income attributable
to preferred stock . . . . . . . . . . . . . . . . . . . 3,600

80%� Company S adjusted income on
common stock of $19,000 . . . . . . . . . . . . . . . 15,200

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . $168,800

413Chapter 7 SPECIAL ISSUES IN ACCOUNTING FOR AN INVESTMENT IN A SUBSIDIARY

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Worksheet 7-5

Balance Sheet Only
Company P and Subsidiary Company S
Worksheet for Consolidated Balance Sheet
December 31, 2018

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Cash 61,936 106,535

2 Accounts Receivable 80,000 200,000

3 Inventory, December 31, 2018 60,000 150,000

4 Land 300,000 250,000

5 Building 800,000 600,000

6 Accumulated Depreciation—Building (400,000) (100,000)

7 Equipment 120,000 95,000

8 Accumulated Depreciation—Equipment (70,000) (30,000)

9 Investment in Company S Bonds 90,064

10 Investment in Company S Stock 750,000

11

12 Goodwill

13 Accounts Payable (92,000) (75,000)

14 Bonds Payable (100,000)

15 Discount on Bonds Payable 3,465

16 Common Stock—Company P (500,000)

17 Retained Earnings, December 31, 2018—Company P (1,200,000)

18

19

20 Common Stock—Company S (200,000)

21 Retained Earnings, December 31, 2018—Company S (900,000)

22

23

24 0 0

25 Total NCI

26

Eliminations and Adjustments:

(CV) Investment in Company S Stock is converted to the simple equity method as of December 31, 2018, as follows: 80%� $300,000
increase in retained earnings¼ $240,000.

(EL) 80% of the subsidiary equity balances is eliminated against the investment in stock account.
(D)/(NCI) The $110,000 excess of cost and $27,500 NCI adjustment is distributed according to the determination and distribution of

excess schedule. Entry (D1) adjusts the building account and (D2) adjusts goodwill.
(A) The excess attributable to the building is amortized for four years at $3,750 per year. The retained earnings adjustment is

allocated 80% to Company P retained earnings and 20% to Company S retained earnings.
(IA) The intercompany trade balance is eliminated.
(EI) The gross profit of $16,000 (40%� $40,000) recorded by Company S and applicable to merchandise in Company P’s ending

inventory is deferred by reducing the inventory and retained earnings. Since the sale was made by Company S, the adjustment is
allocated to the NCI and controlling retained earnings.

(F) As of December 31, 2018, $2,000 ($5,000� 2/5) of the profit on the equipment sale is still to be deferred. Since the sale was
made by Company P, the controlling retained earnings absorb this adjustment, and the equipment and accumulated depreciation
accounts are adjusted.

(B) Investment in Company S Bonds is eliminated against the net book value of the bonds. The remaining gain on the worksheet
retirement is allocated to the NCI and controlling retained earnings, since the subsidiary originally issued the bonds.
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Worksheet 7-5 (see page 398)

Eliminations & Adjustments

NCI

Consolidated
Balance
SheetDr. Cr.

168,471 1

(IA) 35,000 245,000 2

(EI) 16,000 194,000 3

550,000 4

(D1) 37,500 1,437,500 5

(A) 15,000 (515,000) 6

(F) 5,000 210,000 7

(F) 3,000 (97,000) 8

(B) 90,064 9

(CV) 240,000 (EL) 880,000 10

(D) 110,000 11

(D2) 100,000 100,000 12

(IA) 35,000 (132,000) 13

(B) 100,000 14

(B) 3,465 15

(500,000) 16

(A) 12,000 (CV) 240,000 (1,418,377) 17

(EI) 12,800 (B) 5,177 18

(F) 2,000 19

(EL) 160,000 (40,000) 20

(EL) 720,000 (B) 1,294 (202,594) 21

(EI) 3,200 (NCI) 27,500 22

(A) 3,000 23

1,428,500 1,428,500 24

(242,594) (242,594) 25

0 26
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UNDERSTANDING THE ISSUES

1. Company S has 4,000 shares outstanding and a total stockholders’ equity of
$200,000. It is about to issue 6,000 new shares to the prospective parent company.
The shares will be sold for a total of $650,000. Will there be an excess of cost over
book value? If so, how will it likely be accounted for?

2. Company P purchases an 80% interest in Company S on January 1, 2015, for
$480,000. Company S had equity of $450,000 on that date. Any excess of cost over
book value was attributed to equipment with a 10-year life. On July 1, 2020, Com-
pany P purchased another 10% interest for $160,000. Company S’s equity was
$550,000 on January 1, 2020, and it earned $50,000 evenly during 2020. Company P
had internally generated net income of $120,000 during 2020. Calculate consoli-
dated income for 2020 and the distribution of consolidated income to the noncon-
trolling and controlling interests.

3. Company P purchased an 80% interest (8,000 shares) in Company S for $800,000 on
January 1, 2015. Company S’s equity on that date was $900,000. Any excess of cost
over book value was attributed to equipment with a 10-year life. On January 1, 2019,
Company S’s equity was $1,200,000. Company S earned $200,000, evenly, during
2019. In December 2019, Company S paid $10,000 in dividends. Company P had
internally generated net income of $150,000. On July 1, 2019, there was a sale of
Company S stock, for $150 per share, to outside interests by Company P. Consider
these situations:

^ Company P sells all 8,000 shares.
^ Company P sells 2,000 shares.
^ Company P sells 6,000 shares.

For each of these situations:

a. How will the sale be recorded?
b. Will consolidated statements be prepared for 2019? If so, what will be consoli-

dated net income, and what will be the distribution to the NCI?
c. If consolidated statements will not be prepared, what will be reported by the

parent for its income from Company S?

4. Company S has the following stockholders’ equity on January 1, 2019:

Common stock ($1 par, 100,000 shares). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
6% preferred stock ($100 par, 2,000 shares) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

The preferred stock is cumulative and has dividends one year in arrears on
January 1, 2019.

Company P purchased an 80% interest in the common stock of Company S on
January 1, 2019, for $1,400,000. Any excess of cost over book value was attributed to
goodwill. Company S earned $80,000 during 2019 and paid no dividends. Company P
had internally generated net income of $120,000.

What is consolidated net income for 2019, and how is it distributed to the control-
ling and noncontrolling interests?

How would the answer differ if Company P also purchases one-half of the preferred
stock of Company S for $120,000?
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EXERCISES

Exercise 1 (LO 1) Purchase of shares directly from subsidiary. Prior to January 2, 2018,
Prestar and Saturn are separate corporations. Saturn Corporation is contemplating a major
expansion and seeks to be purchased by a larger corporation with available cash. Prestar Cor-
poration issues $1,350,000 of bonds and uses the proceeds to buy 30,000 newly issued Saturn
shares for $45 per share. The price reflects a control premium since the fair value of the NCI
shares is $40. Just prior to the issue of the bonds and the issue and purchase of Saturn stock,
Prestar and Saturn have the following separate balance sheets:

Assets
Prestar

Corporation
Saturn

Corporation

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 600,000 $100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 60,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700,000 400,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,450,000 $560,000

Liabilities and Stockholders’ Equity
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 250,000 $100,000
Common stock ($5 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 360,000

Total liabilities and equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,450,000 $560,000

Purchasing the 30,000 new shares gives Prestar Corporation a 60% controlling interest
(30,000 of a total 50,000 common shares). On the purchase date, Saturn’s property is underva-
lued by $200,000 and has a remaining life of 20 years. Any remaining excess cost can be attribu-
ted only to goodwill.

Prepare a determination and distribution of excess schedule for Prestar Corporation’s invest-
ment in Saturn. Prepare a consolidated balance sheet for the consolidated firm immediately
after the acquisition by Prestar Corporation.

Exercise 2 (LO 2) Block purchase, control with first block. Baker Corporation pur-
chases a 60% interest in Hardee Company on January 1, 2015, for $135,000. On that date,
Hardee Company has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . 20,000

$120,000

Any excess of cost over fair value is due to equipment with a 10-year life.
Baker Corporation purchases another 20% interest in Hardee Company for $40,000 on

January 1, 2017, when Hardee Company has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . 50,000

$150,000

On December 31, 2019, Baker Corporation and Hardee Company have the following
balance sheets:

Assets
Baker

Corporation
Hardee

Company

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 285,000 $ 80,000
Investment in Hardee Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 740,000 240,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200,000 $320,000
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Liabilities and Stockholders’ Equity
Baker

Corporation
Hardee

Company

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 400,000 $100,000
Stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 120,000

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . $1,200,000 $320,000

Prepare a determination and distribution of excess schedule for the January 1, 2015, acquisi-
tion and analysis of the 20% acquisition on January 1, 2017. Prepare the consolidated balance
sheet of Baker Corporation and subsidiary Hardee Company on December 31, 2019.

Exercise 3 (LO 3) Sale of interest, loss of control. Rob Company purchases a 90%
interest in Venus Company for $418,500 on January 1, 2017. Any excess of cost over book
value is attributed to equipment, which is being depreciated over 20 years. Both companies end
their reporting periods on December 31. Since the investment in Venus Company is consoli-
dated, Rob Company chooses to use the cost method to maintain its investment.

On December 31, 2020, Rob Company sells 8,000 shares of Venus Company for
$700,000. The following stockholders’ equity balances of Venus Company are available:

January 1,
2017

January 1,
2020

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 420,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $350,000 $520,000

Venus Company earns $70,000 during 2020. Prepare a determination and distribution of
excess schedule. Record the sale of the shares of Venus Company and any other adjustments
needed to the investment account.

Exercise 4 (LO 3) Sale of interest, control maintained. Carpenter Company has the
following balance sheet on December 31, 2015:

Assets Liabilities and Equity

Current assets . . . . . . . . . . . . $150,000 Liabilities . . . . . . . . . . . . . . $100,000
Investment in Hinckley

Company . . . . . . . . . . . . . 160,000
Equity:

Common stock ($10 par) $500,000
Property, plant, and

equipment (net) . . . . . . . . . 390,000
Retained earnings . . . . . 100,000 600,000

Total assets. . . . . . . . . . . . . $700,000 Total liabilities and equity $700,000

The investment in Hinckley Company account reflects the original cost of an 80% interest
(40,000 shares) purchased on January 1, 2012. On the date of the purchase, Hinckley stock-
holders’ equity has a book value of $150,000. Hinckley’s other book values approximate fair
values, except for a machine with a 5-year remaining life that is undervalued by $20,000. Any
additional excess is attributed to goodwill.

A review of Hinckley’s past financial statements reveals the following:

Income Dividends Paid

2012 . . . . . . . . . . . . . . . . . . . . . $ 10,000 $ 5,000
2013 . . . . . . . . . . . . . . . . . . . . . 25,000 5,000
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Income Dividends Paid

2014 . . . . . . . . . . . . . . . . . . . . . 40,000 5,000
2015 . . . . . . . . . . . . . . . . . . . . . 35,000 5,000

Total. . . . . . . . . . . . . . . . . . . . . . $110,000 $20,000

Carpenter sells 2,000 shares of Hinckley common stock on January 1, 2016, for $40,000.
Prepare the necessary entries on Carpenter’s books to account accurately for the sale of the

2,000 Hinckley shares. Provide a determination and distribution of excess schedule along with
all other necessary computations as support.

Exercise 5 (LO 3) Sale of interest, alternative remaining interests. Center, Inc., pur-
chases 24,000 shares of Bruce Corporation, which equates to an 80% interest, on January 1, 2015.
The following determination and distribution of excess schedule is prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . $1,000,000 $800,000 $200,000

Less book value of interest acquired:
Common stock ($10 par). . . . . . . . . . . . . . . . . . $ 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 400,000

Total stockholders’ equity. . . . . . . . . . . . . . . . $ 700,000 $700,000 $700,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $560,000 $140,000

Excess of fair value over book value . . . . . . . . . . . $ 300,000 $240,000 $ 60,000

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000 $ 5,000 10 debit D1
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 debit D2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000

Bruce Corporation reports net income of $35,000 for the six months ended July 1, 2018.
Center’s simple-equity-adjusted investment balance is $864,000 as of December 31, 2017.

Prepare all entries for the sale of the Brown Corporation shares on July 1, 2018, for each of
the following situations:

1. 24,000 shares are sold for $890,000.
2. 12,000 shares are sold for $455,000.
3. 6,000 shares are sold for $232,500.

Exercise 6 (LO 4) D&D with preferred stock. On January 1, 2016, Boelter Company
purchases 80% of the outstanding common stock of Mill Corporation for $280,000. On this
date, Mill Corporation stockholders’ equity is as follows:

6% Preferred stock (1,000 shares, $100 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Common stock (20,000 shares, $10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $390,000
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Prepare a determination and distribution of excess schedule under each of the following
situations (any excess of cost over book value is attributable to goodwill):

1. The preferred stock is cumulative, with dividends one year in arrears at January 1, 2016, and
has a liquidation value equal to par.

2. The preferred stock is noncumulative but fully participating.
3. The preferred stock is cumulative, with dividends two years in arrears as of January 1, 2016,

and has a liquidation value equal to 110% of par.

Exercise 7 (LO 4) Equity adjustments with preferred stock. Brian Construction
Company has the following stockholders’ equity on January 1, 2015, the date on which Roller
Company purchases an 80% interest in the common stock for $720,000:

8% cumulative preferred stock (5,000 shares, $100 par) . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000
Common stock (40,000 shares, $20 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,500,000

Brian Construction Company did not pay preferred dividends in 2014.

1. Prepare a determination and distribution of excess schedule. Assume that the preferred
stock’s liquidation value is equal to par and that any excess of cost is attributable to goodwill.

2. Assume Ace Construction has the following net income (loss) for 2015 and 2016 and does
not pay any dividends:

2015 income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $70,000
2016 income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Roller maintains its investment account under the cost method. Prepare the cost-to-equity
conversion entries necessary on Roller Company’s books to adjust its investment account to the
simple equity balance as of January 1, 2017.

Exercise 8 (LO 4) Cost-to-equity conversion with preferred stock. On December 31,
2014, Zigler Corporation purchases an 80% interest in the common stock of Kim Company
for $420,000. The stockholders’ equity of Kim Company on December 31, 2014, is as
follows:

8% Cumulative preferred stock (2,000 shares, $100 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Common stock (30,000 shares, $10 stated value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $660,000

Any excess of cost over book value is attributable to goodwill. The common stock invest-
ment is accounted for under the cost method.

Zigler Corporation purchases 1,000 shares of the cumulative preferred stock of Kim Com-
pany on January 1, 2015, for $90,000. Kim Company issues a total of 2,000 preferred shares
on January 1, 2011. Dividends on preferred stock are paid in 2011 and 2012, but not in subse-
quent years. Zigler Corporation accounts for its investment using the cost method.

During 2015 and 2016, Kim Company pays no dividends, and its retained earnings balance
on December 31, 2016, is $210,000. Kim Company income during 2017 is $60,000.

1. Calculate the preferred and common stockholders’ equity claim on Kim Company’s retained
earnings balance at January 1, 2017.

2. Prepare the cost-to-simple-equity conversion and the elimination as of January 1, 2017, that
would be made on the December 31, 2017, consolidated trial balance worksheet for the
investment in preferred stock.
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3. Prepare the cost-to-simple-equity conversion and the eliminations that would be made on
the December 31, 2017, consolidated trial balance worksheet for the investment in common
stock. Provide a determination and distribution of excess schedule as support.

PROBLEMS

Problem 7-1 (LO 2) Worksheet, blocks, control with first block. The following deter-
mination and distribution of excess schedule is prepared on January 1, 2012, the date on which
Palmer Company purchases a 60% interest in Sharon Company:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(60%)

NCI
Value
(40%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000 $180,000 $120,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 160,000 $160,000 $160,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60% 40%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 96,000 $ 64,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . . . $140,000 $ 84,000 $ 56,000

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $5,000 10 debit D1

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 debit D2

On December 31, 2013, Palmer Company purchases an additional 20% interest in Sharon
Company for $70,000. Sharon’s stockholders’ equity is determined to be the following at that date:

Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 85,000

Total stockholders’ equity. . . . . . . . . . . . . . . . $185,000

On December 31, 2015, the following trial balances are available:

Palmer
Company

Sharon
Company

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 80,000
Investment in Sharon Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 301,000
Property, Plant, and Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 170,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (110,000) (20,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000) (100,000)
Retained Earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (198,000) (100,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (110,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (28,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 60,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 15,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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1. Prepare an analysis for the second purchase of Sharon stock by Palmer Company on
December 31, 2013.

2. Prepare the worksheet necessary to produce the consolidated financial statements of Palmer
Company and its subsidiary as of December 31, 2015. Include an income distribution schedule.

Problem 7-2 (LO 2) Worksheet, blocks, control with first block, merchandise

sales. On January 1, 2015, James Company purchases 70% of the common stock of Craft
Company for $245,000. On this date, Craft has common stock, other paid-in capital in excess
of par, and retained earnings of $50,000, $100,000, and $150,000, respectively.

On May 1, 2016, James Company purchases an additional 20% of the common stock of
Craft Company for $92,000.

Net income and dividends for two years for Craft Company are as follows:

2015 2016

Net income for year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,000 $90,000
Dividends, declared in December . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 30,000

In 2016, the net income of Craft from January 1 through April 30 is $30,000.
On January 1, 2015, the only tangible asset of Craft that is undervalued is equipment,

which is worth $20,000 more than book value. The equipment has a remaining life of four
years, and straight-line depreciation is used. Any remaining excess is goodwill.

In the last quarter of 2016, Craft sells $50,000 in goods to James, at a gross profit rate of
30%. On December 31, 2016, $10,000 of these goods are in James’s ending inventory.

The trial balances for the companies on December 31, 2016, are as follows:

James
Company

Craft
Company

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 50,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,000 180,000
Investment in Craft Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . *
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 50,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 320,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (60,000)
Other Intangibles. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (120,000) (40,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Other Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Common Stock—James. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Other Paid-In Capital in Excess of Par—James . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Retained Earnings—James . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (214,000)
Common Stock—Craft. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Other Paid-In Capital in Excess of Par—Craft . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Retained Earnings—Craft . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (190,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (520,000) (450,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 260,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 121,000 100,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . *
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 30,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

* To be calculated and inserted.

1. Using this information, prepare a determination and distribution of excess schedule. Prepare
an analysis of the later purchase of a 20% interest.

2. James Company carries the investment in Craft Company under the simple equity method.
In general journal form, record the entries that would be made to apply the equity method
in 2015 and 2016.

Required

Required
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3. Compute the balance that should appear in Investment in Craft Company and in Subsidiary
Income on December 31, 2016 (the second year). Fill in these amounts on James Company’s
trial balance on the worksheet for 2016.

4. Complete the worksheet for consolidated financial statements for 2016.

Problem 7-3 (LO 2) Worksheet, blocks, control with first block, loans, fixed asset

sales, intercompany merchandise. During 2017, Away Company acquires a controlling
interest in Stallward, Inc. Trial balances of the companies at December 31, 2017, are as follows:

Away
Company

Stallward,
Inc.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 99,500 78,000
Notes Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 100,000
Interest Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Dividends Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 924,000 125,000
Investment in Stallward, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . . 469,200
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . 1,250,000 500,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000) (150,000)
Deferred Charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Patents and Licenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (425,000) (80,000)
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (75,000)
Dividends Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (5,000)
Capital Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) (100,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . (1,605,000) (400,000)
Sales and Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,800,000) (750,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (43,200)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,350,000 525,000
Administrative and Selling Expenses. . . . . . . . . . . . . . . . . . . . . 251,000 174,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

The following information is available regarding the transactions and accounts of the two
companies:

a. An analysis of the investment in Stallward, Inc., account follows:

Description Amount
Interest

Acquired

January 1, 2017 . . . . . . . . . . . . . . . . . Investment $325,000 70%
September 30, 2017 . . . . . . . . . . . . . Investment 105,000 20%

Total . . . . . . . . . . . . . . . . . . . . . . . . . $430,000 90%

December 31, 2017 . . . . . . . . . . . . . . 90% of Stallward
income for 2017 43,200

December 31, 2017 . . . . . . . . . . . . . . 90% of Stallward
dividends for 2017 (4,500)

Total . . . . . . . . . . . . . . . . . . . . . . . . . $468,700

b. The net income of Stallward, Inc., for the nine months ended September 30, 2017, is
$25,000.

423Chapter 7 SPECIAL ISSUES IN ACCOUNTING FOR AN INVESTMENT IN A SUBSIDIARY

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



c. The price paid by the parent on January 1, 2017, to achieve control is considered to be a
bargain and will result in a gain (only for the parent).

d. On September 30, 2017, Away Company loans its subsidiary $100,000 on a 1-year, 12%
note. Interest and principal are payable in quarterly installments beginning December 31,
2017. The December 31, 2017, payment is made by Stallward but is not received by Away.
Away Company has no other notes receivable outstanding.

e. Stallward, Inc.’s sales principally are engineering services billed at cost plus 50%. During
2017, Away Company is billed for $40,000, of which $16,500 is treated as a deferred charge
at December 31, 2017.

f. During the year, parent company sales to the subsidiary total $60,000, of which $10,000
remains in the inventory of Stallward, Inc., at December 31, 2017.

g. In 2017, Away constructs certain tools at a cost of $15,000 and sells them to Stallward, Inc.,
for $25,000. Stallward, Inc., depreciates such tools using the straight-line method over a
5-year life. One-half year’s depreciation is taken in the year of acquisition.

Prepare the worksheet necessary to produce the consolidated financial statements of Away
Company and its subsidiary for the year ended December 31, 2017. Include the determination
and distribution of excess and income distribution schedules.

(AICPA adapted)

Problem 7-4 (LO 3) Sale of partial, then balance of interest. On January 1, 2013,
Carlos Corporation purchases 90% (18,000 shares) of the outstanding common stock of Dower
Company for $504,000. Just prior to Carlos Corporation’s purchase, Dower Company has the
following stockholders’ equity:

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000

At this time, Dower Company’s book values approximate fair values except for buildings
with a 20-year life.

On January 1, 2017, Dower Company’s retained earnings balance amounts to $200,000.
No changes have taken place in the paid-in capital in excess of par accounts since the original
sale of common stock on July 10, 2010.

On July 1, 2017, Carlos Corporation sells 2,000 of its Dower Company shares to Tanner
Corporation for $100,000. At the time of this sale, Carlos has no intention of selling the bal-
ance of its holding in Dower Company.

In an unexpected move on December 31, 2017, Carlos Corporation sells its remaining 80%
interest in Dower Company to Tanner Corporation for $540,000.

Dower Company’s reported income and dividends for 2017 are as follows:

Income Dividends

January 1, 2017–July 1, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $0.50/share
July 1, 2017–December 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 0.50/share

Prepare the determination and distribution of excess schedule for Carlos Corporation’s pur-
chase of Dower Company common stock on January 1, 2013. Then, prepare all the entries on
Carlos’s books needed to reflect the changes in its investment account from January 1, 2017, to
December 31, 2017. (Assume Carlos uses the cost method to report its investment in Dower
Company.)

Problem 7-5 (LO 2, 3, 4) Analysis of block acquisitions, sale of interest, preferred

stock. The information shown on page 425 is available regarding the investments of Billings
Corporation in Channel Company for the years 2011–2015.

Required

Required
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Date Transaction Interest Price

January 1, 2011 . . . . . . . . . . . . . . . . . . Purchased common 10% $ 25,000
January 1, 2012 . . . . . . . . . . . . . . . . . . Purchased preferred 60 30,000
January 1, 2013 . . . . . . . . . . . . . . . . . . Purchased common 50 140,000
January 1, 2015 . . . . . . . . . . . . . . . . . . Purchased common 20 60,000
December 31, 2015 . . . . . . . . . . . . . . . Sold common 10 (35,000)

The stockholders’ equity section of Channel Company’s balance sheet has not changed since
the January 1, 2010, original sale of preferred stock to the public, except for the balance in the
retained earnings account. The stockholders’ equity as of January 1, 2013, is as follows:

6% Cumulative preferred stock ($50 par, liquidation value equals par value) . . . . . . $ 50,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $273,000

Other relevant facts are as follows:

a. On January 1, 2011, Channel has a $60,000 retained earnings balance and there are no
dividends in arrears on the preferred stock.

b. Any excess of cost over book value on the investment in common stock is viewed as
goodwill.

c. The 10% interest sold on January 1, 2016, is the interest purchased on January 1, 2011.
d. Channel Company income and dividends are as follows for 2011–2015:

Net
Income

Preferred
Dividends

Common
Dividends

2011 . . . . . . . . . . . . . . . . . . . . . . . . . $25,000 $3,000 None
2012 . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 3,000 $6,000
2013 . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 3,000 5,000
2014 . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 None None
2015 . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 None None

Billings’s investment account balances for its interests in Channel Company are calculated
as follows on December 31, 2015:

Investment in preferred stock:
Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000

Plus dividends in arrears for 2014. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1, 800

Balance, December 31, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 31,800

Investment in common stock:
January 1, 2011, purchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000
January 1, 2013, purchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
2013 Channel income ($30,000� 60%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
2013 Channel dividends ($5,000� 60%). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000)
2014 Channel income ($25,000� 60%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
January 1, 2015 purchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
2015 Channel income ($20,000� 80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
December 31, 2015, sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,000)

Balance, December 31, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $236,000

Assume the investment accounts are to be properly maintained under the simple equity
method. Prepare all necessary correcting entries on the books of Billings Corporation as of

Required
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January 1, 2016. (Assume nominal accounts are open.) All supporting computations and sched-
ules should be in good form.

Problem 7-6 (LO 4) Worksheet, preferred stock, fixed asset sale. Marsha Corpora-
tion purchases an 80% interest in the common stock of Transam Corporation on December
31, 2013, for $720,000, when Transam has the following condensed balance sheet:

Assets Liabilities and Stockholders’ Equity

Current assets . . . . . . . . . . . . . . $ 500,000 Liabilities . . . . . . . . . . . . . . . . . . . . . $ 600,000
Land. . . . . . . . . . . . . . . . . . . . . . 100,000 Preferred stock (8% cumulative,

$100 par) . . . . . . . . . . . . . . . . . . 100,000
Building (net) . . . . . . . . . . . . . . . 400,000 Common stock ($20 par). . . . . . . . . 750,000
Equipment (net) . . . . . . . . . . . . . 500,000 Retained earnings . . . . . . . . . . . . . . 50,000

Total assets. . . . . . . . . . . . . . . $1,500,000 Total liabilities and equity . . . . . . $1,500,000

On the December 31, 2013, purchase date, the dividends on the preferred stock are two
years in arrears. Also on this date, the book values of Transam’s assets approximate fair values,
except for the building which is undervalued by $28,000 and has a 20-year remaining life. Any
remaining excess is considered to be goodwill.

For 2014–2016, earnings and dividends for Transam Corporation are as follows:

Income
Preferred
Dividends

Common
Dividends

2014 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,000
2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 $16,000
2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 24,000 $26,750

The following trial balances of the two companies are prepared on December 31, 2016:

Marsha
Corporation

Transam
Corporation

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 806,400 463,250
Investment in Transam Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 210,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950,000 500,000
Accumulated Depreciation—Building . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (160,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000 740,000
Accumulated Depreciation—Equipment . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (200,000)
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (550,000)
Preferred Stock, 8%. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Common Stock ($20 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000,000) (750,000)
Retained Earnings, January 1, 2016. . . . . . . . . . . . . . . . . . . . . . . . . . . . (860,000) (124,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,100,000) (1,000,000)
Subsidiary Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (21,400)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,155,000 600,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000 320,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 50,750

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

On January 1, 2015, Marsha sells production equipment to Transam for $55,000 with a
5-year remaining life. Marsha’s original cost is $80,000, and accumulated depreciation on the
date sold is $50,000.

Prepare the worksheet necessary to produce the consolidated financial statements of Marsha
Corporation and its subsidiary as of December 31, 2016. Include the determination and distri-
bution of excess and income distribution schedules.

Required
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Problem 7-7 (LO 4) Worksheet, two subsidiaries, preferred stock, intercompany

merchandise and fixed assets, bonds. The following information pertains to Titan
Corporation and its two subsidiaries, Boat Corporation and Engine Corporation:

a. The three corporations are all in the same industry and their operations are homogeneous.
Titan Corporation exercises control over the boards of directors of Boat Corporation and
Engine Corporation and has installed new principal officers in both.

b. Boat Corporation has a retained earnings balance of $92,000 at January 1, 2017, and has
income of $15,000 for the first three months of 2017 and $20,000 for the first six months of
2018.

c. Titan Corporation acquires 250 shares of fully participating Engine preferred stock for
$7,000 and 14,000 shares of Engine common stock for $196,000 on January 2, 2018.
Engine Corporation has a net income of $20,000 in 2018 and does not declare any
dividends.

d. Engine Corporation’s inventory includes $22,400 of merchandise acquired from Boat
Corporation subsequent to July 2018, for which no payment has been made. Boat Corpora-
tion marks up the merchandise 40% on cost.

e. Titan Corporation acquires in the open market twenty-five $1,000, 6% bonds of Boat Cor-
poration for $21,400 on January 1, 2015. Boat Corporation bonds mature December 31,
2020. Interest is paid each June 30 and December 31. Straight-line amortization is allowed
on the basis of materiality.

f. The 2018 year-end balance in the investment in Boat Corporation stock account is com-
posed of the items shown in the following schedule:

Date Description Amount

April 1, 2017 Cost of 5,000 shares of Boat Corporation stock . . . . . . $ 71,400
December 31, 2017 20% of the dividends declared in December

2017 by Boat Corporation . . . . . . . . . . . . . . . . . . . . (9,000)
December 31, 2017 20%� 2017 annual net income of $60,000 for Boat

Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
July 1, 2018 Cost of 15,000 shares of Boat Corporation . . . . . . . . . 226,200
December 31, 2018 80% of the dividends declared in December

2018 by Boat Corporation . . . . . . . . . . . . . . . . . . . . (24,000)
December 31, 2018 80% of the 2018 June–December net income of

Boat Corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

December 31, 2018 Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $292,600

g. Titan Corporation does not properly adjust the prior 20% investment when it acquires the
60% interest on July 1, 2018.

h. The December 31, 2018, trial balances for the three corporations appear as follows:

Titan
Corporation

Boat
Corporation

Engine
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 87,000 95,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . 158,200 210,000 105,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000 90,000 115,000
Advance to Boat Corporation . . . . . . . . . . . . . 17,000
Dividends Receivable . . . . . . . . . . . . . . . . . . . 24,000
Property, Plant, and Equipment . . . . . . . . . . . . 777,600 325,000 470,000
Accumulated Depreciation . . . . . . . . . . . . . . . (180,000) (55,000) (160,000)
Investment in Boat Corporation:

6% Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . 23,800
Common Stock. . . . . . . . . . . . . . . . . . . . . . . 292,600*

Investment in Engine Corporation:
Preferred Stock. . . . . . . . . . . . . . . . . . . . . . . 7,400

(continued)
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Titan
Corporation

Boat
Corporation

Engine
Corporation

Common Stock. . . . . . . . . . . . . . . . . . . . . . . 207,200
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . (45,000) (14,000) (44,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . (170,000) (96,000) (86,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . (285,000) (150,000) (125,000)
Discount on Bonds Payable . . . . . . . . . . . . . . . 8,000
Dividends Payable. . . . . . . . . . . . . . . . . . . . . . (22,000) (30,000)
Preferred Stock ($20 par) . . . . . . . . . . . . . . . . (400,000) (50,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . (600,000) (250,000) (200,000)
Retained Earnings, January 1, 2018. . . . . . . . (154,600) (107,000) (100,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,050,000) (500,000) (650,000)
Other Revenue. . . . . . . . . . . . . . . . . . . . . . . . . (2,100)
Subsidiary Income:

Common Stock—Boat . . . . . . . . . . . . . . . . . (16,000)
Preferred Stock—Engine . . . . . . . . . . . . . . . (400)
Common Stock—Engine . . . . . . . . . . . . . . . (11,200)

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . 650,000 300,000 400,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . 358,500 160,000 230,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . 22,000 30,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0

*Correction required.

1. Prepare any adjustment needed to the investment account as a result of the July 1, 2018,
acquisition.

2. Prepare the worksheet necessary to produce the consolidated financial statements of Titan
Corporation and its subsidiaries as of December 31, 2018. Correct the trial balances prior to
consolidating. Consolidated retained earnings should be allocated to Titan Corporation,
and the NCIs should be shown separately in the Consolidated Balance Sheet column. All
supporting computations and schedules should be in good form.

(AICPA adapted)

Problem 7-8 (LO 4) Worksheet, preferred stock, intercompany fixed assets and

merchandise, sale of interest. On January 1, 2017, Black Jack Corporation purchases all
of the preferred stock and 60% of the common stock of Zeppo Company for $56,000 and
$111,000, respectively. Immediately prior to the purchases, Zeppo Company has the following
stockholders’ equity:

8% Cumulative preferred stock ($100 par, two years in arrears) . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Paid-in capital in excess of par (common stock). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000

The December 31, 2018, trial balances of the two companies are as follows:

Black Jack
Corporation

Zeppo
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,400 10,000
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 76,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,000 44,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 8,000

Required
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Black Jack
Corporation

Zeppo
Company

Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450,000 122,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (420,000) (25,000)
Investment in Zeppo Preferred Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000
Investment in Zeppo Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 121,200
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (350,000) (18,000)
Common Stock—Black Jack . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000)
Retained Earnings—Black Jack . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (195,000)
Preferred Stock—Zeppo ($100 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (50,000)
Common Stock—Zeppo . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Paid-In Capital in Excess of Par—Zeppo . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)
Retained Earnings—Zeppo . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (41,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (420,000) (96,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 60,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 26,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 4,000
Subsidiary Income—Preferred. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000)
Subsidiary Income—Common . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,600)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Additional information is as follows:

a. Any excess of cost over book value on the investment in common stock is attributed to
equipment with an 8-year life.

b. On December 30, 2017, and December 30, 2018, Zeppo Company pays preferred stock
dividends of $8 per share.

c. Zeppo Company has a net income of $15,000 in 2017 and $10,000 for 2018.
d. Zeppo Company sells a piece of equipment with a book value of $8,000 to Black Jack Cor-

poration for $13,000 on January 2, 2017. The machine has an estimated future life of five
years, and straight-line depreciation is being used.

e. During 2018, Black Jack sells $20,000 of goods to Zeppo for cost plus 40%. Zeppo has
$2,800 of such purchases in its beginning inventory and $7,000 of such purchases in its end-
ing inventory. Zeppo owes Black Jack $2,000 for purchases at year-end. During 2018,
Zeppo sells $8,000 of goods to Black Jack at cost plus 60%. Of these goods, $1,200 are in
Black Jack’s beginning inventory, and $1,600 of such goods are in its ending inventory. Black
Jack owes Zeppo $6,000 for purchases at year-end.

f. On January 1, 2019, Black Jack Corporation sells its 60% interest in Zeppo Company com-
mon stock for $130,000.

1. Prepare the worksheet necessary to produce the consolidated financial statements of Black
Jack Corporation and its subsidiary for the year ended December 31, 2018. Include the
determination and distribution of excess and income distribution schedules.

2. Prepare the entries on Black Jack Corporation’s books to reflect the sale of its investment in
Zeppo Company common stock on January 1, 2019.

Required
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APPENDIX PROBLEMS

Problem 7A-1 (LO 5) Balance sheet worksheet, blocks, control with first, inven-

tory, fixed asset sales. The December 31, 2019, post-closing trial balances of Marley Cor-
poration and its subsidiary, Foster Corporation, are as follows:

Marley
Corporation

Foster
Corporation

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 167,250 101,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,450 72,000
Notes Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87,500 28,000
Dividends Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 122,000 68,000
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . 487,000 252,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . (117,000) (64,000)
Investment in Foster Corporation . . . . . . . . . . . . . . . . . . . . . . . 248,800
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (222,000) (76,000)
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (79,000) (89,000)
Dividends Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (100,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (501,000) (152,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

The following additional information is available:

a. Marley initially acquires 60% of the outstanding common stock of Foster in 2017. There is no
difference between the cost and book value of the net assets acquired. As of December 31, 2019,
the percentage owned is 90%. An analysis of the investment in Foster Corporation account is as
follows:

Date Description Amount

December 31, 2017 Acquired 6,000 shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,800
December 31, 2018 60% of 2018 net income of $78,000. . . . . . . . . . . . . . . . . . 46,800
September 1, 2019 Acquired 3,000 shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
December 31, 2019 Subsidiary income for 2019 . . . . . . . . . . . . . . . . . . . . . . . . . 67,200*
December 31, 2019 90% of dividends declared . . . . . . . . . . . . . . . . . . . . . . . . . . (36,000)

Investment balance, December 31, 2019. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $248,800

*Subsidiary income for 2019:

60%� $96,000 . . . . . . . . . . . . . . . . . . . . . . $57,600

30%� $96,000� 33½% . . . . . . . . . . . . . . 09,600

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $67,200

Foster net income is earned ratably during the year.

On December 15, 2019, Foster declares a cash dividend of $4 per share of common stock,
payable to shareholders on January 7, 2020.

b. During 2019, Marley sells merchandise to Foster. Marley has a 25% gross profit, and the sale
is made at $80,000. Foster’s inventory at December 31, 2019, includes merchandise pur-
chased from Marley for $40,000.

c. On October 1, 2019, Marley sells excess equipment to Foster for $45,000. Data relating to
this equipment are as follows:
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Book value on Marley’s records . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,000
Method of depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Straight-line
Estimated remaining life on October 1, 2019. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 years

d. Near the end of 2019, Foster reduces the balance of its intercompany account payable to zero
by transferring $8,000 to Marley. This payment is still in transit on December 31, 2019.

Prepare the worksheet necessary to produce the consolidated balance sheet of Marley Cor-
poration and its subsidiary as of December 31, 2019. Include an analysis for Marley’s purchase
of Foster common stock on September 1, 2019.

(AICPA adapted)

Problem 7A-2 (LO 5) Balance sheet worksheet, mid-year purchase, intercom-

pany bonds and inventory. Book, Inc., acquires all of the outstanding $25 par common
stock of Cray, Inc., on June 30, 2014, in exchange for 40,000 shares of its $25 par common
stock. On June 30, 2014, Book, Inc., common stock closes at $65 per share on a national stock
exchange. Any excess of cost over book value is attributed to goodwill. Both corporations
continue to operate as separate businesses, maintaining separate accounting records with years
ending December 31.

Additional information is as follows:

a. Book, Inc., uses the simple equity method to account for its investment in Cray.
b. On June 30, 2014, Cray pays cash dividends of $4 per share on its common stock.
c. On December 10, 2014, Book pays a cash dividend totaling $256,000 on its common stock.
d. On June 30, 2014, immediately before the combination, the stockholders’ equities are as

follows:

Book, Inc. Cray, Inc.

Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,200,000 $1,000,000
Additional paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . 1,660,000 190,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,036,000 980,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,896,000 $2,170,000

e. Cray’s long-term debt consists of 10-year, 10% bonds issued at face value on March 31, 2011.
Interest is payable semiannually on March 31 and September 30. Book purchases Cray’s bonds
at the face value of $320,000 in 2011, and there is no change in ownership.

f. During October 2014, Book sells merchandise to Cray at a total invoice price of $720,000,
which includes a profit of $180,000. At December 31, 2014, one-half of the merchandise
remains in Cray’s inventory, and Cray has not paid Book for the merchandise purchased.

g. The 2014 net income amounts per the separate books of Book and Cray are $890,000
(exclusive of equity in Cray earnings) and $580,000 ($320,000 in the first six months and
$260,000 in the second six months), respectively.

h. The retained earnings balances at December 31, 2013, are $2,506,000 and $820,000 for
Book and Cray, respectively.

i. On December 31, 2014, the companies have the following post-closing trial balances:

Book, Inc. Cray, Inc.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 825,000 330,000
Accounts and Other Current Receivables . . . . . . . . . . . . . . . . . . . . 2,140,000 835,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,310,000 1,045,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000 300,000
Depreciable Assets (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,575,000 1,980,000
Investment in Cray, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,860,000
Long-Term Investments and Other Assets . . . . . . . . . . . . . . . . . . . . . 865,000 385,000
Accounts Payable and Other Current Liabilities . . . . . . . . . . . . . . . (2,465,000) (1,145,000)
Long-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,900,000) (1,300,000)

(continued)
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Book, Inc. Cray, Inc.

Common Stock ($25 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,200,000) (1,000,000)
Additional Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . (3,260,000) (190,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,400,000) (1,240,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

1. Prepare the worksheet necessary to produce the consolidated balance sheet of Book, Inc.,
and its subsidiary for the year ended December 31, 2014. Include a determination and dis-
tribution of excess schedule.

2. Prepare the formal consolidated statement of retained earnings for December 31, 2014.

Problem 7A-3 (LO 5) Balance sheet worksheet, intercompany inventory, bonds

and capital lease. On January 1, 2015, Press Company acquires 90% of the common stock
of Soap Company for $324,000. On this date, Soap has total owners’ equity of $270,000,
including retained earnings of $100,000.

On January 1, 2015, any excess of cost over book value is attributable to the undervaluation
of land, building, and goodwill. Land is worth $20,000 more than cost. Building is worth
$40,000 more than book value. It has a remaining useful life of 20 years and is depreciated
using the straight-line method.

During 2015 and 2016, Press has appropriately accounted for its investment in Soap using
the simple equity method.

During 2016, Soap sells merchandise to Press for $40,000, of which $15,000 is held by Press on
December 31, 2016. Soap’s usual gross profit on affiliated sales is 40%. On December 31, 2016,
Press still owes Soap $8,000 for merchandise acquired in December.

On October 1, 2014, Soap sells $100,000 par value of 10-year, 10% bonds for $102,000.
The bonds pay interest semiannually on April 1 and October 1. Straight-line amortization is
used. On October 2, 2015, Press repurchases $60,000 par value of the bonds for $59,100.
Straight-line amortization is used.

On January 1, 2016, Press purchases equipment for $111,332 and immediately leases the
equipment to Soap on a 3-year lease. The minimum lease payments of $40,000 are to be made
annually on January 1, beginning immediately, for a total of three payments. The implicit inter-
est rate is 8%. The useful life of the equipment is three years. The lease has been capitalized by
both companies. Soap is depreciating the equipment using the straight-line method and
assuming a salvage value of $6,332. A lease amortization schedule, applicable to both compa-
nies, follows:

Carrying
Value on

Carrying
Value

Interest
Rate Interest Payment

Principal
Reduction

January 1, 2015 111,332
(40,000)

January 1, 2016 71,332 8% $5,707 $40,000 $34,293
(34,293)

January 1, 2017 37,039 8% 2,961* 40,000 37,039
(37,039)

January 1, 2018 0

*Adjusted for rounding error.
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The balance sheet for the companies on December 31, 2016, is as follows:

Assets
Press

Company
Soap

Company

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 65,000 $ 50,000
Bond interest receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
Minimum lease payments receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Unearned interest income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,961)
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86,000 80,000
Other current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,236 183,668
Investment in Soap Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 351,000
Investment in Soap bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,225
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 30,000
Building and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 230,000
Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) (50,000)
Equipment under capital lease . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 111,332
Accumulated depreciated equipment under lease . . . . . . . . . . . . . . . . . (35,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 960,000 $600,000

Liabilities and Equity
Press

Company
Soap

Company

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 78,000 $ 70,000
Bond interest payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Lease interest payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,707
Other current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 57,000 48,911
Lease obligation payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 71,332
Bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 100,000
Premium on bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,550
Common stock—Press . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Other paid-in capital in excess of par—Press . . . . . . . . . . . . . . . . . . . . . 150,000
Retained earnings—Press . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 325,000
Common stock—Soap. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Other paid-in capital in excess of par—Soap . . . . . . . . . . . . . . . . . . . . . 70,000
Retained earnings—Soap . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $960,000 $600,000

Complete the worksheet for a consolidated balance sheet as of December 31, 2016. Include
a determination and distribution of excess schedule. Round all computations to the nearest
dollar.
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8
C H A P T E R

8

1
O B J E C T I V E

Explain the effect of

subsidiary stock dividends

on elimination procedures.

Subsidiary Equity Transactions,
Indirect Subsidiary Ownership, and

Subsidiary Ownership of Parent Shares

This chapter is concerned with subsidiary equity transactions and complicated parent owner-
ship arrangements that affect the recording and consolidations of the parent’s investment in a
subsidiary. First, we will consider the impact of subsidiary equity transactions on the parent’s
recording and consolidation of the investment in the subsidiary. We will consider the subsidiary
declaration of stock dividends, subsidiary sales of additional shares of stock, and the subsidiary
repurchase of its outstanding shares.

Second, this chapter will deal with more complex ownership structures. Accounting proce-
dures will be developed for indirect holdings and ownership of parent shares by a subsidiary.
Indirect holdings are situations where a parent holds a controlling interest in a subsidiary and
the subsidiary is, in turn, a parent of another company. A mutual holding exists when the sub-
sidiary also owns voting common stock of the parent company.

SUBSIDIARY STOCK DIVIDENDS
A subsidiary may issue stock dividends to convert retained earnings into paid-in capital. The
minimum amount to be removed from retained earnings is the par value or stated value of
the shares distributed. However, according to accounting principles, when the distribution
does not exceed 20% to 25% of the previously outstanding shares, an amount equal to the
fair value of the shares should be removed from retained earnings and transferred to paid-in
capital in excess of par. The recording of stock dividends at fair value is defended by FASB
ASC 505-20-05-2:

Many recipients of stock dividends look upon them as distributions of corporate earnings,
and usually in an amount equivalent to the fair value of the additional shares received. If the
issuances of stock dividends are so small in comparison with the shares previously outstanding,

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain the effect of subsidiary stock dividends on elimination procedures.

2. Account for the effect of the subsidiary’s sale of its own common stock on the parent’s
investment in the subsidiary.

3. Account for the effect of subsidiary treasury stock transactions on the parent’s investment in
the subsidiary.

4. Demonstrate accounting procedures for multilevel holdings.

5. Demonstrate an understanding of the alternatives used for accounting for investments in the
parent company owned by the subsidiary.
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such issuances generally do not have any apparent effect on the share market price and, conse-
quently, the market value of the shares previously held remains substantially unchanged.

Accounting theory, however, is not consistent when it comes to recording the receipt of divi-
dends by an investor. Even though the false impression of the ‘‘typical’’ investor is sufficient rea-
son to allow the issuing corporation to record the market value of the shares distributed, the
investor is not permitted to do likewise. In fact, the investor must not record income when stock
dividends are received but must acknowledge the true impact of the transaction, which is that
nothing of substance has been given or received. Thus, the investor merely makes a memo entry
indicating that the cost of the original investment now is allocated to a greater number of shares.
The revised number of shares is important in computing cost per share if there is a subsequent
partial sale of the investment.

To review the recording of a stock dividend and to provide a basis for worksheets, assume
that Company P acquired an 80% interest in Company S on January 1, 2015, at which time
the following determination and distribution of excess schedule was prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . $250,000 $200,000 $ 50,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $180,000 $180,000 $180,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $144,000 $ 36,000

Excess of fair value over book value . . . . . . . . . . . . . . . $ 70,000 $ 56,000 $ 14,000

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000 10 $ 7,000 debit D

On January 2, 2017, Company S declared and distributed a 10% stock dividend. Prior to
declaration of the dividend, its stockholders’ equity appeared as follows:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . $220,000

In the following entry to record the stock dividend, Company S acknowledged the $25 fair
value of the 1,000 shares distributed:

Retained Earnings (or Stock Dividends Declared) ($25 fair value� 1,000 shares) . . . 25,000
Common Stock ($10 par� 1,000 shares) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Additional Paid-In Capital in Excess of Par from Stock Dividend

(1,000 shares� $15 excess over par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Parent Using the Simple Equity Method

Continuing the example, on January 1, 2017 (prior to the dividend), Company P has a simple-
equity-adjusted balance of $232,000 in its investment in Company S account, derived as shown
on page 437.
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Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Share of undistributed income:

Company S retained earnings, January 1, 2017 . . . . . . . . . . . . . . . $120,000
Company S retained earnings, January 1, 2015 . . . . . . . . . . . . . . . 80,000

Increase in retained earnings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000
Ownership interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 80% 32,000

Simple-equity-adjusted balance, January 1, 2017 . . . . . . . . . . . . . . . . $232,000

During 2017, Company S earned $20,000 and made no other dividend declarations. Com-
pany P would make the following entries during 2017, under the simple equity method:

Receipt of stock dividend:

Jan. 2, 2017 Memo: Investment in Company S now includes 800 added shares for a total of
8,800 shares. The parent’s interest remains at 80%.

Recording of equity income:

Dec. 31, 2017 Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

To record the 80% interest in Company S
$20,000 reported net income for 2017.

The partial worksheet below lists the investment in Company S account at the December 31,
2017, simple-equity-adjusted cost of $248,000. Note that the partial worksheet includes the redis-
tributed capital structure of Company S, which resulted from the stock dividend. It should be
clear that the complications arising from stock dividends pertain primarily to their recording by
the separate affiliated firms. There is only a minimal effect on the consolidated worksheet.

Trial Balance Eliminations & Adjustments

Company P Company S Dr. Cr.

Investment in Company S 248,000 (CY) 16,000

(EL) 176,000

(D) 56,000

Equipment (D) 70,000 (A) 21,000

Common Stock—Company P (500,000)

Retained Earnings—Company P (420,000) (A) 11,200

Common Stock ($10 par)—Company S (110,000) (EL) 88,000

Additional Paid-In Capital in Excess of Par from Stock

Dividend—Company S (15,000) (EL) 12,000

Retained Earnings—Company S (reduced $25,000 for

stock dividend) (95,000) (EL) 76,000 (NCI) 14,000

(A) 2,800

Subsidiary Income (16,000) (CY) 16,000

Expenses 30,000 18,000 (A) 7,000

Eliminations and Adjustments:

(CY) Eliminate the parent’s entry recording its share of subsidiary income for the current year. There is no complication
caused by the stock dividend since it does not constitute income to Company P.

(EL) Eliminate 80% of Company S equity balances as restructured by the stock dividend. If the subsidiary recorded the stock
dividend with a debit to Stock Dividends Declared, 80% of that account would be eliminated in this step.

(D)/NCI) Distribute the excess cost and NCI adjustment to the equipment account as required by the determination and
distribution of excess schedule.

(A) Depreciate the equipment for three years. Depreciation for the two prior years reduces the controlling and
noncontrolling interest in retained earnings (80%/20%), while the current-year depreciation reduces current
consolidated net income.

437Chapter 8 SUBSIDIARY EQUITY TRANSACTIONS, INDIRECT SUBSIDIARY OWNERSHIP, AND SUBSIDIARY OWNERSHIP OF PARENT SHARES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Parent Using the Sophisticated Equity Method

Using the sophisticated equity method, the parent would have a balance in its investment in
Company S account of $220,800, derived as follows:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Share of undistributed income:

Company S retained earnings, January 1, 2017 . . . . . . . . . . . . . . . $120,000
Company S retained earnings, January 1, 2015 . . . . . . . . . . . . . . . 80,000

Increase in retained earnings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000
Ownership interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 80% 32,000

Equipment depreciation, 2 years� 80%� $7,000 . . . . . . . . . . . . . . . (11,200)

Sophisticated-equity-adjusted balance, January 1, 2017. . . . . . . . . . . $220,800

During 2017, Company P would make the same memo entry as under the simple equity
method to record the stock dividend. The following entry would be made to record equity
income for 2017:

Dec. 31, 2017 Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . 10,400
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,400

To record the 80% interest in Company S reported
income for 2017 less 80%� $7,000 equipment
depreciation.

The following partial worksheet would apply to the investment maintained under the
sophisticated equity method:

Trial Balance Eliminations & Adjustments

Company P Company S Dr. Cr.

Investment in Company S 231,200 (CY) 10,400

(EL) 176,000

(D) 44,800

Equipment (D) 56,000 (A) 7,000

Common Stock—Company P (500,000)

Retained Earnings, January 1, 2017—Company P (408,800)

Common Stock ($10 par)—Company S (110,000) (EL) 88,000

Additional Paid-In Capital in Excess of Par from Stock

Dividend—Company S (15,000) (EL) 12,000

Retained Earnings (reduced $25,000 for stock

dividend), January 1, 2017—Company S (95,000) (EL) 76,000 (NCI) 11,200

Subsidiary Income (10,400) (CY) 10,400

Expenses 30,000 18,000 (A) 7,000

Eliminations and Adjustments:

(CY) Eliminate the parent’s entry recording its share of subsidiary income for the current year. There is no complication
caused by the stock dividend since it does not constitute income to Company P.

(EL) Eliminate 80% of Company S equity balances as restructured by the stock dividend. If the subsidiary recorded the stock
dividend with a debit to Stock Dividends Declared, 80% of that account would be eliminated in this entry.

(D)/(NCI) Distribute the excess cost and NCI adjustment to the equipment account as required by the determination and
distribution of excess schedule. Since the parent is amortizing the excess on its books, this is the remaining balance at
the start of the year ($70,000 less two years’ amortization at $7,000 per year).

(A) Depreciate the equipment for the current year. The parent retained earnings is already adjusted for prior-year depreciation.
The NCI adjustment is the net amount remaining at the start of the year; no depreciation for prior years is needed.
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Note the following special features:

1. The investment is at the sophisticated equity balance of $231,200 ($220,800 balance on
January 1, 2017, plus $10,400 equity income for 2017).

2. The retained earnings of Company P are $408,800. This is $11,200 less than under the sim-
ple equity method since there is $5,600 per year of equipment depreciation subtracted for
2015 and 2016.

3. Subsidiary income is the sophisticated equity amount of $10,400.

4. Only the equipment adjustment remaining on January 1, 2017, is entered when distributing
the excess in entry (D). Recall that the prior years’ depreciation has already reduced the
investment account and the parent retained earnings. Note that only the current-year depre-
ciation is made in entry (A).

Parent Using the Cost Method

In the preceding example, if the parent, Company P, had used the cost method to record its
investment in Company S, no adjustments would have been made to the investment account.
The investment in Company S still would be carried at its original cost of $200,000 on the
December 31, 2017, worksheet.

The declaration of a stock dividend by a subsidiary requires a more difficult process for the
conversion of the parent’s investment account from a cost to a simple-equity basis. The conver-
sion must reflect all the changes in subsidiary retained earnings since acquisition, including the
retained earnings transferred to paid-in capital in excess of par as a result of a stock dividend.
The correct simple-equity conversion would be made as follows for the preceding example:

Retained earnings, January 2, 2017 (after stock dividend). . . . . . . . . . . . . . . . . . . . . . . . . . . $95,000
Retained earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Change in retained earnings balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
Retained earnings transferred to paid-in capital in excess of par ($25� 1,000 shares)

as a result of stock dividend. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Total change in retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,000
Ownership interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 80%

Simple-equity conversion. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $32,000

A faster approach to the simple-equity conversion is to consider the change in total subsidi-
ary stockholders’ equity available to common stockholders as follows:

Subsidiary total equity, January 1, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000
Subsidiary total equity, January 1, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Net change . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000
Ownership interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 80%

Simple-equity conversion. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 32,000

Normally, a parent will maintain a permanent file with the needed information for this
adjustment. This faster method, however, could be useful in later years if facts surrounding the
stock dividend were not readily available. The faster procedure will work well, provided in the
interim periods there have been no other changes in subsidiary paid-in capital in excess of par,
such as a subsidiary sale or retirement of its shares.

The $32,000 simple-equity conversion would be the first step on a worksheet when the cost
method is used for the subsidiary investment. This step converts the investment in subsidiary
account to its simple-equity balance at the beginning of 2017. The entry would be as follows:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
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The remaining worksheet procedures would not include the elimination of the current
year’s subsidiary income, but otherwise it would be identical to entries (D), (NCI), (EL), and
(A) of the partial worksheet on page 438.

R E F L E C T I O N
� The receipt of subsidiary stock dividends requires no entry by the parent.

� Care needs to be taken when converting from cost to equity. The adjustment for the

increase in equity includes amounts moved from retained earnings to paid-in capital in

excess of par as a result of subsidiary stock dividends.

SUBSIDIARY SALE OF ITS OWN COMMON STOCK
In virtually all cases where the subsidiary issues additional shares of stock, the transaction
impacts the parent’s investment in the subsidiary account. Even though the parent purchases
none of the newly issued shares, its share of subsidiary equity has changed, and consolidation
procedures must acknowledge the change. When the parent purchases some of the newly issued
shares, the adjustment needed depends on whether the ownership interest after the purchase is
equal to, less than, or greater than the ownership interest prior to the purchase. The adjustments
resulting from a subsidiary stock sale are made at the time of the sale when the equity method is
used, or they are part of the cost-to-equity conversion process when the cost method is used. In
all cases, a comparison is made of the parent’s position before and after the subsidiary transac-
tion occurs. Thus, the term that will be used is ‘‘before and after’’ analysis.

Sale of Subsidiary Stock to Noncontrolling Shareholders

A parent may allow a subsidiary to sell additional shares of stock in order to raise additional
equity. A sale of stock by the subsidiary to new or existing noncontrolling shareholders results
in an increase in the total subsidiary stockholders’ equity against which the controlling interest
has a claim. However, the effect of increasing the number of subsidiary shares in the hands of
noncontrolling stockholders is to lower the controlling interest ownership percentage. Thus,
the controlling ownership receives a smaller percentage of a larger subsidiary equity. The net
effect on the value of the controlling interest depends on the price at which the shares are sold.

A change in the equity of the subsidiary is recorded as a capital transaction, and it never has
an impact on income. In most cases, the subsidiary equity change would be recorded as a change
in the paid-in capital in excess of par of the parent company (debit effect could impact retained
earnings when no paid-in capital in excess of par exists).1

Parent Using the Equity Method. A parent company using either the simple or sophisticated
equity method usually will need to make an adjustment to its investment account when its sub-
sidiary sells additional shares of stock to NCI shareholders. To illustrate, assume Company P
has a 90% interest in Company S. The interest was purchased on January 1, 2015, at which time
the determination and distribution of excess schedule was prepared, as shown on page 441.

2
O B J E C T I V E

Account for the effect of

the subsidiary’s sale of its

own common stock on the

parent’s investment in the

subsidiary.

1 FASB ASC 810-10-45-23.
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Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(90%)

NCI
Value
(10%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . $160,000 $144,000 $ 16,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings . . . . . . . . . . . . . . . . . . . 50,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . $150,000 $150,000 $150,000

Interest acquired . . . . . . . . . . . . . . . . . . . . 90% 10%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000 $ 15,000

Excess of fair value over book value . . . . . . . $ 10,000 $ 9,000 $ 1,000

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000 10 $ 1,000 debit D

Assume that Company S will issue additional shares on January 1, 2018. The equity of
Company S is based on the recorded equity amounts as adjusted by the fair value adjustments
made on the acquisition date. That amount is calculated as follows:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Retained earnings, January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000

Company S equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $240,000
Remaining fair value adjustment [$10,000� (3 years� $1,000)] . . . . . . . 7,000

Equity adjusted for fair value adjustment on acquisition date . . . . . . . . . . . . $247,000

The ‘‘before and after’’ analysis will be applied to the following example. On January 1, 2018,
2,000 shares of previously unissued common stock are sold to the noncontrolling interest. As a
result, the parent’s interest is reduced to 75% ($9,000 ‚ $12,000). An analysis of the controlling
interest before and after the sale of 2,000 new subsidiary shares to noncontrolling shareholders
follows. The ‘‘before and after’’ analysis shows the three possibilities: shares sold at book value
(Case 1), at more than book value (Case 2), and at less than book value (Case 3).

Case 1
(sold at

book value)

Case 2
(sold at price
greater than
book value)

Case 3
(sold at price

less than
book value)

Sale price per share. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 24.70 $ 30.00 $ 20.00
Company S shareholders’ equity prior to sale

Adjusted for fair value adjustments (see above) . . . . . $247,000 $247,000 $247,000
Add to common stock ($10 par� 2,000 shares) . . . . . . 20,000 20,000 20,000
Add to paid-in capital in excess of par . . . . . . . . . . . . . . 29,400 40,000 20,000

Company S shareholders’ equity after the sale . . . . . . . . $296,400 $307,000 $287,000

Controlling interest after the sale (75%). . . . . . . . . . . . . . $222,300 $230,250 $215,250
Controlling interest before the sale (90%� $247,000) . 222,300 222,300 222,300

Net increase (decrease) in controlling interest. . . . . . . $ 0 $ 7,950 $ (7,050)

Based on the results of the three cases in the above table, it should be noted that no change
in controlling interest occurs when a subsidiary sells new stock to noncontrolling shareholders
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at adjusted book value (as adjusted for fair value adjustments on acquisition date). An increase
occurs when the stock is sold above adjusted book value, and a decrease results when the stock is
sold below adjusted book value.

The parent would adjust its investment in subsidiary account to record the effect on control-
ling interest in each of the three cases as follows:

Case 1: Memo entry only to record a change from a 90% to a 75% interest.

Case 2: Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,950
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,950

To record increase in ownership interest and change from 90%
to 75% interest.

Case 3: Paid-In Capital in Excess of Par* . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,050
Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,050

To record decrease in ownership interest. It is assumed that
parent additional paid-in capital in excess of par exists to offset
the decrease. Also record change from 90% to 75% interest.

*Or Retained Earnings if there is no paid-in capital in excess of par.

Note that when the equity method is used, these entries would be made directly on the
books of the parent; they are not worksheet adjustments.

To illustrate the effect of Case 2 on consolidation, assume subsidiary income for 2018 was
$40,000 and no dividends were declared. The investment account balance under the simple
equity method would be determined as follows:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $144,000
Simple-equity income adjustments (2015 through 2017, 90%� $90,000

increase in retained earnings). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 81,000
Increase from stock sale to NCI on January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,950
Simple-equity adjustment for 2018 subsidiary income (75%� $40,000 income) . . . . . . . 30,000

Balance, December 31, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $262,950

In the partial worksheet shown below, for the year ended December 31, 2018, the trial balances
of Company P and Company S reflect the sale of 2,000 additional shares at $30 per share (Case 2).

Trial Balance Eliminations & Adjustments

Company P Company S Dr. Cr.

Investment in Company S (75%) 262,950 (CY) 30,000

(EL) 225,000

(D) 7,500

(adj) 450

Equipment (D) 10,000 (A) 4,000

Common Stock—Company P (400,000)

Paid-In Capital in Excess of Par—Company P (7,950)

Retained Earnings—Company P (320,000) (A) 2,250

(adj) 450

Common Stock—Company S (120,000) (EL) 90,000

Paid-In Capital in Excess of Par—Company S (40,000) (EL) 30,000

Retained Earnings, January 1, 2018—Company S (140,000) (EL) 105,000 (NCI) 2,500

(A) 750

Subsidiary Income (30,000) (CY) 30,000

Expenses 40,000 27,000 (A) 1,000
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Eliminations and Adjustments:

(CY) Eliminate the parent’s entry recording subsidiary income for the current year. The parent’s share is now 75% of the
subsidiary undistributed net income. If the sale had occurred during the year, the old percentage of ownership would be
applied to income earned prior to the sale date.

(EL) Eliminate the parent’s 75% share of subsidiary equity balances at the beginning of the year against the investment
account.

(D)/(NCI) Distribute to the equipment account the original excess of cost over book value and NCI adjustment, as required by the
January 1, 2015, determination and distribution of excess schedule. The adjustment is now allocated 75%/25% to the
investment account and to the NCI.

(A) Depreciate equipment for the past three years and the current year. The prior-year amortizations are allocated 75%/
25% to controlling and noncontrolling retained earnings.

(adj) The ‘‘amortization adjustment’’ is to adjust parent retained earnings for the fact that the amortization in prior years was
allocated 90% to the parent, as opposed to the current 75% allocation. It is calculated as (15% change� $1,000
annual depreciation� 3 years).

The consolidated worksheet may require the adjustment of both the controlling and non-
controlling interests in beginning retained earnings for intercompany transactions originating
in previous periods. When such adjustments are necessary, the current, not the original, owner-
ship interest percentages are used.

Parent Using the Cost Method. A parent using the cost method records only dividends received
from a subsidiary. Usually, no adjustment is made for any other changes in the subsidiary stock-
holders’ equity, including changes caused by sales of subsidiary stock. As a result, the entry to
convert from the cost method to the equity method on future worksheets must consider not
only the equity adjustments for the subsidiary undistributed income but also adjustments in the
parent’s ownership interest caused by subsidiary stock sales. A parent using the cost method still
would list the subsidiary investment at its original cost.

The partial worksheet on page 444 demonstrates the consolidation procedures needed for
Case 2 when the cost method is used.

To review this process, the cost-to-simple-equity conversion amount for Case 2 is deter-
mined as it would apply to the December 31, 2018, worksheet.

Undistributed income:
90% of change in retained earnings of Company S from

January 1, 2015, to January 1, 2018 (90%� $90,000) . . . . . . $81,000
Adjustment to paid-in capital in excess of par:

Controlling interest in Company S equity subsequent to sale on
January 1, 2018 (75%� $307,000) . . . . . . . . . . . . . . . . . . . . . . $230,250

Controlling interest in Company S equity prior to sale on
January 1, 2018 (90%� $247,000). . . . . . . . . . . . . . . . . . . . . . 222,300

Net increase in paid-in capital in excess of par . . . . . . . . . . . . . . . . . 7,950

Total increase in investment account . . . . . . . . . . . . . . . . . . . . . . . . . . . $88,950

This adjustment becomes (CV) in the cost method worksheet. In later years, the conversion
entry would include only 75% of the change in subsidiary retained earnings that occurs after
the January 1, 2018, sale of stock.
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Company P and Subsidiary Company S
Partial Worksheet (Cost Method)
For Year Ended December 31, 2018

Trial Balance Eliminations & Adjustments

Company P Company S Dr. Cr.

Investment in Company S (75%) 144,000 (CV) 88,950 (EL) 225,000

(D) 7,500

(adj) 450

Equipment (D) 10,000 (A) 4,000

Common Stock—Company P (400,000)

Paid-In Capital in Excess of Par—Company P (CV) 7,950

Retained Earnings ($81,000 less since no equity

income was recorded), January 1, 2018—Company P (239,000) (A) 2,250 (CV) 81,000

(adj) 450

Common Stock—Company S (120,000) (EL) 90,000

Paid-In Capital in Excess of Par—Company S (40,000) (EL) 30,000

Retained Earnings, January 1, 2018—Company S (140,000) (EL) 105,000 (NCI) 2,500

(A) 750

Expenses 40,000 27,000 (A) 1,000

Eliminations and Adjustments:

(CV) The simple-equity conversion is recorded:
(EL) Eliminate the parent’s 75% share of subsidiary equity balances at the beginning of the year against the investment

account.
(D)/(NCI) Distribute to the equipment account the original excess of cost over book value and NCI adjustment, as required by the

January 1, 2015, determination and distribution of excess schedule. The adjustment is now allocated 75%/25% to the
investment account and to the NCI.

(A) Depreciate equipment for the past three years and the current year. The prior-year amortizations are allocated 75%/
25% to controlling and noncontrolling retained earnings.

(adj) The ‘‘amortization adjustment’’ is to adjust parent retained earnings for the fact that the amortization in prior years was
allocated 90% to the parent, as opposed to the current 75% allocation. It is calculated as (15% change� $1,000
annual depreciation� 3 years).

A dangerous shortcut might be attempted whereby the net change in the controlling owner-
ship interest is calculated by comparing 90% of the total subsidiary equity (adjusted for fair
value adjustments) on January 1, 2015, to 75% of the total subsidiary equity (adjusted for fair
value adjustments) on January 1, 2019. This shortcut will produce the correct adjustment to
the investment in subsidiary account, but it will not provide the analysis needed to distribute
the adjustment to the parent’s paid-in capital in excess of par and retained earnings.

Parent Purchase of Newly Issued Subsidiary Stock

A parent may purchase all or a portion of the newly issued stock. The general approach in such cases
is to compare the change resulting from the sale to the price paid for the additional interest:

^ When the ownership interest remains the same, there will be no adjustment.
^ When the ownership interest increases or decreases, the difference between the change in

equity and the price paid is viewed as a change in paid-in capital in excess of par. (In some
cases, there may be a debit to Retained Earnings.)

Presented in the following table are three cases based on the previous example for which the
determination and distribution of excess schedule was shown on page 441. Recall that the sub-
sidiary is issuing 2,000 new shares of common stock for $30 per share.
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Case A
(maintain interest)

Case B
(increase interest)

Case C
(decrease interest)

1 Shares purchased by parent . . . . . . . . . . . . 1,800 2,000 1,000
2 Total shares owned by parent after

purchase . . . . . . . . . . . . . . . . . . . . . . . . . 10,800 11,000 10,000
3 Total subsidiary shares outstanding after

issue . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000 12,000 12,000
4 Subsidiary equity after the sale (includes

fair value adjustment from Case 2, page
441) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $307,000 $307,000 $307,000

5 Parent’s ownership percent after purchase
(2 ‚ 3). . . . . . . . . . . . . . . . . . . . . . . . . . . � 90% � 91.67% � 83.33%

6 Parent’s new equity interest after purchase
(4 3 5) . . . . . . . . . . . . . . . . . . . . . . . . . . $276,300 $281,427 $255,823

7 Subsidiary equity before the sale (from
page 441). . . . . . . . . . . . . . . . . . . . . . . . $247,000 $247,000 $247,000

8 Parent’s ownership percent before the
purchase . . . . . . . . . . . . . . . . . . . . . . . . . � 90% � 90% � 90%

9 Parent’s equity interest before the purchase
(7 3 8) . . . . . . . . . . . . . . . . . . . . . . . . . . 222,300 222,300 222,300

10 Change in parent’s equity interest due to
purchase (6� 9) . . . . . . . . . . . . . . . . . . $ 54,000 $ 59,127 $ 33,523

11 Price paid ($30 3 1) . . . . . . . . . . . . . . . . . 54,000 60,000 30,000

12 Increase (decrease) in parent’s equity
interest over price paid (10� 11) . . . . . $ 0 $ (873) $ 3,523

In Case A, the parent maintains its ownership interest by purchasing 90% of the newly
issued shares. Note that there is no difference between the price paid by the parent for the new
shares and the dollar change in the parent’s ownership interest due to the purchase. Thus, no
entry is needed other than to record the purchase of the shares as follows:

Investment in Company S (1,800 shares� $30) . . . . . . . . . . . . . . . . . . . . . 54,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,000

No new disparity between cost and underlying equity is created. As a result, no additional
equity adjustment is needed when the parent maintains its ownership interest and the
same price is paid by all buyers.

In Case B, the parent has increased its ownership interest to 91.67%. The price paid in
excess of the additional interest is a reduction of equity that is charged against existing parent
paid-in capital in excess of par, unless it does not exist. In that case, it is a debit to the parent’s
Retained Earnings.

The entry at the time of the purchase of the additional shares would be as follows:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,127
Retained Earnings—Parent (assumes no paid-in capital in excess of par) . . . 873

Cash (2,000 shares� $30) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Future eliminations would be based on the 91.67% interest

In Case C, the parent did not buy enough shares to maintain its ownership interest. How-
ever, the parent’s investment account increased by $3,523 more than the price paid for the new
interest. The increase would be an addition to paid-in capital in excess of par. A decrease would
be a debit to existing Paid-In Capital in Excess of Par. If there is no existing paid-in capital in
excess of par on the parent’s books, retained earnings would be reduced. In Case C, the invest-
ment account increased $33,523, and the price paid was only $30,000. In addition to recording
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the purchase of the shares, the entry records the $3,523 increase in the parent’s ownership inter-
est. The entry for the transactions discussed would be as follows:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,523
Cash (1,000 shares� $30) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Paid-In Capital in Excess of Par—Parent . . . . . . . . . . . . . . . . . . . . . . . . . . 3,523

This entry is made at the time of the purchase and assumes the use of the equity method.
If the cost method were used, it would be made as part of the cost-to-equity conversion process.

R E F L E C T I O N
� The subsidiary may increase its equity by issuing additional shares to noncontrolling

shareholders.

� A ‘‘before and after’’ analysis is used to calculate the effect of stock issuance by the

subsidiary on the parent’s interest.

� The adjustment is made to the paid-in capital in excess of par account of the parent.

(A decrease in equity would be a reduction of the parent’s retained earnings if no paid-in

capital in excess of par is available.)

SUBSIDIARY PURCHASE OF ITS OWN
COMMON STOCK
When a subsidiary acquires some of its own shares from the noncontrolling interest, the subsidiary
equity is reduced. The parent will now own a larger percentage of a smaller equity. As is the case
when subsidiary equity increases, a ‘‘before and after’’ analysis is needed. When the parent’s interest
increases, the increase is credited to the parent’s Paid-In Capital in Excess of Par. When the parent’s
interest is reduced, the decrease is debited to the parent’s Paid-In Capital in Excess of Par, if avail-
able. If paid-in capital in excess of par is not available, then the parent’s retained earnings is reduced.

Purchase of Shares as Treasury Stock

To illustrate a subsidiary treasury stock purchase, assume the parent, Company P, owned a 70%
interest in Company S. On January 1, 2015, Company S had the following stockholders’ equity:

Capital stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . $240,000

Further assume that the remaining fair value adjustment resulting from the original acquisi-
tion is $15,000. Thus, the adjusted equity of the subsidiary was as follows:

Total stockholder’s equity from above . . . . . . . . . . . $240,000
Remaining fair value adjustment . . . . . . . . . . . . . . . 15,000

Adjusted subsidiary equity. . . . . . . . . . . . . . . . . . $255,000

On this date, the subsidiary purchased 2,000 of its 10,000 outstanding shares. The entry
(shown on page 447) then was recorded by Company S as a result of this purchase from non-
controlling shareholders at a cost of $26 each.

3
O B J E C T I V E

Account for the effect of

subsidiary treasury stock

transactions on the

parent’s investment in the

subsidiary.
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Treasury Stock (at cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000

As a result of the purchase, Company S had the following stockholders’ equity:

Capital stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $240,000
Less treasury stock (at cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $188,000
Add remaining fair value adjustment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Adjusted subsidiary equity after treasury stock purchase . . . . . . . . . . . . . . . . . . . $203,000

The parent now owns 7,000 of 8,000 outstanding subsidiary shares (87.5% interest). The
‘‘before and after’’ analysis is as follows:

Parent interest after treasury stock purchase (87.5%� $203,000) . . . . . . . . . . . . . $177,625
Parent interest prior to treasury stock purchase (70%� $255,000) . . . . . . . . . . . . . 178,500

Increase (decrease) in parent company equity . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (875)

An increase would be credited to the parent’s Paid-In Capital in Excess of Par. A decrease is
debited to the available parent Paid-In Capital in Excess of Par, otherwise to the parent’s
Retained Earnings. In this case (assuming no parent paid-in capital in excess of par), the entry
for a parent using either equity method would be as follows:

Retained Earnings—Parent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 875
Investment in Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 875

Eliminations in future periods would be based on the resulting 87.5% parent interest.
Eliminations would include eliminating 87.5% of the subsidiary treasury stock account.

A parent using the cost method would include the above adjustment in its cost-to-equity
conversion worksheet adjustment (CV).

Resale of Shares Held in Treasury

The purchase and resale of treasury stock by a subsidiary would be handled as two separate events
using the previously described ‘‘before and after’’ comparison method. Alternative procedures
might be used if there is any intent to resell the treasury shares in the near future. When, for exam-
ple, the treasury stock is purchased and resold within the consolidated company’s fiscal period, a
shortcut is possible. Since there would be no change in the parent’s percentage of ownership by
the end of the period, the parent only needs to make an adjustment equal to its ownership interest
multiplied by the subsidiary’s increase or decrease in equity as a result of the treasury stock transac-
tion. This adjustment should be carried to the additional paid-in capital in excess of par of the
parent and is not viewed as an operating gain or loss since it results from dealings with the com-
pany’s own shareholders. Using the same reasoning, a decrease in equity reduces the parent’s
retained earnings only when no additional paid-in capital in excess of par is available.

R E F L E C T I O N
� The repurchase of shares by a subsidiary is treated as a change in subsidiary equity that

is accounted for by employing ‘‘before and after’’ analysis.
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INDIRECT HOLDINGS
A parent company may own a controlling interest in a subsidiary that, in turn, owns a control-
ling interest in another company. For example, Company A may own a 75% interest in Com-
pany B, which owns an 80% interest in Company C. Thus, A has indirect holdings in C. This
situation could be diagrammed as follows:

Level One Level Two

owns 75% owns 80%

A B C

The treatment of the level one investment in B and the level two investment in C can be mas-
tered with the methods we have used, but the procedures must be applied carefully. The proce-
dures are applied easily to indirect holdings when the level one investment already exists at the
time of the level two acquisition. Complications arise in preparing the determination and distri-
bution of excess schedule for the new investment when the level two investment exists prior to
the time that the parent achieves control over the subsidiary (level one investment). These com-
plications result because the level two investment held by the subsidiary represents one of the
subsidiary’s assets that may require adjustment to fair value on the determination and distribu-
tion of excess schedule prepared at the time of the parent’s level one acquisition. The use of
separate and distinct determination and distribution of excess schedules for each level of
investment should facilitate the maintaining of proper accounting when two or more
levels are involved.

Level One Holding Acquired First

Assume Company A purchased a 75% interest in Company B on January 1, 2015, at which
time the following determination and distribution of excess schedule was prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(75%)

NCI
Value
(25%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . $ 550,000 $412,500 $137,500

Less book value of interest acquired
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . $ 200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000 $300,000 $300,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . 75% 25%

Book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $225,000 $ 75,000

Excess of fair value over book value . . . . . . . . . . . $250,000 $187,500 $ 62,500

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 250,000 10 $ 25,000 debit Db

4
O B J E C T I V E

Demonstrate accounting

procedures for multilevel

holdings.
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On January 1, 2016, the subsidiary, Company B, purchased an 80% interest in Company
C, and the following schedule was prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . $ 337,500 $270,000 $ 67,500

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . $ 100,000
Retained earnings . . . . . . . . . . . . . . . . . . 120,000

Total equity. . . . . . . . . . . . . . . . . . . . . . $ 220,000 $220,000 $220,000

Interest acquired . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . $176,000 $ 44,000

Excess of fair value over book value . . . . . . $117,500 $ 94,000 $ 23,500

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 117,500 20 $ 5,875 debit Dc

Equity adjustments must be made carefully. Company A must be sure that Company B has
included its equity income from Company C in its net income before Company A records its
percentage share of Company B income.

Assume the following internally generated net incomes:

Company A Company B Company C

2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $100,000 $20,000
2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 76,000 30,000
2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 100,000 30,000

On this basis, the following simple-equity adjustments would be required:

Date Company B’s Books Company A’s Books

2015 None (interest in Company C not yet acquired) Investment in Company B . . . . . . . . . . 75,000
Dec. 31 Subsidiary Income . . . . . . . . . . . . . . 75,000

To adjust for 75% of Company B
reported income.

2016 Investment in Company C . . . . . . . . . . 24,000 Investment in Company B . . . . . . . . . . 75,000
Dec. 31 Subsidiary Income . . . . . . . . . . . . . . 24,000 Subsidiary Income . . . . . . . . . . . . . . 75,000

To adjust for 80% of Company C
reported income.

To adjust for 75% of Company B
total income ($76,000 plus
$24,000 subsidiary income).

2017 Investment in Company C . . . . . . . . . . 24,000 Investment in Company B . . . . . . . . . . 93,000
Dec. 31 Subsidiary Income . . . . . . . . . . . . . . 24,000 Subsidiary Income . . . . . . . . . . . . . . 93,000

To adjust for 80% of Company C
reported income.

To adjust for 75% of Company B
total income ($100,000 plus
$24,000 subsidiary income).

Worksheet 8-1, pages 458 and 459, is based on the trial balances of the three separate com-
panies on December 31, 2017. The investment account balances reflect the equity adjustments
previously shown. The additional information for 2017, shown on page 450, is assumed.

Worksheet 8-1: page 458
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Intercompany Sales
by B to A

Intercompany Sales
by C to B

Selling company goods in buyer’s January 1, 2017,
inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,000 $ 6,000

Sales during 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $40,000
Selling company goods in buyer’s December 31, 2017,

inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 $10,000
Gross profit on all sales . . . . . . . . . . . . . . . . . . . . . . . . . . 25% 30%

The investment accounts must be handled carefully when any eliminations are made in
order to ensure that the NCI accounts are available to receive applicable amortizations of excess.
It is suggested that the level one investment be eliminated first, thereby reducing Company B
retained earnings to the NCI. Then, it will be possible to allocate the amortizations of excess
resulting from the level two (Company C) holding to the controlling interest (Company A) and
the Company B NCI. Since Company B owns the interest in Company C, the Company B
NCI must share in the amortizations of excess resulting from the investment in Company C.

The eliminations for Worksheet 8-1 in journal entry form are as follows:

Entries to eliminate investment in Company B:

(CYb) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93,000

Investment in Company B. . . . . . . . . . . . . . . . . . . . . . . . . . 93,000

(ELb) Eliminate subsidiary B equity:
Common Stock ($10 par)—Company B . . . . . . . . . . . . . . . . 150,000
Retained Earnings, January 1, 2017—Company B . . . . . . . 225,000

Investment in Company B. . . . . . . . . . . . . . . . . . . . . . . . . . 375,000

(Db)/(NCIb) Distribute excess to buildings and equipment:
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Investment in Company B. . . . . . . . . . . . . . . . . . . . . . . . . . 187,500
Retained Earnings, January 1, 2017—Company B (NCI) . . 62,500

(Ab) Amortize excess:
Retained Earnings, January 1, 2017—Company A . . . . . . . 37,500
Retained Earnings, January 1, 2017—Company B . . . . . . . 12,500
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Entries to eliminate investment in Company C:

(CYc) Eliminate current-year equity income:
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Investment in Company C . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

(ELc) Eliminate subsidiary C equity:
Common Stock ($10 par)—Company C. . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2017—Company C . . . . . . . 120,000

Investment in Company C . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

(Dc)/(NCIc) Distribute excess and NCI adjustment to buildings and equipment:
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 117,500

Investment in Company C . . . . . . . . . . . . . . . . . . . . . . . . . 94,000
Retained Earnings, January 1, 2017—Company C (NCI) . . 23,500
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(Ac) Amortize excess:
Retained Earnings, January 1, 2017—Company A . . . . . . . 3,525
Retained Earnings, January 1, 2017—Company B . . . . . . . 1,175
Retained Earnings, January 1, 2017—Company C . . . . . . . 1,175
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,875

Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . 11,750

(IS) Eliminate intercompany sales:
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

(BIb) Beginning inventory profit, Company B sales:
Retained Earnings, January 1, 2017—Company A . . . . . . . 1,500
Retained Earnings, January 1, 2017—Company B . . . . . . . 500

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

(EIb) Ending inventory profit, Company B sales:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Inventory, December 31, 2017. . . . . . . . . . . . . . . . . . . . . 2,500

(BIc) Beginning inventory profit, Company C sales:
Retained Earnings, January 1, 2017—Company A . . . . . . . 1,080
Retained Earnings, January 1, 2017—Company B . . . . . . . 360
Retained Earnings, January 1, 2017—Company C . . . . . . . 360

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800

(EIc) Ending inventory profit, Company C sales:
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Inventory, December 31, 2017. . . . . . . . . . . . . . . . . . . . . 3,000

In Worksheet 8-1, the consolidated net income is $187,425, which must be distributed to
the two NCIs and to the controlling interest. Distribution must proceed from the lowest level
(level two) to ensure proper distribution. Company B adjusted income includes 80% of Com-
pany C adjusted income. Thus, the Company C IDS must be completed first, followed by the
distribution schedules for Companies B and A. These schedules accompany Worksheet 8-1.

If the cost method was used in the previous example, the investment account balances still
would contain the January 1, 2015, $412,500 cost of the Company B investment and the
January 1, 2016, $270,000 cost of the Company C investment. Conversion entries would be
made on the consolidated worksheet to update both investment accounts to their January 1, 2017,
simple-equity balances. It is advisable to make equity adjustments at the lowest level of investment
first, because the retained earnings of the mid-level firm must be adjusted for its share of invest-
ment income before the parent can adjust for the change in its subsidiary’s retained earnings. The
following simple-equity conversion entry would be made first for Company B’s investment in
Company C:

Investment in Company C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Retained Earnings—Company B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

To record 80% of $30,000 increase in Company C retained earnings
between January 1, 2016, and January 1, 2017.

The following conversion entry then would be made for Company A’s investment in
Company B:

Investment in Company B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Retained Earnings—Company A. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

To record 75% of $200,000 increase in Company B retained
earnings (including previous equity adjustment for Company B)
between January 1, 2015, and January 1, 2017.

Eliminations and adjustments would be made as on Worksheet 8-1, except that there would
be no need to eliminate the current year’s equity adjustment.
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Level Two Holding Exists at Time of Parent’s Purchase

When a parent acquires a controlling interest in another parent company, the determination and
distribution of excess schedule must compare the price paid with the interest in the parent acquired.
For example, assume that in a period before January 1, 2015, Company Y purchased an 80% inter-
est in Company Z for a price equal to book value. Also assume that on January 1, 2015,
Company Z’s book value is $200,000 and its fair value is $300,000. The $100,000 is attributable to
one of Company Z’s buildings. On January 1, 2015, Company X purchased a 70% interest in
Company Y for $700,000. On that date, Company Y had a stockholders’ equity of $740,000
(including its interest in Company Z), and it had equipment that was understated by $40,000. Based
on these facts, the following determination and distribution of excess schedule would be prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(70%)

NCI (Y)
Value
(30%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . $1,000,000 $700,000 $300,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . $ 400,000
Retained earnings . . . . . . . . . . . . . . . . . . . 340,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . $ 740,000 $740,000 $740,000

Interest acquired . . . . . . . . . . . . . . . . . . . . 70% 30%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . $518,000 $222,000

Excess of fair value over book value . . . . . . . $ 260,000 $182,000 $ 78,000

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Company Z building (80%). . . . . . . . . . . . . . $ 80,000 20 $ 4,000 debit D1
Company Y equipment . . . . . . . . . . . . . . . . . 40,000 5 8,000 debit D2
Goodwill. . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 debit D3

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 260,000

The distribution of the excess and NCI adjustments would be made on the worksheet as
follows:

Company Z Building ($80,000 parent shareþ $20,000 NCI�
Company Z share) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Company Y Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Company Y Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000

Investment in Company Y (excess remaining after elimination) . . . . . . . . . . . . 182,000
NCI—Company Y . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,000
NCI—Company Z (for building) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

In future years, amortization adjustments would be distributed to retained earnings in the
following percentages:

Controlling
NCI

Company Y
NCI

Company Z

(A1) Building . . . . . . . . . . . . . . . 70%� 80%¼ 56% 30%� 80%¼ 24% 20%
(A2) Equipment . . . . . . . . . . . . . 70% 30%

The above example assumes that the investment in Company Z was acquired at book value.
If that were not the case, the Company Z equity would be adjusted for the remaining excess,
prior to multiplying by the Company X ownership interest.
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When the simple equity method is used for the investments, the procedures illustrated in
Worksheet 8-1 apply without modification. When the cost method is used, simple-equity con-
version adjustments again proceed from the lowest level. Be sure to note, however, that in this
example Company X would convert to the equity basis for the change in Company Y retained
earnings after January 1, 2017.

Connecting Affiliates

A business combination involving connecting affiliates exists when a parent company has a
direct (level one) investment in a company and an indirect (level two) investment in the same
company sufficient to result in control. For example, the following diagram illustrates a con-
necting affiliate structure:

Owns 90% Owns 40%

Owns 30% Company S–2Company S–1

Company P

Not only does Company P have a 90% interest in Company S–1, but it also has, in effect,
a 67% interest in Company S–2, calculated as follows:

Direct . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40%
Indirect (90%� 30%) . . . . . . . . . . . . . . . . 27%

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67%

This type of structure is consolidated more readily once the determination and distribution
of excess schedule has been prepared. Referring to the diagram, the special concerns in consoli-
dating connecting affiliates are as follows:

1. Company S–2 generally is not included in the consolidation process until the total percentage
of S–2 shares held by the parent and its subsidiaries (70% in this example) exceeds 50%. Prior
to that time, an investment of 20% or more is accounted for under the sophisticated equity
method, and a less-than-20% investment is accounted for under the cost method.

2. Company S–2 accounts are adjusted to fair value on the date that control of Company S–2
is achieved. The amortizations resulting from the D&D schedule would be distributed to
the ownership groups by including them in the Company S–2 IDS schedule. Prior-period
amortizations on the worksheet would be distributed as follows:
^ 30% (NCI %) to S–2 retained earnings
^ 3% (10% NCI� 30% interest) to S–1 retained earnings
^ 67% [(90% interest � 30% Company S–1 interest) þ 40% interest in Company S–2] to

the controlling interest.
2. The above percentages are also used for prior-period intercompany profits originated by

Company S–2.

3. Company S–1 accounts are adjusted to fair value on the date that control of Company S–1
is achieved. The amortizations resulting from the D&D schedule would be distributed to
the ownership groups by including them in the Company S–1 IDS schedule. Prior-period
amortizations on the worksheet would be distributed as follows:
^ 10% to S–1 retained earnings
^ 90% to the controlling interest
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3. The percentages shown on page 453 are also used for prior-period intercompany profits
originated by Company S–2.

4. Income distributions would begin with Company S–2: 30% of its income would go to NCI
S–2, 30% would flow to the Company S–1 distribution schedule, and 40% would flow to
the Company P schedule. Company P will receive 90% of the Company S–1 adjusted
income (including the 30% share of Company S–2).

5. When either equity method is used, Companies P and S–1 each must adjust for their interest
in Company S–2, even though neither company’s interest by itself would merit consolida-
tion techniques.

6. When the cost method is used, each investment is converted to the simple equity method
from the purchase date forward. Again, equity conversions must begin at the lowest level.
For example, the Company S–1 investment in Company S–2 must be converted first, so
that Company S–1 retained earnings are updated before the Company P investment in
Company S–1 is converted to the simple equity method.

R E F L E C T I O N
� Indirect holdings have three or more ownership tiers and create the ownership of the

shares of one subsidiary by another subsidiary.

� Equity adjustments must proceed from the lowest level to the highest to ensure that

upper-level investments include the effect of income earned by the subsidiary being

analyzed.

� Eliminations should begin at the highest level. This makes the NCI available to receive

adjustments from the elimination of lower-level investments.

� Retained earnings and IDS adjustments must be made carefully to assign adjustments to

the appropriate ownership group.

PARENT COMPANY SHARES PURCHASED
BY SUBSIDIARY
The subsidiary may use its resources to purchase shares of the parent. When this occurs, the sub-
sidiary is viewed as the parent’s agent purchasing treasury shares for the parent. The shares pur-
chased are recorded at cost. When the shares are resold, an excess received over cost is carried to
additional paid-in capital in excess of par. If cost exceeds proceeds on resale, the difference is off-
set against existing paid-in capital in excess of par. If there is no additional paid-in capital in
excess of par, retained earnings are reduced. There is never an income statement effect, and the
resulting capital account adjustments fall entirely upon the parent

An important requirement of the treasury stock approaches is that the subsidiary investment
in the parent be maintained at its original cost. Since the stock is not to be viewed as outstand-
ing, it has no claim on income. If equity adjustments have been made in error, they must be
reversed on the consolidated worksheet.

5
O B J E C T I V E

Demonstrate an

understanding of the

alternatives used for

accounting for investments

in the parent company

owned by the subsidiary.
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To illustrate the treasury stock method, consider the following example. Suppose Company
P acquired an 80% interest in Company S on January 1, 2015, at which time the following
determination and distribution of excess schedule was prepared:

Determination and Distribution of Excess Schedule

Company
Implied Fair

Value

Parent
Price
(80%)

NCI
Value
(20%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . $ 250,000 $200,000 $ 50,000

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . $ 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . 50,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000 $150,000 $150,000

Interest acquired . . . . . . . . . . . . . . . . . . . . 80% 20%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000 $ 30,000

Excess of fair value over book value . . . . . . . $100,000 $ 80,000 $ 20,000

Adjustment of identifiable accounts:

Adjustment Life
Amortization

per Year
Worksheet

Key

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 100,000 20 $ 5,000 debit D

Further assume that on January 1, 2017, Company S purchases a 10% interest (1,000
shares) in the parent for $80,000. There would be no need for a determination and distribution
of excess schedule for the subsidiary investment, since no excess of cost or book value is
acknowledged or distributed. For 2017, the parent will make the normal simple-equity adjust-
ment to acknowledge its 80% interest in subsidiary income of $20,000 as follows:

Investment in Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

To record 80% of subsidiary reported income of $20,000.

There is no equity adjustment for the Company S investment in the parent since it must
remain at cost.

The trial balances of the two companies on December 31, 2017, are contained in the first
two columns of Worksheet 8-2 on pages 462 and 463. The investment in Company S account
on Worksheet 8-2 is computed as follows:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
80%� 2015 and 2016 undistributed income of $40,000 . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
2013 simple-equity adjustment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Balance, December 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $248,000

Worksheet 8-2: page 462
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The eliminations for Worksheet 8-2 in journal entry form are as follows:

(CY) Eliminate current-year equity income:
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

(EL) Eliminate subsidiary S equity:
Common Stock—Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings, January 1, 2017—Company S . . . . . . . . . . 72,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 152,000

(D)/(NCI) Distribute excess and NCI adjustment to equipment:
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Investment in Company S. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Retained Earnings—Company S . . . . . . . . . . . . . . . . . . . . . . . 20,000

(A) Amortize excess:
Retained Earnings, January 1, 2017—Company P . . . . . . . . . . 8,000
Retained Earnings, January 1, 2017—Company S . . . . . . . . . . 2,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

(TS) Restate investment in Company P as treasury stock:
Treasury Stock (at cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Investment in Company P (10%, at cost) . . . . . . . . . . . . . . . . . 80,000

Examination of the formal statements of the consolidated company reveals that the treasury
shares are held by the consolidated company and no income accrues to them. These statements,
based on Worksheet 8-2, are as follows:

Company P and Subsidiary Company S
Consolidated Income Statement

For Year Ended December 31, 2017

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Less expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000

Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 55,000

Noncontrolling interest of Company S . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,000
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 52,000

Company P and Subsidiary Company S
Retained Earnings Statement

For Year Ended December 31, 2017

Noncontrolling
Interest

Controlling
Interest

Balance, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,000 $192,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 52,000

Balance, December 31, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . $39,000 $244,000
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Company P and Subsidiary Company S
Consolidated Balance Sheet December 31, 2017

Assets Stockholders’ Equity

Equipment . . . . . . . . . $888,000 Noncontrolling interest . . . . . . . $ 59,000
Less accumulated

depreciation . . . . . 165,000
Controlling interest:

Common stock . . . . . . . . . . $500,000
Retained earnings . . . . . . . 244,000 744,000

Total. . . . . . . . . . . . . . . . . . . . . . $803,000
Less treasury stock (at cost) . . . . 80,000

Total assets . . . . . . . . $723,000 Net stockholders’ equity . . . . . . $723,000

R E F L E C T I O N
� If a subsidiary purchases parent company shares, the transaction is viewed as the purchase

of parent company treasury shares.

� The treasury stock method allows the parent shares, owned by the subsidiary, to remain

on the balance sheet as treasury stock.
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Worksheet 8-1

Indirect Holdings; Intercompany Sales
Company A and Subsidiary Companies B and C

(Credit balance amounts are in parentheses.) Trial Balance

Company A Company B Company C

1 Inventory, December 31, 2017 80,000 20,000 30,000

2

3 Other Assets 47,500 146,000 130,000

4 Building and Equipment 300,000 200,000 150,000

5

6 Accumulated Depreciation (100,000) (60,000) (30,000)

7

8 Investment in Company B 655,500

9

10

11 Investment in Company C 318,000

12

13

14 Common Stock ($10 par)—Company A (300,000)

15 Retained Earnings, January 1, 2017—Company A (500,000)

16

17

18

19 Common Stock ($10 par)—Company B (200,000)

20 Retained Earnings, January 1, 2017—Company B (300,000)

21

22

23

24

25 Common Stock ($10 par)—Company C (100,000)

26 Retained Earnings, January 1, 2017—Company C (150,000)

27

28

29 Sales (400,000) (300,000) (150,000)

30 Cost of Goods Sold 250,000 160,000 80,000

31

32

33 Expenses 60,000 40,000 40,000

34

35 Subsidiary or Investment Income (93,000) (24,000)

36

37 0 0 0

38 Consolidated Net Income

39 To NCI, Company C (see distribution schedule)

40 To NCI, Company B (see distribution schedule)

41 To Controlling Interest (see distribution schedule)

42 Total NCI

43 Retained Earnings, Controlling Interest, December 31, 2017

44

Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2017

Worksheet 8-1
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Worksheet 8-1 (see page 449)

Eliminations & Adjustments Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

(EIb) 2,500 124,500 1

(EIc) 3,000 2

323,500 3

(Db) 250,000 1,017,500 4

(Dc) 117,500 5

(Ab) 75,000 (276,750) 6

(Ac) 11,750 7

(CYb) 93,000 8

(ELb) 375,000 9

(Db) 187,500 10

(CYc) 24,000 11

(ELc) 200,000 12

(Dc) 94,000 13

(300,000) 14

(Ab) 37,500 (456,395) 15

(Ac) 3,525 16

(BIb) 1,500 17

(BIc) 1,080 18

(ELb) 150,000 (50,000) 19

(ELb) 225,000 (NCIb) 62,500 (122,965) 20

(Ab) 12,500 21

(Ac) 1,175 22

(BIb) 500 23

(BIc) 360 24

(ELc) 80,000 (20,000) 25

(ELc) 120,000 (NCIc) 23,500 (51,965) 26

(Ac) 1,175 27

(BIc) 360 28

(IS) 90,000 (760,000) 29

(EIb) 2,500 (IS) 90,000 401,700 30

(EIc) 3,000 (BIb) 2,000 31

(BIc) 1,800 32

(Ac) 5,875 33

(Ab) 25,000 170,875 34

(CYb) 93,000 35

(CYc) 24,000 36

1,245,550 1,245,550 37

(187,425) 38

4,585 (4,585) 39

23,210 (23,210) 40

159,630 (159,630) 41

(272,725) (272,725) 42

(616,025) (616,025) 43

0 44
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Eliminations and Adjustments:

(CYb) Eliminate the entry made by Company A to record its share of Company B income. This step returns the investment in the
Company B account to its January 1, 2017, balance to aid the elimination process.

(ELb) Eliminate 75% of the January 1, 2017, Company B equity balances against the investment in Company B.
(Db)/(NCIb) Distribute the $187,500 excess of cost and $62,500 NCI adjustment to the building and equipment account according to

the determination and distribution of excess schedule applicable to the level one investment.
(Ab) Amortize the excess (added depreciation) according to the determination and distribution of excess schedule. This step

requires adjustment of Company A and B retained earnings for 2015 and 2016, plus adjustment of 2017 expenses.
(CYc) Eliminate the entry made by Company B to record its share of Company C income. This returns the investment in Company

C account to its January 1, 2017, balance to aid elimination.
(ELc) Eliminate 80% of the January 1, 2017, Company C equity balances against the investment in Company C.
(Dc)/(NCIc) Distribute the $94,000 excess of cost and the $23,500 NCI adjustment to the building and equipment account according

to the determination and distribution of excess schedule applicable to the level two investment.
(Ac) Amortize the excess (added depreciation) according to the determination and distribution of excess schedule. Since it is

created by actions of subsidiary Company B, the 2016 amortization must be prorated 20% ($1,175) to the Company B
NCI, 20% ($1,175) to the Company C NCI and 75%� 80%¼ 60% ($3,525) to the controlling interest. Note that the
Company B NCI appears on the worksheet only after the first level investment has been eliminated, again pointing to the
need to eliminate the level one investment first.

(IS) Eliminate intercompany sales to prevent double counting in the consolidated sales and cost of goods sold.
(BIb) Eliminate the Company B profit contained in the beginning inventory. Since Company B generated the sale, the correction

of beginning retained earnings is split 75% to the controlling interest and 25% to the noncontrolling interest. The cost of
goods sold is decreased since the beginning inventory was overstated.

(EIb) The cost of goods sold is adjusted and the ending inventory is reduced by the $2,500 of Company B profit contained in
the ending inventory.

(BIc) Eliminate the Company C profit contained in the beginning inventory. Since Company C generated the retained earnings
adjustment, it is apportioned as follows:

To NCI in Company C (20%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 360
To NCI in Company B (25% of 80%). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360
To controlling interest (75% of 80%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,080

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,800

(EIc) The cost of goods sold is adjusted, and the ending inventory is reduced by the $3,000 of Company C profit.
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Company C Income Distribution

Ending inventory profit . . . . . . . . . . . . . . . . . (EIc) $ 3,000 Internally generated net income . . . . . . . . . . . . . . . . $30,000
Building depreciation . . . . . . . . . . . . . . . . . . (Ac) 5,875 Beginning inventory profit . . . . . . . . . . . . . . . . (BIc) 1,800

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $22,925
Company C NCI share . . . . . . . . . . . . . . . . . . . . . . . � 20%

Company C NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,585

Company B Income Distribution

Ending inventory profit . . . . . . . . . . . . . . . . . (EIb) $ 2,500 Internally generated net income . . . . . . . . . . . . . . . . $100,000
Equipment depreciation . . . . . . . . . . . . . . . . (Ab) 25,000 Beginning inventory profit . . . . . . . . . . . . . . . . (BIb) 2,000

80% of Company C adjusted income . . . . . . . . . . . . 18,340

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 92,840
Company B NCI share . . . . . . . . . . . . . . . . . . . . . . . � 25%

Company B NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 23,210

Company A Income Distribution

Internally generated income . . . . . . . . . . . . . . . . . . . $ 90,000
75% of Company B adjusted income . . . . . . . . . . . . 69,630

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . $159,630
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Worksheet 8-2

Treasury Stock Method for Parent Shares Owned by Subsidiary
Company P and Subsidiary Company S
Worksheet for Consolidated Financial Statements
For Year Ended December 31, 2017

(Credit balance amounts are in parentheses.) Trial Balance

Company P Company S

1 Investment in Company S (80%) 248,000

2

3

4 Investment in Company P (10%, at cost) 80,000

5 Equipment 608,000 180,000

6 Accumulated Depreciation (100,000) (50,000)

7 Common Stock—Company P (500,000)

8 Retained Earnings, January 1, 2017—Company P (200,000)

9 Common Stock—Company S (100,000)

10 Retained Earnings, January 1, 2017—Company S (90,000)

11

12 Sales (300,000) (200,000)

13 Cost of Goods Sold 180,000 120,000

14 Expenses 80,000 60,000

15 Subsidiary Income (16,000)

16 Treasury Stock (at cost)

17 0 0

18 Consolidated Net Income

19 To NCI (see distribution schedule)

20 Balance to Controlling Interest (see distribution schedule)

21 Total NCI

22 Retained Earnings, Controlling Interest, December 31, 2017

23

Eliminations and Adjustments:

(CY) Eliminate the entry made by the parent during the current year to record its share of Company S income.
(EL) Eliminate 80% of the January 1, 2017, subsidiary equity balances against the investment in Company S account.
(D)/(NCI) Distribute the excess of cost over book value and the NCI adjustment to the equipment account as specified by

the determination and distribution of excess schedule applicable to the Investment in Company S.
(A) Amortize the excess of $100,000 for the past two years and the current year at the rate of $5,000 per year.
(TS) The investment in Company P must be at cost. If any equity adjustments have been made, they must be reversed and

the investment in the parent returned to cost. If the shares are to be reissued, as is the case in this example, the investment
is then transferred to the treasury stock account, a contra account to total consolidated stockholders’ equity.

As an alternative to entry (TS), the cost of the treasury shares could be used to retire them on the worksheet as follows:

Common Stock—Company P . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Retained Earnings—Company P . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Investment in Company P. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Worksheet 8-2
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Worksheet 8-2 (see page 455)

Eliminations & Adjustment Consolidated

Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

(CY) 16,000 1

(EL) 152,000 2

(D) 80,000 3

(TS) 80,000 4

(D) 100,000 888,000 5

(A) 15,000 (165,000) 6

(500,000) 7

(A) 8,000 (192,000) 8

(EL) 80,000 (20,000) 9

(EL) 72,000 (NCI) 20,000 (36,000) 10

(A) 2,000 11

(500,000) 12

300,000 13

(A) 5,000 145,000 14

(CY) 16,000 15

(TS) 80,000 80,000 16

363,000 363,000 17

(55,000) 18

3,000 (3,000) 19

52,000 (52,000) 20

(59,000) (59,000) 21

(244,000) (244,000) 22

0 23

Subsidiary Company S Income Distribution

Depreciation of excess for current year . . . . . . . . . (A) $5,000 Internally generated net income . . . . . . . . . . . . . . . . $20,000
Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
NCI share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,000

Parent Company P Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . $40,000
80%� Company S adjusted income of $15,000. . . 12,000
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . $52,000
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UNDERSTANDING THE ISSUES

1. Subsidiary Company S had the following stockholders’ equity on December 31, 2017,
prior to distributing a 10% stock dividend:

Common stock ($1 par), 100,000 shares issued and outstanding . . . . . . . $ 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000,000

The fair value of the shares distributed is $50 each. What is the effect of this dividend
on the subsidiary equity, the investment account, and the December 31, 2017, elimi-
nation procedures? Assume the parent uses the simple equity method to account for
its investment in the subsidiary.

2. Subsidiary Company S had the following stockholders’ equity on January 1, 2018,
prior to issuing 20,000 additional new shares to noncontrolling shareholders:

Common stock ($1 par), 100,000 shares issued and outstanding . . . . . . . $ 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000,000

At that time, the parent company owned 90,000 Company S shares. Assume that the
parent acquired the shares at a price equal to their book value. What is the impact
on the parent’s investment account of the sale of 20,000 additional shares by the
subsidiary for $45 per share?

3. Subsidiary Company S had the following stockholders’ equity on January 1, 2018,
prior to issuing 5,000 additional new shares:

Common stock ($1 par), 100,000 shares issued and outstanding . . . . . . . $ 100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000,000

Prior to the sale of additional shares, the parent owned 90,000 shares. Assume that
the parent acquired the shares at a price equal to their book value. Assume that the
new shares are sold for $45 each. Describe the general impact (no calculations
required) the sale will have on the parent’s investment account if:

a. The parent buys less than 90% of the new shares.
b. The parent buys 90% of the new shares.
c. The parent buys all the new shares.

4. Company A owns 80% of Company B. Company B owns 60% of Company C. From a
consolidated viewpoint, does A control C? How will $10,000 of Company C income
flow to the members of the consolidated firms when it is distributed at year-end?

5. Company P owns 90% of Company S’s shares. Assume Company S then purchases 2%
of Company P’s outstanding shares of common stock. When consolidating, what hap-
pens to the 2% holding in the consolidated financial statements?
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EXERCISES

Exercise 1 (LO 1) Subsidiary stock dividend. On January 1, 2015, Talbot Company
acquires 90% of the outstanding stock of Lego Company for $810,000. At the time of the
acquisition, Lego Company has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . $300,000
Paid-in capital in excess of par . . . . . . . . . . . . 150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . 200,000

Total stockholders’ equity. . . . . . . . . . . . . . . $650,000

It is determined that Lego Company’s book values approximate fair values as of the purchase
date. Any excess of cost over book value is attributed to goodwill.

On July 1, 2015, Lego Company distributes a 10% stock dividend when the fair value of its
common stock is $40 per share. A cash dividend of $0.50 per share is distributed on December
31, 2015. Lego Company’s net income for 2015 amounts to $108,000 and is earned evenly
throughout the year.

1. Prepare the entry required on Lego Company’s books to reflect the stock dividend distribu-
ted on July 1, 2015. Prepare the stockholders’ equity section of the Lego Company balance
sheet as of December 31, 2015.

2. Prepare the simple equity method entries that Talbot Company would make during 2015 to
record its investment in Lego Company.

3. Prepare the eliminations that would be made on the December 31, 2015, consolidated
worksheet. (Assume the use of the simple equity method.) Prepare a determination and dis-
tribution of excess schedule to support the elimination.

Exercise 2 (LO 2) Subsidiary sale of shares to noncontrolling interest. Truck Com-
pany owns a 90% interest in Trailer Company on January 1, 2015, when Trail has the following
stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . 250,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . $550,000

The investment is purchased for book value, $495,000.
On July 1, 2015, Trail sells 2,000 additional shares to noncontrolling shareholders in a pri-

vate offering for $75 per share. Trailer’s net income for 2015 is $70,000, and the income is
earned evenly during the year.

Truck uses the simple equity method to record the investment in Trailer. Summary entries
are made each December 31 to record the year’s activity.

Prepare Truck’s equity adjustments for 2015 that result from the above activities of Trailer
Company during 2011. Assume Truck has $500,000 of paid-in capital in excess of par.

Exercise 3 (LO 2) Subsidiary sale of shares, alternative amounts purchased by

parent. On January 1, 2015, Artic Company acquires an 80% interest in Calco Company for
$400,000. On the acquisition date, Calco Company has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . $200,000
Paid-in capital in excess of par . . . . . . . . . . . . . 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . 150,000

Total stockholders’ equity. . . . . . . . . . . . . . . . $450,000

Assets and liabilities have fair values equal to book values. Goodwill totals $50,000.
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Calco Company has net income of $60,000 for 2015. No dividends are paid or declared
during 2015.

On January 1, 2016, Calco Company sells 10,000 shares of common stock at $60 per share
in a public offering.

Assuming the parent uses the simple equity method, prepare all parent company entries
required for the issuance of the shares.

Assume the following alternative situations:

1. Artic Company purchases 8,000 shares.
2. Artic Company purchases 9,000 shares.
3. Artic Company purchases 5,000 shares.

Suggestion: It is helpful to use a 3-column table which, for each case, organizes the changes
in ownership interest. See the schedule on page 441.

Exercise 4 (LO 3) Subsidiary treasury stock. The following comparative statements of
stockholders’ equity are prepared for Nolan Corporation:

Jan.1,2015 Jan.1,2017 Jan.1,2019

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . $300,000 $300,000 $300,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . 60,000 60,000 60,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000 120,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $360,000 $402,000 $480,000
Less treasury stock (at cost) . . . . . . . . . . . . . . . . . . . . . . . . (75,000) (75,000)

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . $360,000 $327,000 $405,000

Tarman Corporation acquires 60% of Nolan Corporation common stock for $12 per share
on January 1, 2015, when the latter corporation is formed.

On January 1, 2017, Nolan Corporation purchases 5,000 shares of its own common stock
from noncontrolling interests for $15 per share. These shares are accounted for as treasury stock
at cost.

Assuming Tarman Corporation uses the cost method to record its investment in Nolan Cor-
poration, prepare the necessary cost-to-simple-equity conversion and the eliminations and
adjustments required on the consolidated worksheet as of December 31, 2019. Include all perti-
nent supporting calculations in good form.

Exercise 5 (LO 4) Three-level acquisition. You have secured the following information
for Companies A, B, and C concerning their internally generated net incomes (excluding sub-
sidiary income) and dividends paid:

A B C

2015 Internally generated net income . . . . . . . . . . . . . . $30,000 $20,000 $10,000
Dividends declared and paid . . . . . . . . . . . . . . . . 10,000 5,000

2016 Internally generated net income . . . . . . . . . . . . . . 50,000 30,000 25,000
Dividends declared and paid . . . . . . . . . . . . . . . . 10,000 5,000 5,000

2017 Internally generated net income . . . . . . . . . . . . . . 40,000 40,000 30,000
Dividends declared and paid . . . . . . . . . . . . . . . . 10,000 5,000 5,000

1. Assume Company A acquires an 80% interest in Company B on January 1, 2015, and Com-
pany B acquires a 60% interest in Company C on January 1, 2016. Prepare the simple
equity method adjusting entries made by Companies A and B for subsidiary investments for
the years 2015 through 2017.

2. Assume Company B acquires a 70% interest in Company C on January 1, 2015, and Com-
pany A acquires a 90% interest in Company B on January 1, 2017. Prepare the simple equity
method adjusting entries made by Companies A and B for subsidiary investments for the
years 2015 through 2017.
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Exercise 6 (LO 4) Three-level acquisition, intercompany asset sale. Baker Company
acquires an 80% interest in the common stock of Cain Company for $440,000 on January 1, 2015.
The price is equal to the book value of the interest acquired. Baker Company maintains its
investment in Cain Company under the cost method.

Able Company acquires a 60% interest in the common stock of Baker Company on
January 1, 2019, for $2,700,000. Any excess of cost is attributable to Cain Company equip-
ment, which is understated by $80,000, and a Baker Company building, which is understated
by $200,000. Any remaining excess is considered goodwill. Relevant stockholders’ equities are
as follows:

Baker Company Cain Company

Jan.1, 2019 Jan.1, 2015 Jan.1, 2019

Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 400,000 $100,000 $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . 1,100,000 150,000 150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000 300,000 450,000

1. Prepare a determination and distribution of excess schedule for Able Company’s investment
in Baker Company.

2. On January 1, 2020, Cain Company sells a machine with a net book value of $35,000 to
Able Company for $60,000. The machine has a 5-year life. Prepare the eliminations and
adjustments needed on the December 31, 2021, trial balance worksheet that relate to this
intercompany sale.

Exercise 7 (LO 4) Three-level acquisition, inventory and fixed asset sales. Compa-
nies A, B, and C produce the following separate internally generated net incomes during 2015:

A B C

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000 $400,000 $100,000
Less cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 300,000 60,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $100,000 $ 40,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 30,000 10,000

Internally generated net income . . . . . . . . . . . . . . . . . . . . . $ 40,000 $ 70,000 $ 30,000

Company A acquires an 80% interest in Company B on January 1, 2012, and Company B
acquires a 60% interest in Company C on January 1, 2013. Each investment is acquired at a
price equal to the book value of the stock purchased.

Additional information is as follows:

a. Company A purchases goods billed at $30,000 from Company C during 2015. The price
includes a 40% gross profit. One-half of the goods are held in Company A’s year-end
inventory.

b. Company B purchases goods billed at $30,000 from Company A during 2015. Company A
always bills Company B at a price that includes a 30% gross profit. Company B has $6,000
of Company A goods in its beginning inventory and $2,400 of Company A goods in its end-
ing inventory.

c. Company C purchases goods billed at $15,000 from Company B during 2015. Company B
bills Company C at a 20% gross profit. At year-end, $7,500 of the goods remains unsold.
The goods are inventoried at $5,000, under the lower-of-cost-or-market procedure.

d. Company B sells a machine to Company C on January 1, 2014, for $50,000. Company B’s
cost is $70,000, and accumulated depreciation on the date of sale is $40,000. The machine
is being depreciated on a straight-line basis over five years.

Prepare the consolidated income statement for 2015, including the distribution of
consolidated net income supported by distribution schedules.

467Chapter 8 SUBSIDIARY EQUITY TRANSACTIONS, INDIRECT SUBSIDIARY OWNERSHIP, AND SUBSIDIARY OWNERSHIP OF PARENT SHARES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Exercise 8 (LO 4) Acquisition of a company with a subsidiary. On January 1, 2015,
Bell Company acquires an 80% interest in Carter Company for $140,000. The purchase price
results in a $30,000 (including NCI adjustment) increase in the patent which has a 10-year life.
The investment is recorded under the simple equity method.

On January 1, 2017, Ace Company purchases a 60% interest in Bell Company for
$420,000. Ace Company believes that the patent value remaining on the investment by Bell in
Carter is stated correctly. Comparative equities of Bell Company and Carter Company immedi-
ately prior to the purchase reveal the following:

Stockholders’ Equity
Bell

Company
Carter

Company

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 20,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 80,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $450,000 $200,000

An analysis of the separate accounts of Bell and Carter on January 1, 2017, reveals that Car-
ter’s inventory is undervalued by $20,000 and that Bell’s equipment with a 5-year future life is
undervalued by $30,000. All other book values approximate fair values for Bell and Carter.

Prepare the determination and distribution of excess schedule for Ace’s purchase of Bell
Company on January 1, 2017.

Exercise 9 (LO 4) Direct and indirect holdings. The following diagram depicts the
investment affiliations among Companies M, N, and O:

M

Owns 90% Owns 20%

N  O
Owns 40%

The following facts apply to 2017 operations:

M N O

Internally generated net income . . . . . . . . . . . . . . . . . . . . . . $200,000 $90,000 $40,000
Dividends declared and paid . . . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000 5,000

All investments are made at a price equal to book value.

1. Prepare the simple equity method adjustments that would be made for the investments
owned by Companies M and N during the year 2017.

2. Intercompany inventory transactions affecting 2017 are as follows:

Sold by N
to O

Sold by O
to M

Profit on sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25% 30%
Beginning inventory of intercompany goods. . . . . . . . . . . . . . . . . . . . . $10,000 $15,000
2017 sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $75,000
Ending inventory of intercompany goods . . . . . . . . . . . . . . . . . . . . . . . $12,000 $20,000
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Using the facts given, determine the consolidated income of the consolidated company, the
noncontrolling interest, and the controlling interest net income. Income distribution schedules
may be used for support.

Exercise 10 (LO 5) Treasury stock method. Myles Corporation and its subsidiary,
Downer Corporation, have the following trial balances as of December 31, 2017:

Myles
Corporation

Downer
Corporation

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 402,000 182,000
Investment in Downer Corporation . . . . . . . . . . . . . . . . . . . . . . . . . . . . 396,000
Investment in Myles Corporation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Property, Plant, and Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . 850,000 400,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) (100,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000) (500,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (100,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (350,000)
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 240,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 80,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Myles Corporation acquires its 60% interest in Downer Corporation for $348,000 on
January 1, 2015. At that time, Downer’s retained earnings balance is $50,000. Any excess of
cost over book value is attributed to equipment and given a 20-year life.

Downer Corporation purchases a 10% interest in Myles Corporation on January 1, 2017,
for $150,000.

No intercompany transactions occur during 2017.

1. Prepare determination and distribution of excess schedules for the investment in Downer.
2. Prepare the 2017 consolidated income statement, including the consolidated net income

distribution, using the treasury stock method for mutual holdings. Prepare the supporting
income distribution schedules.

PROBLEMS

Problem 8-1 (LO 1) Stock dividend, subsidiary stock sales, equity method. On
January 1, 2015, Wells Corporation acquires 8,000 shares of Towne Company stock and
18,000 shares of Sara Company stock for $176,000 and $240,000, respectively. Each invest-
ment is acquired at a price equal to the subsidiary’s book value, resulting in no excesses.

Towne Company and Sara Company have the following stockholders’ equities immediately
prior to Wells’s purchases:

Towne
Company

Sara
Company

Common stock ($5 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 100,000

Total stockholder’s equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000 $400,000

469Chapter 8 SUBSIDIARY EQUITY TRANSACTIONS, INDIRECT SUBSIDIARY OWNERSHIP, AND SUBSIDIARY OWNERSHIP OF PARENT SHARES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Additional information is as follows:

a. Net income for Towne Company and Sara Company for 2015 and 2016 follows (income is
assumed to be earned evenly throughout the year):

2015 2016

Towne Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $50,000
Sara Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 40,000

b. No cash dividends are paid or declared by Towne or Sara during 2015 and 2016.
c. Towne Company distributes a 10% stock dividend on December 31, 2015. Towne stock is

selling at $25 per share when the stock dividend is declared.
d. On July 1, 2016, Towne Company sells 2,750 shares of stock at $35 per share. Wells Cor-

poration purchases none of these shares.
e. Sara Company sells 5,000 shares of stock on July 1, 2015, at $25 per share. Wells Corpora-

tion purchases 3,700 of these shares.
f. On January 1, 2016, Sara Company purchases 5,000 shares of its common stock from non-

controlling interests at $20 per share.

Assume Wells Corporation uses the simple equity method for its investments in subsidiaries.
For 2015 and 2016, record each of the adjustments to the investment accounts. Provide all sup-
porting calculations in good form.

Problem 8-2 (LO 1) Stock dividend, subsidiary stock sales, cost method. On Janu-
ary 1, 2015, Bear Corporation acquires a 60% interest in Kelly Company and an 80% interest
in Samco Company. The purchase prices are $225,000 and $250,000, respectively. The excess
of cost over book value for each investment is considered to be goodwill.

Immediately prior to the purchases, Kelly Company and Samco Company have the follow-
ing stockholders’ equities:

Kelly
Company

Samco
Company

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Common stock ($20 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000

Total stockholder’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $350,000 $300,000

Additional information:

a. Kelly Company and Samco Company have the following net incomes for 2015 through
2017 (incomes are earned evenly throughout the year):

2015 2016 2017

Kelly Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $60,000 $60,000
Samco Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 30,000 55,000

b. Kelly Company has the following equity-related transactions for the first three years after it
becomes a subsidiary of Bear Corporation:

July 1, 2015 . . . . . . . . . . . Sells 5,000 shares of its own stock at $20 per share. Bear purchases
3,000 of these shares.

December 31, 2016 . . . . . Pays a cash dividend of $1 per share.
July 1, 2017 . . . . . . . . . . . Purchases 5,000 shares of NCI-owned stock as treasury shares at

$27 per share.
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c. Samco Company has the following equity-related transactions for the first three years after it
becomes a subsidiary of Bear Corporation:

December 31, 2015 . . Issues a 10% stock dividend. The estimated fair value of Samco common
stock is $30 per share on the declaration date.

October 1, 2016. . . . . Sells 4,000 shares of its own stock at $30 per share. Of these shares, 200
are purchased by Bear.

d. Bear Corporation has $200,000 of additional paid-in capital in excess of par on
December 31, 2017.

Bear Corporation uses the cost method to account for its investments in subsidiaries.
Convert its investments to the simple equity method as of December 31, 2017, and provide
adequate support for the entries. Assume that the 2017 nominal accounts are closed. Prepare
D&D schedules for each investment.

Problem 8-3 (LO 2) Worksheet, subsidiary stock sale, intercompany merchandise.
On January 1, 2016, Palo Company acquires 80% of the outstanding common stock of Sheila
Company for $700,000.

On January 1, 2018, Sheila Company sells 25,000 shares of common stock to the public at
$12 per share. Palo Company does not purchase any of these shares. No entry has been made
by the parent. Sheila Company has the following stockholders’ equity at the end of 2015 and
2017:

December 31,

2015 2017

Common stock ($2 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000 $200,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 400,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 180,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $700,000 $780,000

On the January 1, 2016, acquisition date, Sheila Company’s book values approximate fair
values, except for a building that is undervalued by $80,000. The building has an estimated
future life of 20 years. Any additional excess is attributed to goodwill.

Trial balances of the two companies as of December 31, 2018, are as follows:

Palo
Company

Sheila
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 179,040 105,000
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 280,000 190,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 325,000 175,000
Investment in Sheila Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700,000
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,450,000 1,400,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,256,000) (536,000)
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (750,000) (210,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,500,000)
Common Stock ($2 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (650,000)
Retained Earnings, January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . . (375,000) (180,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,600,000) (750,000)
Subsidiary Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (23,040)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,120,000 450,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 405,000 220,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 36,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0
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During 2018, Sheila Company sells $50,000 of merchandise to Palo Company at a price
that includes a 20% gross profit. This is their first intercompany sale. $10,000 of the goods
remains in Palo’s ending inventory.

Prepare the worksheet necessary to produce the consolidated financial statements of Palo
Company and its subsidiary as of December 31, 2018. Include the determination and distribu-
tion of excess and income distribution schedules.

Problem 8-4 (LO 2) Worksheet, subsidiary stock sale with parent purchase, inter-

company merchandise. On January 1, 2016, Mitta Corporation acquires a 60% interest
(12,000 shares) in Train Company for $156,000. Train stockholders’ equity on the purchase
date is as follows:

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . 50,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . $230,000

At the purchase date, Train’s book values for assets and liabilities closely approximate fair
values. Any excess of cost over book value is attributed to goodwill.

On January 1, 2017, Train Company sells 5,000 shares of common stock in a public offer-
ing at $20 per share. Mitta Corporation purchases 4,000 shares.

During 2017, Mitta sells $30,000 of goods to Train at a gross profit of 25%. There are
$6,000 of Mitta goods in Train’s beginning inventory and $8,000 of Mitta goods in Train’s end-
ing inventory.

Merchandise sales by Train to Mitta are $20,000 during 2017 at a gross profit of 30%.
There are $6,000 of Train goods in Mitta’s beginning inventory and $2,000 of Train goods in
Mitta’s ending inventory.

Intercompany gross profit rates have been constant for many years. There are no intercom-
pany payables/receivables.

Mitta’s investment in Train Company balance is determined as follows:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $156,000
60% of Train 2016 income ($40,000� 60%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $180,000
Less 60% of Train dividends declared in 2016 (60%� $8,000) . . . . . . . . . . . . . . . . . . . . (4,800)

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $175,200
Cost to acquire additional shares (new issue) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
64% of Train 2017 income ($50,000� 64%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $287,200
Less 64% of Train dividends declared in 2017 (64%� $10,000) . . . . . . . . . . . . . . . . . . . (6,400)

Investment balance, December 31, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $280,800

The trial balances of the two companies as of December 31, 2017, are as follows:

Mitta
Corporation

Train
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,200 63,500
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 113,600 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 80,000
Investment in Train Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 280,800
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800,000 360,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600,000) (89,500)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (64,000)
Other Current Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (26,000) (8,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
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Mitta
Corporation

Train
Company

Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (125,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (125,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . . . . . . (212,600) (112,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,950,000) (600,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (32,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,170,000 420,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 630,000 130,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Mitta
Corporation and its subsidiary as of December 31, 2017. Include the determination and distri-
bution of excess and income distribution schedule.

Problem 8-5 (LO 2) Worksheet, two subsidiaries, subsidiary stock sales, inter-

company merchandise, fixed assets, bonds. The audit of Barns Company and its sub-
sidiaries for the year ended December 31, 2016, is completed. The working papers contain the
following information:

a. Barns Company acquires 4,000 shares of Webo Company common stock for $320,000 on
January 1, 2015. Webo Company purchases 500 shares of its own stock from NCI share-
holders as treasury shares for $48,000 on January 1, 2016.

b. Barns Company acquires all 8,000 outstanding shares of Elcam Company stock on
January 1, 2015, for $600,000. On January 1, 2016, Elcam Company issues through a
private sale 2,000 additional shares to new noncontrolling shareholders at $85 per share.
Barns has no investments other than the stock of Webo and Elcam.

c. Elcam Company originally issues $200,000 of 10-year, 8% mortgage bonds at 98, due on
January 1, 2019. On January 1, 2016, Webo Company purchases $150,000 of these bonds
in the open market at 98. Interest on the bonds is paid each June 30 and December 31.

d. Condensed balance sheets of Webo and Elcam on January 1, 2015, and January 1, 2016, are
as follows:

Webo Company Elcam Company

Jan. 1, 2015 Jan. 1, 2016 Jan. 1, 2015 Jan. 1, 2016

Current assets . . . . . . . . . . . . . . . . . . . . . . $195,000 $225,000 $280,400 $205,000
Property, plant, and equipment . . . . . . . . . 305,000 350,000 613,000 623,800
Unamortized bond discount . . . . . . . . . . . 1,600 1,200

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000 $575,000 $895,000 $830,000

Current liabilities . . . . . . . . . . . . . . . . . . . . $100,000 $125,000 $ 95,000 $105,000
Bonds payable . . . . . . . . . . . . . . . . . . . . . 200,000 200,000
Capital stock ($50 par) . . . . . . . . . . . . . . . 250,000 250,000 400,000 400,000
Retained earnings . . . . . . . . . . . . . . . . . . . 150,000 200,000 200,000 125,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000 $575,000 $895,000 $830,000

e. Total dividends declared and paid during 2016 are as follows:

Barns Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
Webo Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500
Elcam Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Required

473Chapter 8 SUBSIDIARY EQUITY TRANSACTIONS, INDIRECT SUBSIDIARY OWNERSHIP, AND SUBSIDIARY OWNERSHIP OF PARENT SHARES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



f. On June 30, 2016, Barns sells equipment with a book value of $8,000 to Webo for $10,000.
Webo depreciates equipment by the straight-line method based on a 10-year life.

g. Barns Company consistently sells to its subsidiaries at prices that realize a gross profit of
25% on sales. Webo and Elcam companies sell to each other and to Barns Company at cost.
Prior to 2016, intercompany sales are negligible, but the following sales are made during
2016:

Total Sales

Included in Purchaser’s
Inventory at

December 31, 2016

Barns Company to Webo Company . . . . . . . . . . . . . . . . $172,000 $20,000
Barns Company to Elcam Company . . . . . . . . . . . . . . . . 160,000 40,000
Webo Company to Elcam Company . . . . . . . . . . . . . . . 25,000 5,000
Webo Company to Barns Company . . . . . . . . . . . . . . . . 28,000 8,000

$385,000 $73,000

h. At December 31, 2016:

Barns Company owes Webo Company . . . . . . $24,000
Webo Company owes Elcam Company . . . . . . 16,000
Elcam Company owes Barns Company . . . . . . 12,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $52,000

i. The following trial balances as of December 31, 2016, are prepared:

Barns
Company

Webo
Company

Elcam
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 26,000 165,200
Accounts Receivable . . . . . . . . . . . . . . . . . . . . 85,000 73,500 105,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . 138,000 163,000 150,000
Investment in Webo Company Stock. . . . . . . . 320,000
Investment in Elcam Company Stock . . . . . . . . 600,000
Investment in Elcam Company Bonds . . . . . . . 148,000
Property, Plant, and Equipment . . . . . . . . . . . . 700,000 525,000 834,000
Accumulated Depreciation . . . . . . . . . . . . . . . (402,000) (325,000) (240,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . (202,000) (150,500) (86,900)
Dividends Payable. . . . . . . . . . . . . . . . . . . . . . (12,000)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . (400,000) (200,000)
Unamortized Bond Discount . . . . . . . . . . . . . . 800
Capital Stock ($50 par). . . . . . . . . . . . . . . . . . (600,000) (250,000) (500,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . (70,000)
Retained Earnings, January 1, 2016. . . . . . . . (302,200) (200,000) (125,000)
Dividends declared . . . . . . . . . . . . . . . . . . . . . 24,000 22,500 10,000
Treasury Stock (at cost) . . . . . . . . . . . . . . . . . . 48,000
Gain on Sale of Equipment . . . . . . . . . . . . . . . (2,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,950,000) (1,550,000) (1,750,000)
Interest Income on Bonds . . . . . . . . . . . . . . . . . (13,000)
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . (28,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . 2,500,000 1,200,000 1,400,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . 405,000 280,000 290,500
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . 16,200 2,500 16,400

Totals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0
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Prepare the worksheet necessary to produce the consolidated financial statements of Barns
Company and its subsidiaries for the year ended December 31, 2016. Include the determina-
tion and distribution of excess and income distribution schedules. Any excess of cost over book
value is attributable to goodwill. All bond discounts are assumed to be amortized on a straight-
line basis.

(AICPA adapted)

Problem 8-6 (LO 4) Worksheet, direct and indirect holding, intercompany mer-

chandise, machine. The following diagram depicts the relationships among Mary
Company, John Company, and Joan Company on December 31, 2018:

Mary

Owns 60% Owns 40%

John  Joan
Owns 50%

Mary Company purchases its interest in John Company on January 1, 2016, for $204,000.
John Company purchases its interest in Joan Company on January 1, 2017, for $75,000. Mary
Company purchases its interest in Joan Company on January 1, 2018, for $72,000. All invest-
ments are accounted for under the equity method. Control over Joan Company does not occur
until the January 1, 2018, acquisition. Thus, a D&D schedule will be prepared for the invest-
ment in Joan as of January 1, 2018.

The following stockholders’ equities are available:

John
Company

December 31,

Joan
Company

December 31,

2015 2016 2017

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . $150,000
Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . $100,000 $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . 75,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 50,000 80,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000 $150,000 $180,000

On January 2, 2018, Joan Company sells a machine to Mary Company for $20,000. The
machine has a book value of $10,000, with an estimated life of five years and is being depre-
ciated on a straight-line basis.

John Company sells $20,000 of merchandise to Joan Company during 2018 to realize a gross
profit of 30%. Of this merchandise, $5,000 remains in Joan Company’s December 31, 2018,
inventory. Joan owes John $3,000 on December 31, 2018, for merchandise delivered during
2018.

Trial balances of the three companies prepared from general ledger account balances on
December 31, 2018, are as follows:

Mary
Company

John
Company

Joan
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,500 60,000 30,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 55,000 30,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000 80,000 50,000
Investment in John Company . . . . . . . . . . . . . . . . . . . . . 270,000
Investment in Joan Company . . . . . . . . . . . . . . . . . . . . . 86,000 107,500
Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . 2,250,000 850,000 350,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . (938,000) (377,500) (121,800)

Required
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Mary
Company

John
Company

Joan
Company

Intangibles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (215,500) (61,000) (22,000)
Accrued Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000) (4,000) (1,200)
Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000) (300,000) (100,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . (700,000) (75,000)
Retained Earnings, January 1, 2018. . . . . . . . . . . . . . . (290,000) (130,000) (80,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,800,000) (500,000) (300,000)
Gain on Sale of Equipment . . . . . . . . . . . . . . . . . . . . . . (10,000)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (58,000) (20,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,170,000 350,000 180,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 525,000 100,000 90,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 15,000 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Mary
Company and its subsidiaries as of December 31, 2018. Include the determination and distri-
bution of excess and income distribution schedules. Any excess of cost is assumed to be attribu-
table to goodwill.

Problem 8-7 (LO 4) Worksheet, three-level holding, intercompany merchandise,

plant assets. Shelby Corporation purchases 90% of the outstanding stock of Borner Com-
pany on January 1, 2015, for $603,000 cash. At that time, Borner Company has the following
stockholders’ equity balances: common stock, $200,000; paid-in capital in excess of par,
$80,000; and retained earnings, $300,000.

All book values approximate fair values except for the plant assets (undervalued by $50,000
and with an estimated remaining life of 10 years). Any remaining excess is goodwill.

DeNoma Company acquires a 60% interest in Shelby on January 1, 2017, for $750,000. At
this time, Shelby has consolidated shareholders’ equity of common stock, $500,000; paid-in
capital in excess of par, $150,000; and controlling retained earnings, $500,000 (not including
amortization of excess price applicable to investment in Borner).

At that time, it is also determined that Shelby’s plant assets are undervalued by $50,000 and
have a 10-year remaining life. Any remaining excess is goodwill.

Intercompany merchandise sales from Borner to Shelby for 2018 are (1) seller’s goods in
buyer’s beginning inventory, $7,500; (2) sales during 2018, $125,000; (3) seller’s goods in
buyer’s ending inventory, $10,000; and (4) gross profit on intercompany sales, 80%.

On January 1, 2017, Shelby sells plant assets with a cost of $80,000 and accumulated depre-
ciation of $45,000 to DeNoma for $50,000. Remaining life on the date of sale is estimated to
be five years.

Shelby and DeNoma use the simple equity method to account for their investments. The
trial balances on December 31, 2018, are as follows:

DeNoma
Company

Shelby
Corporation

Borner
Company

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 60,000 40,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000 2,000 390,000
Plant Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 800,000 600,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . (450,000) (300,000) (200,000)
Investment in Shelby Corporation . . . . . . . . . . . . . . . . . . 894,000
Investment in Borner Company . . . . . . . . . . . . . . . . . . . . 828,000
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,500,000) (500,000) (200,000)

Required
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DeNoma
Company

Shelby
Corporation

Borner
Company

Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . (150,000) (80,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (922,000) (620,000) (500,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (700,000) (600,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 570,000 425,000 400,000
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 205,000 200,000 150,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (72,000) (45,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0

Prepare the determination and distribution of excess schedule for Shelby’s investment in
Borner and DeNoma’s investment in Shelby. Prepare the December 31, 2018, consolidated
worksheet and income distribution schedules.

Suggestion: The determination and distribution of excess schedule must show an adjustment
to Shelby’s retained earnings for the amortization of excess applicable to Shelby’s investment in
Borner. [Hint (for consolidated balance sheet): The reduced retained earnings in the determina-
tion and distribution of excess schedule must be adjusted before eliminating the pro rata share
of equity balances.]

Problem 8-8 (LO 5) Worksheet, subsidiary owns parent shares, merchandise. On
January 1, 2015, Parson Company purchases 80% of the common stock of Salary Company for
$450,000. On this date, Salary has common stock, other paid-in capital in excess of par, and
retained earnings of $50,000, $140,000, and $220,000, respectively.

Any excess of cost over book value is due to goodwill.
In both 2015 and 2016, Parson has accounted for the investment in Salary using the cost method.
On January 1, 2016, Salary purchases 1,000 shares (10%) of the common stock of Parson

Company from outside investors for $100,000 cash. It is expected that the shares may be resold
later. Salary uses the cost method in accounting for the investment.

During the last quarter of 2016, Parson sells merchandise to Salary for $48,000, one-fourth
of which is still held by Salary on December 31, 2016. Parson’s usual gross profit on intercom-
pany sales is 40%.

The trial balances for Parson and Salary on December 31, 2016, are as follows:

Parson
Company

Salary
Company

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 120,000
Other Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 166,000 196,000
Investment in Salary Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Investment in Parson Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 70,000
Buildings and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 280,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (90,000)
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (98,000) (74,000)
Long-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250,000) (100,000)
Common Stock—Parson Company ($10 par). . . . . . . . . . . . . . . . . . . . (100,000)
Paid-In Capital in Excess of Par—Parson Company . . . . . . . . . . . . . . . (200,000)
Retained Earnings—Parson Company . . . . . . . . . . . . . . . . . . . . . . . . . (350,000)
Common Stock—Salary Company ($10 par) . . . . . . . . . . . . . . . . . . . . (50,000)
Paid-In Capital in Excess of Par—Salary Company. . . . . . . . . . . . . . . . (140,000)
Retained Earnings—Salary Company. . . . . . . . . . . . . . . . . . . . . . . . . . (260,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (640,000) (350,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000 200,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 90,000
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000) (2,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Required
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Complete the worksheet for consolidated financial statements for the year ended December
31, 2016. Shares of Parson owned by Salary are to be treated as treasury stock. Round all com-
putations to the nearest dollar. Include a determination and distribution of excess schedule and
income distribution schedule.

(AICPA adapted)

Problem 8-9 (LO 5) Worksheet, purchase in blocks, subsidiary stock dividend,

subsidiary purchase of parent shares, machinery sale, merchandise. On
January 1, 2017, Heckert Company purchases a controlling interest in Aker Company. The
following information is available:

a. Heckert Company purchases 1,600 shares of Aker Company outstanding stock on
January 1, 2016, for $48,000 and purchases an additional 1,400 shares on January 1, 2017,
for $51,800.

b. An analysis of the stockholders’ equity accounts at December 31, 2016, and 2015, follows:

Heckert Company
December 31,

Aker Company
December 31,

2016 2015 2016 2015

Common stock ($10 par). . . . . . . . . . . $150,000 $150,000
Common stock ($5 par) . . . . . . . . . . . . $ 20,000 $ 20,000
Paid-in capital in excess of par . . . . . . 36,000 36,000 10,000 10,000
Retained earnings . . . . . . . . . . . . . . . . 378,000 285,000 112,000 82,000

Total . . . . . . . . . . . . . . . . . . . . . . . . $564,000 $471,000 $142,000 $112,000

c. Aker Company’s marketable securities consist of 1,500 shares of Heckert Company stock
purchased on June 15, 2017, in the open market for $18,000. The securities are purchased
as a temporary investment and are sold on January 15, 2018, for $25,000.

d. On December 10, 2017, Heckert Company declares a cash dividend of $0.50 per share, pay-
able January 10, 2018, to stockholders of record on December 20, 2017. Aker Company
pays a cash dividend of $1 per share on June 30, 2017, and distributes a 10% stock dividend on
September 30, 2017. The stock is selling for $15 per share ex-dividend on September 30, 2017.
Aker Company pays no dividends in 2016.

e. Aker Company sells machinery, with a book value of $4,000 and a remaining life of five
years, to Heckert Company for $4,800 on December 31, 2017. The gain on the sale is cred-
ited to the other income account.

f. Aker Company includes all intercompany receivables and payables in its trade accounts
receivable and trade accounts payable accounts.

g. During 2017, the following intercompany sales are made:

Net Sales

Included in
Purchaser’s
Inventory at

December 31, 2017

Heckert Company to Aker Company. . . . . . . . . . . . . . . . . . . $ 78,000 $24,300
Aker Company to Heckert Company. . . . . . . . . . . . . . . . . . . 104,000 18,000

$182,000 $42,300

Heckert Company sells merchandise to Aker Company at cost. Aker Company sells mer-
chandise to Heckert at the regular selling price to make a normal profit margin of 30%. There
were no intercompany sales in prior years.
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The trial balances of the two companies at December 31, 2017, are as follows:

Heckert
Company

Aker
Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,100 29,050
Marketable Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000 18,000
Trade Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 88,000
Allowance for Doubtful Accounts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6,800) (2,300)
Intercompany Receivables. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000 135,000
Machinery and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 514,000 279,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (298,200) (196,700)
Investment in Aker Company (at cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 99,800
Patents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
Dividends Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,500)
Trade Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (195,500) (174,050)
Intercompany Payables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,000)
Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Common Stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (22,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (36,000) (14,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (378,000) (106,000)
Dividends Declared (cash). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500 4,000
Sales and Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (850,000) (530,000)
Dividend Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000)
Other Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,000) (3,700)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 510,000 374,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,600 11,200
Administrative and Selling Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000 110,500

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Prepare the worksheet necessary to produce the consolidated financial statements of Heckert
Company and its subsidiary for the year ended December 31, 2017. Include the determination
and distribution of excess and income distribution schedules. Assume any excess of cost over
book value is attributable to goodwill.

(AICPA adapted)
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S P E C I A L
A P P E N D I X 1

1 FASB ASC 323-10-05-5.
2 FASB ASC 323-10-15-6.
3 FASB ASC 323-10-15-8.

Accounting for Influential Investments

In practical terms, an influential investment is generally an investment of 20% or more in the
voting common stock of a company, but not more than 50%, which would require consolida-
tion. Influence is defined as follows by the FASB:

The equity method tends to be most appropriate if an investment enables the investor to
influence the operating or financial decisions of the investee. The investor then has a degree
of responsibility for the return on its investment, and it is appropriate to include in the results
of operations of the investor its share of the earnings or losses of the investee. Influence tends to
be more effective as the investor’s percent of ownership in the voting stock of the investee
increases. Investments of relatively small percentages of voting stock of an investee tend to be
passive in nature and enable the investor to have little or no influence on the operations of
the investee.1

The use of the sophisticated equity method is required for the following types of investments:

1. Influential investments. The FASB defines influence as ‘‘representation on the board of
directors, participation in policy-making processes, material intercompany transactions,
interchange of managerial personnel, or technological dependency.’’2 When the investor
holds 20% or more of the voting shares of an investee, influence is assumed and the sophis-
ticated equity method is required unless the investor takes on the burden of proof to show
that influence does not exist, in which case the cost method would be used.3 When the
investment falls below 20%, the presumption is that influence does not exist, and the cost
method is to be used unless the investor can show that influence does exist despite the
low percentage of ownership. Since the most common use of the sophisticated equity
method is for influential (20% to 50%) investments, such investments are used in subse-
quent illustrations.

2. Corporate joint ventures. A corporate joint venture is a separate, specific project organized
for the benefit of several corporations. An example would be a research project undertaken
jointly by several members of a given industry. The member corporations typically par-
ticipate in the management of the venture and share the gains and losses. Since such
an arrangement does not involve passive investors, the sophisticated equity method is
required.

3. Unconsolidated subsidiaries. A parent may own over 50% of the shares of a subsidiary but
may meet one of the exceptions (control is temporary or does not rest with the majority
owner) to the requirement that subsidiaries be consolidated. However, if influence does
exist, the sophisticated equity method would be used for the investment.
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The use of the equity method requires that the investment in common stock appear as a
single, equity-adjusted amount on the balance sheet of the investor. The investor’s income
statement will include the investor’s share of the investee ordinary income as a single amount
in the ordinary income section. The investor’s share of investee discontinued operations,
extraordinary items, and cumulative effects of changes in accounting principles will appear as
single amounts in the sections of the investor’s income statement that correspond to the place-
ment of these items in the investee’s statement.

In 2007, the FASB allowed investors to opt for the use of the fair value method for influen-
tial investments that would normally be accounted for under the equity method. This option
will be discussed after our study of the equity method.

CALCULATION OF EQUITY INCOME
The equity method requires the investor to recognize its pro rata share of investee reported
income. Dividends, when received, do not constitute income but are viewed instead as a partial
liquidation of the investment. In reality, however, the price paid for the investment usually
will not agree with the underlying book value of the investee, which requires that any amortiza-
tion of an excess of cost or book value be treated as an adjustment of the investor’s pro
rata share of investee income. It is very likely that the reported income of the investee will
include gains and losses on transactions with the investor. As was true in consolidations, these
gains and losses must be deferred until they are confirmed by a transaction between the affiliated
group and unrelated parties. The proper application of the sophisticated equity method will
mean that the income recognized by the investor will be the same as it would be under consoli-
dation procedures. In fact, the sophisticated equity method sometimes is referred to as ‘‘one-line
consolidation.’’

In the next two sections, the sophisticated equity method will be presented without consid-
eration of the tax implications. Following that, the tax effect on such an investment will be
addressed.

Amortization of Excesses

A determination and distribution of excess schedule is prepared for a sophisticated equity
method investment. It compares the price paid for the investment to only the equity interest
that was purchased. In the absence of control, there is no fair value adjustment for the
shares not purchased. For example, assume the following schedule was prepared by Excel
Corporation for a 25% interest in Flag Company acquired on January 1, 2015:

Price paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Less interest acquired:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Retained earnings, January 1, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 25% 200,000

Excess of cost over book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Less excess attributable to equipment with a 5-year remaining

life and undervalued by $80,000 (25%� $80,000) . . . . . . . . . . . . 20,000

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000

As a practical matter, it may not be possible to relate the excess to specific assets, in which
case the entire excess may be considered goodwill. However, an attempt should be made to
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allocate the excess in the same manner as would be done for the purchase of a controlling inter-
est in a subsidiary.4

The determination and distribution of excess schedule indicates the pattern of amortization
to be followed. The required amortizations must be made directly through the investment
account since the distributions shown on the schedule are not recorded in the absence of consoli-
dation procedures. Assuming Flag Company reported net income of $60,000 for 2015, Excel
Corporation would make the following entry for 2015:

Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

Income is calculated as follows:

25%� Flag reported net income of $60,000. . . . . . . . . . . . . . . . . . . . . . . . $15,000
Less amortizations of excess cost:

Equipment ($20,000 ‚ 5) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Investment income, net of amortizations . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,000

If an investment is acquired for less than book value, the excess of book value over cost
would be amortized based on the life of assets to which it pertains. This procedure would
increase investment income in the years of amortization.

Intercompany Transactions by Investee

The investee may sell inventory to the investor. As would be true if the investment were consoli-
dated, the share of the investee’s profit on goods still held by the investor at the end of a period
cannot be included in income of that period. Instead, the profit must be deferred until the goods
are sold by the investor. Since the two firms are separate reporting entities, the intercompany sales
and related debt cannot be eliminated. Only the investor’s share of the investee’s profit on unsold
goods in the hands of the investor is deferred. In a like manner, the investor may have plant assets
that were purchased from the investee. The investor’s share of the investee’s gains and losses on
these sales also must be deferred and allocated over the depreciable life of the asset. Profit defer-
ments should be handled in an income distribution schedule similar to that used for consolidated
worksheets. To illustrate, assume the following facts for the example of the 25% investment in
Flag by Excel. Again, note that income tax is not being considered in this illustration:

1. Excel had the following merchandise acquired from Flag Company in its ending inventories:

Year Amount Gross Profit of Flag Company

2015 $30,000 40%
2016 40,000 45

2. Excel purchased a truck from Flag Company on January 1, 2015, for $20,000. The truck is
being depreciated over a 4-year life on a straight-line basis with no salvage value. The truck
had a net book value of $16,000 when it was sold by Flag.

3. Flag Company had an income of $60,000 in 2015 and $70,000 in 2016.

4. Flag declared and paid $10,000 in dividends in 2016.

Based on these facts, Excel Corporation would prepare the income distribution schedules
shown on page 484.

4 FASB ASC 323-10-35-34.

483Special Appendix 1 ACCOUNTING FOR INFLUENTIAL INVESTMENTS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



2015 Income Distribution for Investment in Flag Company

Gain on sale of truck, to be amortized
over 4 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000

Reported income of Flag
Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,000

Profit in Excel ending inventory
(40%� $30,000). . . . . . . . . . . . . . . . . . . . . . . . 12,000

Realization of ¼ of profit on sale
of truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Adjusted income of Flag Company . . . . . . . . . . . . . $45,000

Ownership interest (25%) . . . . . . . . . . . . . . . . . . . . $11,250
Less amortization of excess cost:

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Investment income, net of amortizations . . . . . . . . . $ 7,250

2016 Income Distribution for Investment in Flag Company

Profit in Excel ending inventory
(45%� $40,000). . . . . . . . . . . . . . . . . . . . . . . . $18,000

Reported income of Flag
Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $70,000

Profit in Excel beginning inventory
(40%� $30,000) . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Realization of ¼ of profit on sale of truck . . . . . . . . 1,000
Adjusted income of Flag Company . . . . . . . . . . . . . $65,000

Ownership interest (25%) . . . . . . . . . . . . . . . . . . . . $16,250
Less amortization of excess cost:

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Income from investment . . . . . . . . . . . . . . . . . . . . . . $12,250

The schedules would lead to the following entries to record investment income:

2015 Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . 7,250
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,250

2016 Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . 12,250
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,250

In addition, the following entry would be made in 2016 to record dividends received:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

It should be noted that only the investor’s share of intercompany gains and losses is deferred.
The investee’s remaining stockholders are not affected by the Excel Corporation investment.

TAX EFFECTS OF EQUITY METHOD
The investor not meeting the requirements of affiliation as defined by tax law pays income taxes
on dividends received. In the case of a domestic corporation, 20% of the dividends are includ-
able in taxable income. However, a temporary difference is created through the use of the equity
method for financial reporting.5 As a result, the provision for tax is based on the equity
income, and a deferred tax liability is created for undistributed investment income.

5 FASB ASC 740-20-20.
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The provision may be based on the assumption that investment income will be distributed in
dividends, or it will be realized via the sale of the investment. In the latter case, it is likely that
the income would be taxed in the form of a capital gain. The assumption used will determine
the rate to be applied to the undistributed income. The provision for tax is based on the inves-
tor’s net investment income after adjustments and amortizations. However, amortizations
of excess cost are not deductible since they have no impact on the income that could be dis-
tributed to the investor and, thus, must be added back to the net investment income to compute
the tax.

The following entries are based on the previous example of Flag Company and Excel
Corporation, but it is assumed that each company is subject to a 30% income tax. Excel
Corporation’s share of Flag Company net income would now be calculated as follows:

2015 2016

Adjusted income of Flag Company (before tax)* . . . . . . . . . . . . . . $45,000 $65,000
Tax provision (30%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500 19,500

Adjusted net income of Flag Company . . . . . . . . . . . . . . . . . . . . . . $31,500 $45,500

Ownership interest in adjusted net income (25%) . . . . . . . . . . . . . . $ 7,875 $11,375
Less amortizations of excess* . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000 4,000

Net income from investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,875 $ 7,375

*See the income distribution schedules in the previous section.

Note that the tax provision calculated by the investor will not agree with the provision for
tax on the books of the investee. This is due to the adjustments made in the income distribution
schedules to recognize the profit deferrals.

The 2015 and 2016 entries to record investment income and the applicable tax provision
would be as follows:

2015 Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . . . . . 3,875
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,875

Provision for Income Tax [20% included� 30% tax rate�
($3,875 net incomeþ $4,000 nondeductible
amortizations of excess)] . . . . . . . . . . . . . . . . . . . . . . . . . . 473

Deferred Tax Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 473

2016 Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . . . . . 7,375
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,375

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Investment in Flag Company . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Provision for Income Tax [20% included� 30% tax rate�
($7,375 net incomeþ $4,000 nondeductible
amortizations of excess)] . . . . . . . . . . . . . . . . . . . . . . . . . . 683

Income Tax Payable (20% included� 30% tax rate�
$2,500 dividends) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

Deferred Tax Liability ($683 – $150) . . . . . . . . . . . . . . . . . 533
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UNUSUAL EQUITY ADJUSTMENTS
There are several unusual situations involving the investee that require special procedures for the
proper recording of investment income. These situations are described in the following paragraphs.

Investee with Preferred Stock

In the absence of consolidation, an investment in preferred stock does not require elimination.
However, the existence of preferred stock in the capital structure of the investee requires that
the investor’s equity adjustment be based on only that portion of investee income available for
common stockholders. Dividends declared on preferred stock must be subtracted from income
of the investee. When the preferred stock has cumulative or participation rights, the claim of
preferred stockholders must be subtracted from the investee income each period to arrive at the
income available for common stockholders. The procedures for calculating this income are
contained in Chapter 7.

Investee Stock Transactions

The investee corporation may engage in transactions with its common stockholders, such as
issuing additional shares, retiring shares, or engaging in treasury stock transactions. Each of
these transactions affects the investor’s equity interest. A comparison is made of the investor’s
ownership interest before and after the investee stock transaction. An increase in the investor’s
interest is treated as a gain, while a decrease is recorded as a loss.

Write-Down to Market Value

The investment in another company is subject to reduction to a lower market value if it appears
that a relatively permanent fall in value has occurred. The fact that the current market value of
the shares is temporarily less than the equity-adjusted cost of the shares is not sufficient cause
for a write-down. When the sophisticated equity method is used and a permanent decline in
value occurs, a reduction would be made to the equity-adjusted cost. The equity method would
continue to be applied subsequent to the write-down. There can be no subsequent write-ups,
however, other than through normal equity adjustments.

Zero Investment Balance

It is possible that an investee will suffer losses to the extent that the continued application of
the equity method could produce a negative balance in the investment account. Equity
adjustments are to be discontinued when the investment balance becomes zero. Further losses
are acknowledged only by memo entries, which are needed to maintain the total unrecorded
share of losses. If the investee again becomes profitable, the investor must not record income
on the investment until its subsequent share of income equals the previously unrecorded
share of losses.

To illustrate these procedures, assume Grate Corporation has a 35% investment in Dittmar
Company, with a sophisticated equity-adjusted cost of $30,000 on January 1, 2015, and
Dittmar reports the following results:

Period Income (Loss)

2015 . . . . . . . . . . . . . . . . . $(80,000)
2016 . . . . . . . . . . . . . . . . . (50,000)
2017 . . . . . . . . . . . . . . . . . (20,000)
2018 . . . . . . . . . . . . . . . . . 90,000
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The following Taccount summarizes entries for 2015 through 2018 (taxes are ignored):

Investment in Dittmar Company

Equity-adjusted balance, January 1,
2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000

Equity loss for 2015 (35%� $80,000
Dittmar loss) . . . . . . . . . . . . . . . . . . . . . . . . . . $28,000

Recorded equity loss for 2016 (35%�
$50,000 Dittmar loss = $17,500;
loss limited to investment balance). . . . . . . . . 2,000

Balance, January 1, 2016. . . . . . . . . . . . . . . . . . . . $ 0 Memo entries:
Memo entry: Unrecorded 2016 loss ($17,500 – $2,000) . . $15,500
Unrecorded share of 2018 Dittmar

income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500
Unrecorded loss for 2017 (35%�

$20,000 Dittmar loss) . . . . . . . . . . . . . . . . . . 7,000
Actual entries resumed:
Recorded equity income, 2018

[35%� $90,000 Dittmar income =
$31,500, less amount to cover
unrecorded losses ($15,500þ
$7,000)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000

Balance, December 31, 2018 . . . . . . . . . . . . . . . . $ 9,000

Intercompany Asset Transactions by Investor

An investor may sell merchandise and/or plant assets to an investee at a gain or loss. When
influence is deemed to exist, it might seem appropriate to defer the entire gain or loss until the
asset is resold or depreciated by the investee. However, the entire gain or loss is to be deferred
only when the transaction is with a controlled (over 50% owned) investee and is not at arm’s
length. In all other cases, it is appropriate to defer only a gain or loss that is in proportion to the
investor’s ownership interest.6

To illustrate, assume Grant Corporation, which owns a 35% interest in Hartwig Company
sold $50,000 of merchandise to Hartwig at a gross profit of 40%. Of this merchandise,
$20,000 is still in Hartwig’s 2015 ending inventory. Grant needs to defer only profit equal to
the $8,000 (40% � $20,000) unrealized gross profit multiplied by its 35% interest, or $2,800.
Grant would make the following entry on December 31, 2015:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800
Deferred Gross Profit on Sales to Investee . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800

Assuming the investor recorded the provision for income tax prior to this adjustment, the
tax applicable to the unrealized gain would be deferred by the following entry, which is based
on a 30% tax rate:

Deferred Tax Expense (30%� $2,800) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840
Provision for Income Tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840

The deferred gross profit and the related tax deferment would be realized in the period in
which the goods are sold to outside parties. The deferred profit and related tax effects on plant
asset sales would be realized in proportion to the depreciation recorded by the investee
company.

Intercompany Bond Transactions by Investor

Unlike consolidation procedures, when the investor purchases outstanding bonds of the investee, the
bonds are not assumed to be retired since the investor and investee are separate reporting entities.

6 FASB ASC 323-10-35 & 36.
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Similarly, a purchase of investor bonds by the investee is not a retirement of the bonds. Thus, no
adjustments to income are necessary as a result of intercompany bond holdings.

Gain or Loss of Influence

An investor may own less than a 20% interest in an investee, in which case the cost method or
fair value method would be used to record the investment. If the investor subsequently buys suf-
ficient additional shares to have its total interest equal or exceed 20%, the investor must retroac-
tively apply the sophisticated equity method to the total holding period of the investment.

It is possible that an investor will own 20% or more of the voting shares of the investee but
will sell a portion of the shares so that the ownership interest falls below 20%. In such a case,
the sophisticated equity method is discontinued as of the sale date. However, there is no adjust-
ment back to the cost method. The balance of the investment account remains at its equity-
adjusted balance on the sale date. Should influence be attained again, a retroactive (‘‘catch-up’’)
equity adjustment would be made.

When all or part of an investment recorded under the sophisticated equity method is sold,
the gain or loss is based on the equity-adjusted balance as of the sale date. An adjustment also
would be necessary for deferred tax balances applicable to the investment.

DISCLOSURE REQUIREMENTS
Since a significant portion of the investor’s income may be derived from investments, added dis-
closures are required in order to properly inform the readers of the financial statements. For
investments of 20% or more, the investor must disclose the name of each investee, the percen-
tage of ownership in each investee, and the disparity between the cost and underlying book value
for each investment. If the sophisticated equity method is not being applied, the reasons must be
given. When investments are material with respect to the investor’s financial position or income,
the financial statements of the investees should be included as supplemental information.

When a market value for the investment is available, it should be disclosed. However, if the
investor owns a relatively large block of a subsidiary’s shares, quoted market values would have
little relevance because the sale of an entire controlling interest would involve different motiva-
tions and would result in a unique value.

R E F L E C T I O N
� The sophisticated equity method is used for ‘‘influential’’ investments.

� The sophisticated equity income is based on the investee’s adjusted (for intercompany

profits) income less amortizations of excess from the D&D. Note that this process includes

adjustment for only investee-generated intercompany transactions.

� The investor is liable for the tax on its share of investee income.

� The investor must make a separate adjustment for its share of unrealized profits on sales

to the investee. These adjustments also create a deferred tax asset.

� The investor cannot adjust its investment below a zero balance by recording its share of

investee losses. If the investee becomes profitable, income equal to the unrecorded losses

must be excluded from income.

� An initial ownership interest may not be ‘‘influential.’’ If a second block is purchased, so

as to make the total interest ‘‘influential,’’ the prior block is retroactively converted to

the sophisticated equity method.

� If an interest is sold down to a level that is no longer influential, the remaining interest

stays at its equity-adjusted cost. The use of the equity method is discontinued in future

periods.
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FAIR VALUE OPTION
The investor may elect to record an influential investment using fair value at each recording
date. The election is made on the date the investment is purchased. The election once made,
may not be revoked.

The fair value option is applied as follows:

1. The investment is recorded at the price paid.

2. At the end of each accounting period, the investment is adjusted to fair value, and the adjust-
ment is recorded as income.

3. Dividends are recorded as income when declared by the investee.

The following example applies the fair value option to the investment in Flag Company that
starts on page 482. Assume that the fair value of the investment is $270,000 on December 31,
2015, and $310,000 on December 31, 2016.

2015 Purchase Date Investment in Flag Company . . . . . . . . . . . 250,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

To record purchase of investment
2015 Year-end adjustment Investment in Flag Company . . . . . . . . . . . 20,000

Unrealized Gain on Investment . . . . . . . 20,000
2016 Year-end adjustment Investment in Flag Company . . . . . . . . . . . 40,000

Unrealized Gain on Investment . . . . . . . 40,000
Dividend declared Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Dividend Income . . . . . . . . . . . . . . . . . . 2,500

The unrealized gain is recorded as income as is the investor’s share of dividends. There
would be no adjustments for unrealized intercompany gains and losses. The unrealized gains
will require the recording of a deferred income tax liability since the income is not taxable.

UNDERSTANDING THE ISSUES

1. Company R pays $170,000 for a 30% interest in Company E on January 1, 2015. Com-
pany E’s total stockholders’ equity on that date is $500,000. The excess price is attrib-
uted to equipment with a 5-year life. During 2015, Company E reports net income of
$35,000 and pays total dividends of $10,000. Answer the following questions assum-
ing the investment is recorded under the equity method:

a. What is Company R’s investment income for 2015?
b. What is Company R’s investment balance on December 31, 2015?
c. Explain, in words, the investment balance on December 31, 2015.

2. Assume the same facts as for Question 1 above. The fair value of the investment in
Company E is $220,000 on December 31, 2015. Answer the following questions
assuming the investment is recorded using the fair value option:

a. What is Company R’s investment income for 2015?
b. What is Company R’s investment balance on December 31, 2015?
c. Explain in words the investment balance on December 31, 2015.

3. Company R owns a 30% interest in Company E, which it acquires at book value. Com-
pany E reports net income of $50,000 for 2015 (ignore taxes). There is an intercom-
pany sale of equipment at a gain of $20,000 on January 1, 2015. The equipment has a
5-year life. What is Company R’s investment income for 2015, and what adjusting
entry (if any) does Company R need to make as a result of the equipment sale, if:

a. Company E made the sale?
b. Company R made the sale?
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4. Company E reports net income of $100,000 for 2015. Assume the income is earned
evenly throughout the year. Dividends of $10,000 are paid on December 31. What will
Company R report as investment income under the following ownership situations, if:

a. Company R owns a 10% interest from July 1 to December 31?
b. Company R owns a 10% interest from January 1 to June 30 and a 25% interest

from July 1 to December 31?
c. Company R owns a 30% interest from January 1 to June 30 and a 10% interest

from July 1 to December 31?

5. Company R purchases a 25% interest in Company E on January 1, 2014, at its book
value of $20,000. From 2014 through 2018, Company E earns a total of $200,000.
From 2019 through 2023, it loses $300,000. In 2024, Company E reports net income of
$30,000. What is Company R’s investment income for 2024, and what is its balance in
the investment in Company E account on December 31, 2024?

EXERCISES

Exercise SA1-1 Income recording. Tucker Corporation purchases a 25% interest in Lin-
coln Company for $120,000 on January 1, 2017. The following determination and distribution
of excess schedule is prepared:

Price paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000
Less interest acquired:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 25% 75,000

Excess of cost over book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 45,000
Less excess attributable to equipment [25%� $40,000 (5-year life)]. 10,000

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000

Lincoln Company earns income of $25,000 in 2017 and $30,000 in 2018. Lincoln Com-
pany declares a 25-cent per-share cash dividend on December 22, 2018, payable January 12,
2019, to stockholders of record on December 30, 2018.

During 2018, Lincoln sells merchandise costing $10,000 to Tucker for $15,000. Twenty per-
cent of the merchandise is still in Tucker’s ending inventory on December 31, 2018. The fair value
of the investment is $135,000 on December 31, 2017, and $145,000 on December 31, 2018.

1. Assuming the use of the equity method, prepare the adjustment on Tucker’s books on
December 31, 2017, and December 31, 2018, to account for its investment in Lincoln
Company. Assume Tucker Corporation makes no adjustment except at the end of each
calendar year. Ignore income tax considerations.

2. Assuming the use of the fair value option, prepare the adjustment on Tucker’s books on
December 31, 2017, and December 31, 2018, to account for its investment in Lincoln
Company. Assume Tucker Corporation makes no adjustment except at the end of each
calendar year. Ignore income tax considerations.

Exercise SA1-2 Equity method investment with intercompany profits. Turf
Company purchases a 30% interest in Minnie Company for $90,000 on January 1, 2015,
when Minnie has the following stockholders’ equity:

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
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The excess cost was due to a building that is being amortized over 20 years.
Since the investment, Minnie has consistently sold goods to Turf to realize a 40% gross

profit. Such sales total $50,000 during 2017. Turf has $10,000 of the goods in its beginning
inventory and $40,000 in its ending inventory.

On January 1, 2017, Turf sells a machine with a book value of $15,000 to Minnie for
$20,000. The machine has a 5-year life and is being depreciated on a straight-line basis. Minnie
reports a net income of $60,000 for 2017 and pays $5,000 in dividends in 2017.

Prepare all 2017 entries caused by Turf ’s investment in Minnie. Assume that Turf has
recorded the tax on its internally generated income. Turf has properly recorded the investment
using the equity method in previous periods. Ignore income tax considerations.

Exercise SA1-3 Equity income with intercompany profits. Spancrete Corporation
acquires a 30% interest in the outstanding stock of Werl Corporation on January 1, 2015. At
that time, the following determination and distribution of excess schedule is prepared:

Price paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Less interest acquired:

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $310,000
Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 30% 93,000

Excess of cost over book value attributable to equipment (10-year life) $ 32,000

During 2015, Spancrete purchases $200,000 of goods from Werl. $20,000 of these purchases
are in the December 31, 2015, ending inventory. During 2016, Spancrete purchases $250,000 of
goods from Werl. $30,000 of these purchases are in the December 31, 2016, ending inventory.
Werl’s gross profit rate is 30%. Also, Spancrete purchases a machine from Werl for $15,000 on
January 1, 2016. The machine has a book value of $10,000 and a 5-year remaining life. Werl
reports net income of $90,000 and pays $20,000 on dividends during 2016.

Prepare an income distribution schedule for Werl, and record the entries to adjust the
investment in Werl for 2016 using the equity method.

Exercise SA1-4 Equity method, change in interest. Hanson Corporation purchases a
10% interest in Novic Company on January 1, 2016, and an additional 15% interest on Janu-
ary 1, 2018. These investments cost Hanson Corporation $80,000 and $110,000, respectively.

The following stockholders’ equities of Novic Company are available:

December 31, 2015 December 31, 2017

Common stock ($10 par). . . . . . . . . . . . . . . . . . . . $500,000 $500,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 300,000

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $750,000 $800,000

Any excess of cost over book value on the original investment is attributed to goodwill. Any
excess on the second purchase is attributable to equipment with a 4-year life.

Novic Company has income of $30,000, $30,000, and $40,000 for 2016, 2017, and 2018,
respectively. Novic pays dividends of $0.20 per share in 2017 and 2018.

Ignore income tax considerations, and assume equity method adjusting entries are made at
the end of the calendar year only.

1. Prepare the cost-to-equity conversion entry on January 1, 2018, when Hanson’s investment
in Novic Company first exceeds 20%. Any supporting schedules should be in good form.

2. Prepare the December 31, 2018, equity adjustment on Hanson’s books. Provide supporting
calculations in good form.
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Exercise SA1-5 Sale of equity method investment. On January 1, 2017, Lund Cor-
poration purchases a 30% interest in Aluma-Boat Company for $200,000. At the time of the
purchase, Aluma-Boat has total stockholders’ equity of $400,000. Any excess of cost over the
equity purchased is attributed in part to machinery worth $50,000 more than book value with a
remaining useful life of five years. Any remaining excess would be allocated to goodwill.

Aluma-Boat reports the following income and dividend distributions in 2017 and 2018:

2017 2018

Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $45,000
Dividends declared and paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 10,000

Lund sells its investment in Aluma-Boat Company on January 2, 2019, for $230,000.
Record the sale of the investments assuming the use of the equity method. You may ignore
income taxes. Carefully schedule the investment account balance at the time of the sale.

PROBLEMS

Problem SA1-1 Equity income, inventory, fixed asset sale. Schinzer Company pur-
chases an influential 25% interest in Fowler Company on January 1, 2016, for $300,000. At
that time, Fowler’s stockholders’ equity is $1,000,000.

Fowler Company assets have fair value similar to book value except for a building that is
undervalued by $40,000. The building has an estimated remaining life of 10 years. Any remain-
ing excess is attributed to goodwill.

The following additional information is available:

a. On July 1, 2016, Schinzer sells a machine to Fowler for $25,000. The cost of the machine to
Schinzer is $16,000. The machine is being depreciated on a straight-line basis over five years.

b. Schinzer provides management services to Fowler at a billing rate of $15,000 per year. This
arrangement starts in 2016.

c. Fowler has sold merchandise to Shinzer since 2017. Sales are $15,000 in 2017 and $20,000
in 2018. The merchandise is sold to provide a gross profit rate of 25%. Schinzer has $2,000
of these goods in its December 31, 2017, inventory and $3,000 of such goods in its
December 31, 2018, inventory.

d. The income earned and dividends paid by Fowler are as follows:

Year Income Dividends

2016 $52,000 $60,000
2017 50,000 10,000
2018 65,000 10,000

Prepare all entries required by Schinzer’s investment in Fowler Company for 2016 through
2018 using the equity method. Supporting schedules should be in good form. Ignore taxes.

Problem SA1-2 Fair value option for influential investment. Assume the same
information as for Problem SA1-1. Instead of using the equity method, Schinzer uses the fair value
option to record the investment in Fowler. The fair value of the investment in Fowler is as follows:

Date Fair Value

December 31, 2016 $360,000
December 31, 2017 425,000
December 31, 2018 410,000

Prepare all entries required by Schinzer’s investment in Fowler Company for 2016 through
2018 using the fair value option.

Required

Required
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Problem SA1-3 Equity income, taxation, inventory, fixed asset sale. On
January 1, 2016, Ashland Company purchases a 25% interest in Cramer Company for $195,000.
Ashland Company prepares the following determination and distribution of excess schedule:

Price paid for investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . $195,000
Less book value of interest acquired:

Common stock ($5 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . 200,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . $450,000
Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 25% 112,500

Excess of cost over book value (debit) . . . . . . . . . . . . . . . . . . $ 82,500
Equipment [25%� $30,000 (10-year life)] . . . . . . . . . . . . . 7,500 Dr

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,000 Dr

The following additional information is available:

a. Cramer Company sells a machine to Ashland Company for $30,000 on July 1, 2017. At this
date, the machine has a book value of $25,000 and an estimated future life of five years.
Straight-line depreciation (to the nearest month) is being used. For income tax purposes, the
gain on the sale is taxable in the year of the sale.

b. The following applies to Ashland Company sales to Cramer Company for 2017 and 2018:

2017 2018

Intercompany merchandise in beginning inventory . . . . . . . . . . . . $ 4,000
Sales for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 $15,000
Intercompany merchandise in ending inventory . . . . . . . . . . . . . . . $ 4,000 $ 5,000
Gross profit on sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40% 40%

c. Internally generated income (before tax) for the two companies is as follows:

2016 2017 2018

Ashland Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $140,000 $150,000 $155,000
Cramer Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 80,000 100,000

d. Cramer pays dividends of $5,000, $10,000, and $10,000 in 2016, 2017, and 2018,
respectively.

e. The corporate income tax rate of 30% applies to both companies. Assume an 80% dividend
exclusion.

Prepare all equity method adjustments for Ashland Company’s investment in Cramer Com-
pany on December 31, 2016, 2017, and 2018. Consider income tax implications. Supporting
calculations and schedules should be in good form.

Required
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S P E C I A L
A P P E N D I X 2

1 ASC 810-10-25-38A

Variable Interest Entities

Consolidation procedures are applied to controlling ownership interests in Variable Interest
Entities (VIE). The unusual feature of consolidating a VIE is that control is not based on own-
ing a controlling percentage of voting common stock, rather it is based on the ability to direct
the operations of the VIE and the obligation to absorb the majority of the losses or the majority
of the economic benefits of the VIE. Where control exists, the entity having control is called the
‘‘Primary Beneficiary’’ rather than the parent company.

DEFINING A VIE
VIE’s are often created primarily to serve the primary beneficiary that controls them. They may
lease assets, make investments, provide financing, perform research, or provided products and
services. There have been abusive situations where the controlled entity borrowed money for
the controlling primary beneficiary and the primary beneficiary did not disclose the debt; Enron
was such a case. Keeping debt off the primary beneficiary’s balance sheet is referred to as ‘‘off-
balance sheet financing’’. A driving force behind the consolidation of VIE’s was to include VIE
debt for which the primary beneficiary is responsible on the primary beneficiary’s balance sheet.

A VIE possesses one or more of the following characteristics:

1. The entity has very little residual equity – typically common stock. The issue is that the
equity is insufficient to permit the entity to finance its activities without financial support
provided by the primary beneficiary. Often this would take the form of guaranteeing the
payment of debt or being subordinate to all other creditors. FASB ASC 810-10-25-45/46
provides guidance on assessing this test

2. The residual interest stockholders do not control the entity. The primary beneficiary directs
or controls the activities that are most important to economic performance through contrac-
tual provisions.

3. The majority of losses or income flow to the primary beneficiaries, not the residual interest
shareholders shareholder. The distribution of income is not based on common stock owner-
ship. Instead, it is based on contractual agreements which could include interest on loans,
management fees or a defined percentage of revenue or income.

PRIMARY BENEFICIARY
The primary beneficiary is the entity that has effective control of the VIE. In terms of prior
chapter terminology, it is the parent company. The primary beneficiary must consolidate its
interest in a VIE into its consolidated financial statements. An entity is deemed to have a con-
trolling interest in a VIE if it has both of the following characteristics:

1. The power to direct the activities of the VIE that most significantly impact the VIE’s eco-
nomic performance.

2. The obligation to absorb losses of the VIE that could potentially be significant to the VIE or
the right to receive benefits from the VIE that could potentially be significant to the VIE.1
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There can only be one primary beneficiary of a VIE. More than one entity could meet the
second criteria, but only one entity can have the most significant impact on the economic per-
formance of a VIE.

CONSOLIDATION PROCEDURES, DATE OF
ACQUIRING CONTROL
The primary beneficiary may not have any investment in the VIE. It may, instead guarantee the
debt of the VIE or subordinate its claim to those of other creditors. The primary beneficiary
may also loan funds to the VIE or purchase the VIE’s preferred stock. The investment is
recorded at the dollar value of the assets conveyed to the VIE. Assume that the VIE is a func-
tioning company and that on December 31, 2015 Primary Company Loaned the VIE,
$500,000 at 11% annual interest. The Primary Company would make the entry:

Loan receivable from VIE Company . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000

The loan is subordinate to the other liabilities of the VIE Company. The primary benefi-
ciary also guarantees the payment of the 6% bonds which are held by outside parties. The loan
gives the Primary Company the decision making authority on all transactions by the VIE Com-
pany. The Primary Company will also receive a fee equal to 5% of VIE revenues to cover joint
marketing expenditures made by the Primary Company.

Assume that on that date, the VIE had the following balance sheet after receipt of the loan
and the use of the proceeds to finance The Primary Company’s customers:

Balance Sheet
VIE Company

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . $100,000 Loan from Primary Company. . . . . . $500,000
Accounts receivable . . . . . . . . . . . . 650,000 6% Bond payable . . . . . . . . . . . . . . 300,000
Equipment (net) . . . . . . . . . . . . . . . . 120,000 Common stock, $1 par . . . . . . . . . . 5,000

Paid-in Excess of par . . . . . . . . . . . . 45,000
Retained earnings . . . . . . . . . . . . . . 20,000

Total assets. . . . . . . . . . . . . . . . . . $870,000 Total liabilities and equity . . . . . . $870,000

Fair values differed from book values as follows:

^ Equipment was valued at $150,000 and has a 10 year remaining life
^ The bond payable had a fair value of $298,000. It is payable to a nonaffiliated owner. It has a

5 year remaining term.
^ The common stock had a fair value of $122,000

As a part of the consolidation process, VIE Company’s accounts will be adjusted to fair value as
follows

^ Increase the equipment $30,000
^ Decrease the Bond payable by $2,000
^ Record goodwill calculated as follows:

Fair value of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $122,000
Less book value of equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (70,000)

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000
Less amounts assigned to:

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30,000)
Bond payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000)

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
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If the VIE was not a business as defined by ASC 819-10-20 which means it is likely a not
for profit entity, there is no goodwill recorded. Instead, a gain would be recorded for the excess
of the fair value of the assets over the fair value of the liabilities (and preferred stock if it existed).
If the fair value of the assets was less than the fair value of the liabilities, a loss would be
recorded.

Let us first consider consolidation procedures for a balance sheet prepared immediately after
the above transaction occurs. Eliminations are made as follows on Worksheet SA2-1:

(EL) Eliminate Loan receivable from the VIE Company on Primary books against Loan from Primary
Company on VIE books:
Loan from Primary Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Loan receivable from VIE Company. . . . . . . . . . . . . . . . . . . . . . . 500,000

(D) Distribute asset and liability adjustments including goodwill to VIE Company accounts. The net
amount of the adjustment is a credit to the NCI (using paid-in capital on reevaluation).
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Paid-in Capital on Revaluation—VIE Co.. . . . . . . . . . . . . . . . . . . 52,000

Based on Worksheet SA2-1, the following consolidated balance sheet would be prepared on
December 31, 2015:

Consolidated Balance Sheet, December 31, 2015
Primary Company

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000 Accounts payable . . . . . . . . . . . . . . $ 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . 300,000 Liabilities of VIE:
Building . . . . . . . . . . . . . . . . . . . . . . 400,000 Bond payable . . . . . . . . . . . . . . . 300,000
Accumulated depreciation . . . . . . . (150,000) Discount on bond payable. . . . . . (2,000)
Equipment . . . . . . . . . . . . . . . . . . . . 300,000 Common stock $1 par . . . . . . . . . . . 100,000
Accumulated depreciation . . . . . . . (100,000) Paid-in excess of par . . . . . . . . . . . . 900,000
Assets of VIE: Retained earnings . . . . . . . . . . . . . . 340,000

Cash . . . . . . . . . . . . . . . . . . . . . . 100,000 Noncontrolling interest . . . . . . . . . . 122,000
Accounts receivable . . . . . . . . . . 650,000
Equipment . . . . . . . . . . . . . . . . . . 150,000
Goodwill . . . . . . . . . . . . . . . . . . . 20,000

Total assets . . . . . . . . . . . . . . . . $1,820,000 Total liabilities and equity . . . . . . $1,820,000

FASB ASC 810-10-45-25 requires that VIE assets and liabilities be shown separately on the bal-
ance sheet as shown in the above balance sheet. To date, it is not common to see this separation
on published balance sheets. In many cases there is no disclosure of VIE assets and liabilities,
and in other cases there is disclosure of VIE assets and liabilities only in the notes to the financial
statements.

CONSOLIDATION PROCEDURES,
SUBSEQUENT PERIODS
Worksheet SA2-2 illustrates the consolidation of the VIE at the end of the first year of control.
The primary beneficiary will likely record its share of VIE interest revenue on its books. In our
example, it would record the 11% interest revenue earned on its loan to the VIE. The worksheet
trial balances show both the interest revenue recorded by the primary beneficiary and the inter-
est expense recorded by the VIE.

Worksheet SA2-1: page SA2-9

Worksheet SA2-2: page SA2-10
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Eliminations are made as follows on Worksheet SA2-2:

(EL) Eliminate Loan receivable from the VIE Company on Primary books against Loan from Primary
Company on VIE books:
Loan from Primary Company. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Loan receivable from VIE Company. . . . . . . . . . . . . . . . . . . . . . . 500,000

(D) Distribute asset and liability adjustments including goodwill to VIE Company accounts. The net
amount of the adjustment is a credit to the NCI (using paid-in capital on revaluation).
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Paid-in Capital on Revaluation—VIE Co.. . . . . . . . . . . . . . . . . . . 52,000

(A1) Increase depreciation by $30,000 divided by 10 year life¼ $3,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Accumulated depreciation (equipment). . . . . . . . . . . . . . . . . . . . 3,000

(A3) Amortize bond discount, straight line method, $2,000 divided by 5 year life¼ $400.
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

Discount on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

(I) Eliminate interest on intercompany loan
Interest Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000

Income distributions would be prepared as follows:

VIE Company Income Distribution

(A1) Depreciation adjustment . . . . . . . . . . . 3,000 Internally generated net income . . . . . . . $17,000
(A2) Bond amortization . . . . . . . . . . . . . . . . 400

Adjusted income . . . . . . . . . . . . . . . . . . . $13,600
5% revenues to Primary Co. . . . . . . . . . . 5,750

NCI interest . . . . . . . . . . . . . . . . . . . . . . . $ 7,850

Note: The $55,000 interest charged to VIE Company by the Primary Company is not adjusted out of the schedule since it
is an agreed distribution of VIE Company income

Primary Company Income Distribution

Internally generated net income . . . . . . $150,000
5% of VIE Company revenues . . . . . . . . 5,750
Controlling interest . . . . . . . . . . . . . . . . $155,750

Based on Worksheet SA2-2, the following consolidated income statement would be pre-
pared on December 31, 2016:

Consolidated Income Statement for Year Ending December 31, 2016
Primary Company

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $950,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Processing revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 60,000
Selling expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000 233,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87,000
Interest revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18,400) 76,600

Consolidated net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $163,600

Distributed to noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,850
Distributed to controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 155,750
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Based on Worksheet SA2-2, the following consolidated balance sheet would be prepared on
December 31, 2016:

Consolidated Balance Sheet, December 31, 2016
Primary Company

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . $ 250,000 Accounts payable . . . . . . . . . . . . . . $ 115,000
Inventory . . . . . . . . . . . . . . . . . . . . . 450,000 Liabilities of VIE:
Building . . . . . . . . . . . . . . . . . . . . . . 400,000 Bond payable . . . . . . . . . . . . . . . 300,000
Accumulated depreciation . . . . . . . (170,000) Discount on bond payable. . . . . . (1,600)
Equipment . . . . . . . . . . . . . . . . . . . . 300,000 Common stock $1 par . . . . . . . . . . . 100,000
Accumulated depreciation . . . . . . . (125,000) Paid-in excess of par . . . . . . . . . . . . 900,000
Assets of VIE: Retained earnings . . . . . . . . . . . . . . 495,750

Cash . . . . . . . . . . . . . . . . . . . . . . 99,000 Noncontrolling interest . . . . . . . . . . 129,850
Accounts receivable. . . . . . . . . . . 680,000
Equipment . . . . . . . . . . . . . . . . . . 150,000
Accumulated depreciation. . . . . . (15,000)
Goodwill . . . . . . . . . . . . . . . . . . . 20,000

Total assets . . . . . . . . . . . . . . . . $2,039,000 Total liabilities and equity . . . . . . $2,039,000

The consolidation process for VIE’s includes the elimination of all inter-entity transactions
as would be the case for control based on stock ownership, as explained in chapters 4 and 5.

The major differences between consolidating a VIE versus a subsidiary are:

^ The equity of the VIE is not eliminated. The entire shareholder equity becomes the
noncontrolling interest.

^ Intercompany debt between a parent and a subsidiary is an elimination made separately
from the elimination of the equity investment in the subsidiary. Debt due to the primary
beneficiary by the VIE is often the investment in VIE which is eliminated as the
intercompany investment.

^ The controlling company’s share of consolidated net income is based on contractual terms,
not its percentage of stock ownership.

R E F L E C T I O N
� The primary beneficiary has control of the variable interest entity (VIE) based on its power

to control the activities of the VIE and the obligation to absorb losses and receive benefits

from the VIE.

� The accounts of the VIE are adjusted to fair value on the date control is achieved. The

total of the adjustments is an adjustment of the VIE equity.

� Income of the consolidated company is distributed based on contractual terms, not the

Primary Company ownership of VIE common stock.
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UNDERSTANDING THE ISSUES

1. The Vary Company has total assets with a book value of $3,000,000 and a fair value
of $4,000,000. A potential primary beneficiary company has guaranteed the debt of
the Vary Company and will receive a share of income of the Vary Company based on
contractual terms. The primary beneficiary will also have decision power.

a. Will the primary beneficiary company record an investment in the equity of the
Vary Company?

b. Will the Vary Company need to be consolidated. If it is to be consolidated, what
adjustments would be needed in the consolidation process?

2. Since a primary beneficiary’s share of VIE income is not based on common stock
ownership, how might it be calculated?

EXERCISES

1. A primary beneficiary company has established control over a VIE by guaranteeing its long
term debt and by establishing an income distribution contract. The balance sheet of the VIE
on the acquisition date was as follows:

Current assets . . . . . . . . . . . . . . 100,000 Current liabilities . . . . . . . . . . . . 70,000
Land and buildings . . . . . . . . . . 600,000 Long term note payable . . . . . . . 700,000
Accumulated depreciation . . . . (100,000) Common stock, $1 par . . . . . . . 5,000
Equipment . . . . . . . . . . . . . . . . . 300,000 Paid-in excess of par . . . . . . . . . 45,000
Accumulated depreciation . . . . (50,000) Retained earnings . . . . . . . . . . . 30,000

Total assets. . . . . . . . . . . . . . . 850,000 Total liabilities and equity . . . 850,000

1. The fair values of the land and buildings are $800,000. The fair value of the equipment
is $400,000. The fair value of the company’s net (of debt) assets is estimated to be
$600,000.

1. Prepare the distribution of excess schedule.

2. The following nominal accounts apply to a primary beneficiary company and a VIE:

Primary
Company VIE Company

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (800,000) (240,000)
Service fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (150,000)
Interest revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (90,000)
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000 230,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 40,000

2. The fair value of the VIE assets had a fair value $100,000 higher than book value on the
date control was achieved. The asset adjusted had a 5 year life.

2. The VIE agrees to distribute a share of its income to the primary beneficiary equal to
10% of sales revenue and service fees.

2. Prepare income distribution schedules for the Primary and VIE Companies.
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PROBLEMS

Problem SA2-1 Consolidate balance sheet, date control is achieved The Primary
Company and the VIE Company had the following balance sheet on December 31, 2015, the
date control was achieved:

Primary Company VIE Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 80,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . 400,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Loan receivable from VIE Co. . . . . . . . . . . . . . 300,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Accumulated depreciation . . . . . . . . . . . . . . . (150,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 360,000
Accumulated depreciation . . . . . . . . . . . . . . . (50,000) (60,000)
Accounts payable . . . . . . . . . . . . . . . . . . . . . . 80,000
Loan from Primary Company. . . . . . . . . . . . . . 300,000
5% Bond Payable . . . . . . . . . . . . . . . . . . . . . . 400,000
Common stock, $1 par—Primary Co. . . . . . . . 100,000
Paid in capital in excess of par—Primary Co. . 900,000
Retained earnings—Primary Co.. . . . . . . . . . . 570,000
Common stock, $1 par—VIE Co. . . . . . . . . . . 10,000
Paid in capital in excess of par—VIE Co. . . . . 50,000
Retained earnings—VIE Co. . . . . . . . . . . . . . . 20,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,650,000 1,650,000 780,000 780,000

The Primary Company guaranteed the 5% bond payable issued by the VIE Company. The
Primary Company also loaned the VIE Company $300,000 on a subordinated note at 10%
annual interest.

The fair value of the VIE Company’s equity is $170,000. Equipment, with a 5 year life has
a value $50,000 greater than book value.

1. Prepare a determination and determination of excess schedule.
2. Prepare a worksheet for a consolidated balance as of December 31, 2015.

Problem SA2-2 Consolidate Worksheet, Subsequent Period The Primary Company
and the VIE Company had the balance sheet shown in Problem SA2-1 above on the date con-
trol was achieved. The Primary Company guaranteed the 5% bond payable issued by the VIE
Company. The Primary Company also loaned the VIE Company $300,000 on a subordinated
note at 10% annual interest.

The fair value of the VIE Company’s assets (without deduction for debt) is $870,000.
Equipment, with a 5 year life is $50,000 greater than book value.

The VIE company will pay 10% annual interest to the Primary Company on the inter-
company loan. The VIE will also pay a fee of 5% on its sales revenue to the Primary Company.

The Primary Company and the VIE Company had the following trail balances on Decem-
ber 31, 2016:

Trial Balances, Dec. 31, 2016

Primary Company VIE Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 305,000 110,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . 425,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 425,000
Loan receivable from VIE Co. . . . . . . . . . . . . . 300,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 (continued )
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Trial Balances, Dec. 31, 2016

Primary Company VIE Company

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Accumulated depreciation . . . . . . . . . . . . . . . (175,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 360,000
Accumulated depreciation . . . . . . . . . . . . . . . (100,000) (90,000)
Accounts payable . . . . . . . . . . . . . . . . . . . . . . 30,000
Loan from Primary Company. . . . . . . . . . . . . . 300,000
6% Bond Payable . . . . . . . . . . . . . . . . . . . . . . 400,000
Common stock, $1 par—Primary Co. . . . . . . . 100,000
Paid in capital in excess of par—Primary Co. . 900,000
Retained earnings—Primary Co.. . . . . . . . . . . 570,000
Common stock, $1 par—VIE Co. . . . . . . . . . . 10,000
Paid in capital in excess of par—VIE Co. . . . . 50,000
Retained earnings—VIE Co. . . . . . . . . . . . . . . 20,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 220,000
Interest revenue . . . . . . . . . . . . . . . . . . . . . . . . 30,000 5,000
Processing revenue . . . . . . . . . . . . . . . . . . . . . 20,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . 500,000 133,000
Depreciation expense . . . . . . . . . . . . . . . . . . . 75,000 30,000
Selling expenses . . . . . . . . . . . . . . . . . . . . . . . 90,000 20,000
Administrative expense . . . . . . . . . . . . . . . . . . 60,000 3,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . 34,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,430,000 2,430,000 1,025,000 1,025,000

1. Prepare a determination and distribution of excess schedule for the schedule. (If problem
SA12-1 was completed, the same schedule applies)

2. Prepare a consolidate worksheet for the Primary and VIE Companies as of December 31,
2016. Include the income distribution schedules.
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Worksheet SA2-2

Primary Company and VIE Company
Consolidated Trial Balance
December 31, 2016

Trial Balances, Dec. 31, 2016

Primary Company VIE Company

1 Cash 250,000 99,000

2 Accounts receivable 680,000

3 Inventory 450,000

4 Loan receivable from VIE Co. 500,000

5 Land

6 Building 400,000

7 Accumulated depreciation (170,000)

8 Equipment 300,000 120,000

9 Accumulated depreciation (125,000) 12,000

10 Goodwill

11 Accounts payable 115,000

12 Loan from Primary Company 500,000

13 6% Bond payable 300,000

14 Discount on bond payable

15 Common stock, $1 par—Primary Co. 100,000

16 Paid in capital in excess of par—Primary Co. 900,000

17 Retained earnings—Primary Co. 340,000

18 Common stock, $1 par—VIE Co. 5,000

19 Paid in capital in excess of par—VIE Co. 45,000

20 Paid-in capital on revaluation—VIE Co.

21 Retained earnings—VIE Co. 20,000

22 Sales 950,000

23 Interest revenue 55,000 95,000

24 Processing revenue 20,000

25 Cost of goods sold 650,000

26 Depreciation expense 45,000 12,000

27 Selling expenses 110,000

28 Administrative expense 50,000 13,000

29 Interest expense 73,000

30 Totals 2,460,000 2,460,000 997,000 997,000

31 Consolidated net income

32 To NCI

33 To controlling interest

34 NCI

35 Retained earnings, controlling interest, December 31, 2016

EL Eliminte loan from Primary Company to VIE Company
D Distribute excess to equipment (D1), goodwill (D2)and discount on bonds payable (D3)
A1 Increase depreciation $3,000 for current year
A3 Amortize discount on bonds, $400 for current year
I Eliminate $55,000 intercompany interest
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Worksheet SA2-2 (see page SA2-3)

Eliminations
Income Statement NCI

Controlling

Retained Earnings

Consolidated

Balance SheetDr. Cr.

349,000 1

680,000 2

450,000 3

EL 500,000 4

5

400,000 6

(170,000) 7

D1 30,000 450,000 8

A1 3,000 (140,000) 9

D2 20,000 20,000 10

(115,000) 11

EL 500,000 12

(300,000) 13

D3 2,000 A3 400 1,600 14

(100,000) 15

(900,000) 16

(340,000) 17

(5,000) 18

(45,000) 19

20

D 52,000 (72,000) 21

(950,000) 22

I 55,000 (95,000) 23

(20,000) 24

650,000 25

A1 3,000 60,000 26

110,000 27

63,000 28

A3 400 I 55,000 18,400 29

610,400 610,400 30

(163,600) - 31

7,850 (7,850) 32

155,750 (155,750) - 33

(129,850) (129,850) 34

(495,750) (495,750) 35
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2Multinational Accounting and
Other Reporting Concerns

Chapter 9: The International Accounting Environment

Module: Derivatives and Related Accounting Issues

Chapter 10: Foreign Currency Transactions

Chapter 11: Translation of Foreign Financial Statements

Chapter 12: Interim Reporting and Disclosures
about Segments of an Entity

I
n today’s evolving global economy, companies buy
goods and services from foreign sources, manufacture
goods in a number of different countries, and sell their

products to customers throughout the world. The complex-
ities of the many international transactions have required
accounting to become more international in nature. Efforts
are underway to develop accounting principles that are
comparable or harmonious between trading nations.

As international trading expands, accounting princi-
ples must address how to account for transactions invol-
ving different currencies. Since changes in currency
exchange rates expose trading parties to potential gains or
losses, the economic consequences of such rate changes
must be measured. Also, companies often use different
strategies to reduce risk. Hedging strategies, including the
use of such derivatives as forward contracts, options, and

currency swaps, add complexity to accounting for these
transactions.

Companies also invest in foreign entities. These invest-
ments create a need to translate foreign entity financial
statements from one currency to another. Specialized
accounting procedures are used for the required translation
or remeasurement from the foreign currency into the
domestic currency of the investor.

Interim reporting and segmental reporting are designed
to provide timely and relevant information for decision mak-
ing. Both types of reporting involve the application of special
accounting principles. Timely reporting of interim informa-
tion serves as an indicator of annual results. Segmental
reports, arising from growing diversification in companies
domestically and globally, communicate useful financial
information about segmental assets and performance.

P A R T
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9
C H A P T E R

9
The International

Accounting Environment

Jacob Corporation (a fictitious company) began with a small facility in central Wisconsin,
where it manufactured precision measuring equipment to be used primarily in the food
industry. As the company began to grow, its sales extended throughout the continental United
States. While attending a trade show in Atlanta, Georgia, company representatives had the
opportunity to arrange a sale to a foreign customer in Germany, and that was the beginning
of the company’s venture into export sales. The sale to the German company was collected in
U.S. dollars, and the company began to expand its sales to other foreign customers. However,
as these sales increased, a number of customers settled their accounts by payment in foreign
currencies, such as the euro, rather than U.S. dollars. The company quickly realized that this
could be good news or bad news, depending on how the U.S. dollar performed against the
respective foreign currencies. For example, if the dollar strengthened against the euro, the
euros collected by Jacob when the customer paid their account were actually worth fewer dol-
lars than their value at the time of sale. Assume a dollar was equal to 1.5 euros at the time of
the sale and goods were sold for 1,500 euros or $1,000. If the customer paid its balance due
of 1,500 euros when a dollar was equal to 2.0 euros, the 1,500 euros collected would only be
worth $750 at the time of collection. Jacob Corporation recognized that steps might have to
be taken that would reduce the risk associated with settling accounts in a currency other than
the U.S. dollar.

As sales continued to grow, the company decided to construct a manufacturing facility in
France. This new facility was established as a separate French company subject to the laws of
France but owned 90% by the U.S. company. The social, language, legal, taxation, and cultural
differences of operating in a foreign country were just a few of the challenges with which the
company was now dealing. In order to finance the construction of the French facility, Jacob
sought financing from both French and German banks. Recognizing that financial statements
would have to be submitted as part of any loan application, Jacob became aware of the fact that
its financial statements followed generally accepted accounting principles (GAAP) that were
recognized in the United States but may not account for transactions the same way that French
or German accounting principles would. The French facility sells approximately 40% of its pro-
duction to a Brazilian company that is a wholly owned subsidiary of Jacob. The pricing of sales
between the French and Brazilian companies is designed to take advantage of the higher tax rate
in France without violating any tax laws that discourage the manipulation of taxable income
through intercompany pricing policies. Both the French and Brazilian company measure their

Learning Objectives

When you have completed this chapter, you should be able to

1. Describe the international business environment.

2. Describe the accounting issues associated with foreign currency transactions.

3. Describe the accounting issues associated with foreign currency translation.

4. Describe the factors and parties influencing the development of International Financial
Reporting Standards (IFRS).

5. Understand the U.S. initiatives to converge with International Accounting Standards (IAS).
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operations in terms of the euro and follow the accounting principles established in their respec-
tive countries. However, Jacob prepares consolidated financial statements, in conformity with
U.S. GAAP as measured in dollars, that reflect its ownership in these foreign companies. There-
fore, Jacob must first make sure that the foreign company’s transactions are recorded in confor-
mity with U.S. GAAP and then translate the euro-based financial statements of its foreign
subsidiaries into dollars before such statements can be consolidated with those of the U.S. par-
ent company.

Today, we find our U.S. company constructing its sixth manufacturing facility—this
one in Africa. As part of its agreement with the government of the African country, the U.S.
company will be constructing a health clinic and school in the community and guarantee-
ing a minimum employment level for the next five years. Thus, Jacob Corporation has
come a long way from central Wisconsin. It may be a fictitious company, but the scenario
described is common in companies today. Welcome to international business and the
global economy. All of this is possible when a commercial activity transcends national
boundaries or borders.

In this chapter, the Derivatives Module, and the following two chapters, several issues relat-
ing to international accounting will be explored, including the following:

1. Derivative instruments and their use in hedge transactions

2. Accounting for transactions denominated or settled in foreign currencies

3. The translation and remeasurement of financial statements prepared in a foreign currency

4. The international standard-setting process.

THE SCOPE OF INTERNATIONAL
BUSINESS ACTIVITIES
An entity’s involvement in international business can range from export or import activity to
that of a multinational or transnational enterprise with a global approach to manufacturing, dis-
tribution, and sales. Trade between different nations certainly is not new. It has existed before
biblical times and has provided the means by which certain nations have evolved into world
powers. The United Kingdom and the Netherlands are just two examples of countries that have
been active in international trade for centuries. However, it has been since World War II that
international trade has increased significantly, and many more goods and services are becoming
part of a global economy.

Dramatic changes occurring in recent times have allowed a global economy to become a rea-
lity for an increasing number of entities. The restructuring of Eastern Europe and the former
Soviet Union has opened the door for free enterprise. The growth of the European Union (EU)
has been responsible for reducing the economic barriers between nations by forming a single
market with its own common currency, the euro. Comprehensive free trade agreements such as
the North American Free Trade Agreement (NAFTA) and the American Free Trade Agreement
(AFTA) as well as the World Trade Organization (WTO) are committed to reducing trade
barriers through multilateral agreements.

As the barriers to world trade are reduced, the world becomes smaller in a number of ways.
For example, modern communications technology makes it much easier to transact business
between countries. The credit card purchase you made today may be processed in a center
located in Ireland, and tomorrow you will be able to inquire about your account balance
which will include your recent purchase. The Internet also is proving to be a significant tool
through which entities make their goods and services available to consumers on an interna-
tional scale.

Not only are goods and services trading in international markets, but the stocks of these
companies are also traded internationally. International securities trading has increased
rapidly due to a number of forces. As companies expand into different international markets,
they need to acquire the factors of production in those markets and, thus, need to raise addi-
tional capital. International securities trading also offers investors the opportunity to diversify
their portfolios against loss from currency fluctuations, political instabilities, and economic
downturns.

1
O B J E C T I V E

Describe the international

business environment.
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R E F L E C T I O N
� The increasing international business activity includes trading in goods, services, and

securities.

FOREIGN CURRENCY TRANSACTIONS
There are many businesses of all sizes within a country that operate on an international scale by
exporting and/or importing goods and services. For example, in 2013 the United States exported
approximately $1,579 billion of goods and imported approximately $2,267 billion of goods (reported
on a seasonally adjusted, census basis). The United States exported $262 billion of goods to European
Union countries alone and $184 billion to South/Central American countries. On the other hand,
we imported $387 billion from European Union countries, $158 billion from South/Central Ameri-
can countries, and $153 billion from the Organization of Petroleum Exporting Countries (OPEC).
During this period of time, trading levels with the top five trading nations were as follows:

Exports Imports

Nation (in millions) % of Total Nation (in millions) % of Total
Canada $ 300,347 19.0 China $ 440,434 19.4
Saudi Arabia 226,153 14.3 Canada 332,078 14.6
China 122,016 7.7 Saudi Arabia 280,456 12.4
Japan 65,145 4.1 Japan 138,534 6.1
Germany 47,442 3.0 Germany 114,644 5.1
Total all nations 1,578,954 100.0 Total all nations 2,266,855 100.0

Today, there are almost 200 countries in the world and almost as many different currencies in
use throughout the world (even the Vatican has its own currency). It is simplistic to think that
business activities within a given country are only settled or denominated within their domestic
currency (home country). In fact, in some instances, businesses within a country may prefer to set-
tle transactions in a currency other than their domestic currency. Business transactions that are
settled in a currency other than that of the domestic currency are referred to, in this text, as foreign
currency transactions. One of the transacting parties will settle the transaction in its own domestic
currency and also measure the transaction in its domestic currency. For example, a German com-
pany may sell inventory to a U.S. company and require payment in euros. The currency used to
settle the transaction is referred to as the denominated currency and would be the euro in this case.
The other transacting party will settle the transaction in a foreign currency but will need to mea-
sure the transaction in its domestic currency. For example, a U.S. company that purchases inven-
tory from a German company must settle the resulting accounts payable in euros and yet must
measure the purchase of inventory and the accounts payable in terms of U.S. dollars. The cur-
rency used to measure or record the transaction is referred to as the measurement currency and
would be the U.S. dollar in this case. Whenever a transaction is denominated in a currency differ-
ent from the measurement currency, exchange rate risk exists, and exchange rates must be used for
measurement purposes. The process of expressing a transaction in the measurement currency
when it is denominated in a different currency is referred to as a foreign currency translation.

Continuing with our example involving a purchase of inventory from a German company,
assume that inventory was purchased for 13,200 euros when $1 was equal to 1.20 euros. At the
time of the purchase, the respective parties would recognize the following:

German company
Sales revenue of. . . . . . . . . . . . . . . . . . =C13,200
Accounts receivable of. . . . . . . . . . . . . =C13,200

U.S. company
Inventory of . . . . . . . . . . . . . . . . . . . . . $11,000
Accounts payable of . . . . . . . . . . . . . . $11,000

2
O B J E C T I V E

Describe the accounting

issues associated with

foreign currency

transactions.
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Assume that $1 was equal to 1.10 euros at the time of settling the transaction. At that time,
the German company would still receive 13,200 euros in settlement of its receivable. How-
ever, the U.S. company would have to spend $12,000 (13,200 euros divided by 1.10) in order
to settle its account payable rather than the $11,000 that was recorded at the time of the pur-
chase. The U.S. company has experienced an economic loss due to changes in the exchange
rates over time. Whenever a transaction is denominated in a currency different than the mea-
surement currency, one of the parties to the transaction is exposed to either economic gain or
loss if exchange rates change between the date of the transaction and the date of settlement.
The change in exchange rates over time did not expose the German company to exchange risk
because the transaction is both denominated and measured in its domestic currency.
However, the U.S. company was exposed to exchange risk because the transaction was
denominated in euros but measured in dollars. The above example brings to light two issues:
first, business strategies may need to be developed to reduce or hedge against this economic
impact and second, accounting principles must be developed to account for the economic
impact of changing exchange rates. Both of these issues will be explored in the following Deri-
vative Module and in Chapter 10.

R E F L E C T I O N
� Strategies may be developed to reduce or hedge against the economic impact associated

with changes in rates of exchange between currencies.

� Specialized accounting principles must be developed to account for the economic impact

associated with changes in rates of exchange between currencies.

FOREIGN CURRENCY TRANSLATION
Foreign currency transactions are not dependent on the domestic entity having an ownership
interest in a foreign entity. However, as a company’s international activities increase in scale and
scope, they often acquire some form of ownership interest or control over a foreign entity and
truly become multinational companies, also known as transnational companies. The magnitude
of U.S. investment abroad has increased significantly in response to a more global economy, a
reduction in trade barriers, and the growth of international capital markets. Similarly, these
same factors have encouraged an increase in foreign investment in the United States. The size
and growth of these investment patterns are suggested by the following statistics.

U.S. Direct Investment Position Abroad and Foreign Direct Investment Position in the United States

U.S. Direct Investment
Position Abroada

Foreign Direct Investment
Position in the United Statesb

(in millions) (in millions)
2008 $3,232,493 $ 15,369
2009 3,565,020 224,220
2010 3,741,910 393,518
2011 4,084,659 330,491
2012 4,453,307 248,074

aU.S. Direct Investment Position Abroad—Value of U.S. direct investors’ equity in, and net outstanding loans to, their

foreign affiliates. Values are not adjusted to reflect current costs or the replacement costs.
bForeign Direct Investment Position in the United States—Value of foreign direct investors’ equity in, and net outstanding

loans to, their U.S. affiliates. Values are not adjusted to reflect current costs or the replacement costs.

Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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translation.
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The accounting treatments of domestic and foreign entity relationships that involve some
degree of ownership are summarized as follows:

Domestic Entity Foreign Entity Accounting Treatment

Home office Branch Branch accounting

Parent Subsidiary Consolidated financial statements or separate
financial statements

Investor Investee Investment in foreign entity using cost or equity
method, or consolidate if it qualifies as a
variable interest entity (VIE)

The above relationships suggest the need to combine or consolidate the foreign entity finan-
cial statements with those of the domestic entity. The financial statements of a foreign entity
typically are measured in the currency of that foreign country. This currency usually is different
from the reporting currency of the domestic entity. Therefore, a methodology must be devel-
oped to express the foreign entity’s financial statements in the reporting currency of the domes-
tic entity. The process of expressing amounts denominated or measured in foreign currencies
into amounts measured in the reporting currency (dollars) of the domestic entity (U.S.) is
referred to as foreign currency translation.

Continuing the example from earlier in the chapter, assume that a U.S. company (the
domestic entity) has a 100% interest in a German company (the foreign entity) and that the
German company conducts business in euros and also records those transactions in euros. In
order for the domestic company to prepare consolidated financial statement that reflect its
100% interest in the foreign subsidiary, the domestic company must translate the financial
statement amounts from the euro into the U.S. dollar using rates of exchange between the
two respective currencies. Several issues come to mind concerning this translation process:
first, what impact will changes in exchange rates between the currencies have on the parent
company’s cash flows and second, what rates of exchange should be used to properly capture
the impact of exchange rate changes? For example, should the equipment of the foreign com-
pany be translated from euros into dollars using the rate of exchange when the equipment was
acquired or at the exchange rate at the date of the balance sheet? These issues will be addressed
in Chapter 11 of this text. In addition to these issues, what about the possibility that the
accounting principles used by the foreign entity are not the same as those of the domestic
entity? If the principles were different, it would seem that the recorded transactions would
have to be adjusted to reflect the domestic GAAP. Perhaps a more fundamental question
should be whether a common transaction such as the recording of cost of goods sold should
have a different recorded impact depending on what country is recording the transaction.
Given the global economy, would it not be better to have a single set of global accounting
standards?

R E F L E C T I O N
� Certain investment and/or control relationships require that a foreign entity’s financial

statements be consolidated with the statements of a domestic entity.

� The translation of foreign currency financial statements into a domestic entity’s currency

should capture the economic impact of exchange rate changes on the domestic entity’s

cash flows.

� Selection of the appropriate rate of exchange is necessary to properly capture the

economic impact on cash flows.
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HARMONIZATION OF ACCOUNTING STANDARDS
It seems that life would be simpler if there were more consistency and uniformity in certain
respects. Why doesn’t my cell phone charger plug into the outlet in South America as it does
when I travel in the United States? Why don’t all 2-cycle engines use the same size spark plug?
Why don’t two identical economic transactions, one occurring in the United States and one
occurring in China, receive identical accounting treatment? In a perfect world, identical transac-
tions should receive identical accounting treatment regardless of where the transactions occur,
whether it is the United States or China. In reality, this has not been the case and a number of
factors have and continue to influence the development of accounting. Harmonization of
accounting standards has as its goal the development of consistent accounting standards that
will improve comparability of financial information.

Multinational companies must have comparable accounting standards with which to mea-
sure the effectiveness and efficiency of their various international subsidiaries, branches, and/or
other equity investments. Also, in order to efficiently allocate and regulate the exchange of
capital, international capital markets need to evaluate the adequacy of financial statements and
disclosures made by those companies seeking to raise capital. Comparable standards of account-
ing and financial disclosure for companies competing for capital on an international scale are
critical to the functioning of such markets. Finally, other users, such as suppliers and customers,
exposed to opportunities on an international scale need comparable financial information upon
which to base their decisions. Evaluating the profitability or financial position of two competing
business opportunities will have meaning only if comparable accounting standards are in place.
The international growth of business and investing naturally creates a need for the international
development of accounting. Thus, the development of International Accounting Standards
must be based on an understanding of international business and markets and the factors that
affect accounting in various countries.

Factors Influencing the Development of Accounting

Accounting is not defined by nature but, rather, is made by humans. It evolves from the envir-
onment in which humans exist and defines itself in a way which serves the needs of that environ-
ment. Given the differences in various environments, it is not surprising that accounting
principles may differ between nations. The development of accounting principles and standards
is an extremely complex process involving a social and cultural environment, various special
interest groups, and varying degrees of due process. By studying the standard-setting process in
the United States, one realizes how complex the process can be. This complexity holds true in
the development of accounting principles and standards in other nations, too. It is the factors
influencing the process, however, that vary from nation to nation.

A number of environmental factors such as the following may explain these differences to
varying degrees:

1. Social and cultural values

2. Political and legal systems

3. Business activities and economic conditions

4. Standard-setting processes

5. Forms of ownership and capital markets

6. Cooperative efforts between nations

For example, consider the impact that political and legal systems have had on the development
of accounting over time. Nations that previously were ruled or colonized by another country
tend to have developed principles similar to those of the ruling nation. Nations such as the Uni-
ted States, Canada, and the Bahamas have accounting principles that historically were patterned
after those found in the United Kingdom. Those nations that have more democratic political
environments tend to develop principles more through private standard-setting groups than
through government decree or regulation. The tax laws and legal requirements of a country also
may influence the development of accounting to the extent that differences between accounting
income and taxable income are rare or nonexistent.
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Although a number of environmental factors have influenced the development of account-
ing standards throughout the world, there is growing momentum to move toward a single set of
International Accounting Standards. A number of professional organizations throughout the
world have cooperated in this initiative with the International Accounting Standards Board
(IASB) being the major force.

The International Accounting Standards Board

It is understandable that a variety of users of accounting information would be interested in
ensuring that the accounting for particular types of transactions is consistent between nations
for the purpose of improving comparability. Several approaches to harmonization have been
pursued including bilateral agreements between nations and international standard setting on a
worldwide scale. The initiatives of the European Union to harmonize accounting standards
among member nations are an example of a bilateral approach to harmonization. Standard set-
tingon a worldwide scale obviously represents a monumental task. The leaders of this movement
must be sensitive to the variety of cultural, ethical, and economic differences that exist among
countries. This approach to harmonization is the dominant approach and major forces behind the
effort have been the International Accounting Standards Board and the International Federation of
Accountants (IFAC). The IASB is concerned with the promulgation and harmonization of Interna-
tional Accounting Standards. The IFAC is concerned with a variety of issues affecting the profes-
sional practice of accounting on a worldwide basis, including quality control standards and
international auditing standards.

The IASB was created in 2001 as a result of a restructuring of its predecessor, the Interna-
tional Accounting Standards Committee (IASC). The IASC was formed in 1973 and had two
primary objectives: (1) formulate and publish standards on financial accounting and reporting
and promote their worldwide acceptance and (2) work for the harmonization of accounting
standards and procedures relating to the presentation of financial statements. Rather than each
nation establishing its own accounting standards, the IASC recognized the importance of taking
a global approach toward standard setting in order to best serve the global economy. The IASC
issued 41 International Accounting Standards of which the majority are still in effect.

In the late 1990s, the IASC engaged in a strategy review that resulted in its restructuring. In
early 2001, the restructured IASC became the International Accounting Standards Board. The
IASB assumed responsibility for establishing a single set of International Financial Reporting
Standards and achieving convergence of national accounting standards and IFRS.

The International Accounting Standards Committee (IASC) Foundation. The IASC Foun-
dation was formed in 2001 as the parent entity of the IASB, which is based in London. The
structure of the Foundation consists of the Trustees, the Board, the Standing Interpretations
Committee, and the Standards Advisory Council. Objectives of the Foundation as set forth in
its constitution are:

a. To develop, in the public interest, a single set of high quality, understandable and enforce-
able global accounting standards that require high quality, transparent and comparable
information in financial statements and other financial reporting to help participants in the
world’s capital markets and other users make economic decisions;

b. To promote the use and rigorous application of those standards;
c. To fulfill the objectives associated with (a) and (b), to take account of, as appropriate, the

special needs of small and medium-sized entities and emerging economies; and
d. To bring about convergence of national accounting standards and International Accounting

Standards and International Financial Reporting Standards to high quality solutions.

The trustees of the IASC Foundation are the ultimate governing body and appoint the mem-
bers of the IASB, the Standing Interpretations Committee, and the Standards Advisory Council.
The 22 trustees come from a variety of countries (6 from North America, 6 from Europe, 6 from
Asia/Oceania region, 4 from any area being sensitive to geographical balance) and have diverse pro-
fessional backgrounds. Although not responsible for setting international standards, the trustees
are responsible for developing and implementing the strategy and operating policies of the
IASB and other committees. The trustees also appoint members of the IASB and other committees.
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The chairperson of the IASB serves as the chief executive of the Foundation and is supervised by
the trustees. Decisions are made by simple majority except for certain actions (e.g., amendments to
the constitution) which require a three-fourths majority of all trustees.

International Accounting Standards Board. Appointed by the trustees of the IASC Founda-
tion, the Board consists of 16 members; normally this includes four members from the Asia/
Oceania region, four from North America, one from both Africa and South America, and two
from any area. The Board must consist of competent individuals with practical experience as
auditors, preparers, users, and academics. Each Board member has one vote and may serve a
term of up to five years, renewable once for a three-year term subject to certain exceptions for
the Chair and Vice-Chairs. The Board has full discretion over the technical agenda and com-
plete responsibility for all technical matters including preparing and issuing International
Financial Reporting Standards and Exposure Drafts and approving Interpretations presented by
the International Financial Reporting Interpretations Committee.

The Board has responsibility for establishing a single set of International Accounting Stan-
dards now designated as International Financial Reporting Standards. However, the Interna-
tional Accounting Standards issued by the IASC have been adopted by the IASB and continue
to be referred to as IAS. The IASB has followed a conceptual accounting framework,
‘‘Framework for the Preparation and Presentation of Financial Statements,’’ which was
approved in 1989 by the IASC and adopted by the IASB in 2001. The framework sets forth the
concepts that underlie the preparation and presentation of financial statements for external
users and serves as a platform against which future standards are developed and existing stan-
dards are reviewed. The Board follows a rigorous due process leading to the issuance of IFRS.
This process includes open meetings, webcasts, the possible use of an Advisory Committee, and
the publication of Discussion Documents and Exposure Drafts for public comment. The Board
has the discretion to use field tests and to hold public hearings regarding proposed standards.
The publication of IFRS, Exposure Drafts, or Interpretations requires approval by at least 10
members of the Board. Other decisions of the Board require a simple majority of the members
present at a meeting (at least 60% of the members must be present in person or by telecommu-
nication link).

International Financial Reporting Standards (IFRS) Interpretations Committee. The trustees
also appoint 14 individuals to the Interpretations Committee. The Committee is responsible
for reviewing accounting issues that arise in the context of IFRS and to provide authoritative
guidance in the form of interpretations known as IFRIC.

R E F L E C T I O N
� A number of factors may explain why accounting principles between nations differ.

Factors include social/cultural values, political/legal systems, types of business activities,

economic conditions, the standard-setting process, forms of ownership, the extent of

capital markets, and cooperation among nations.

� Harmonization is concerned with developing a single set of high-quality worldwide

accounting standards that result in comparable information in financial statements and

reports.

� The IASB and the IFAC are critical international organizations involved in the

harmonization of accounting and professional standards.
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CONVERGENCE TO INTERNATIONAL ACCOUNTING
STANDARDS
The factors that have influenced the development of accounting standards within nations con-
tinue to exist and yet there is a recognized need to move toward a single set of International
Accounting Standards. The goals of the international standard-setting organizations are ambi-
tious, and it is clear that the harmonization of accounting standards is a complex process that
will challenge accountants and professional accountancy organizations within nations. Accoun-
tants may be asked to learn new standards and reporting formats that may replace tried and true
past practice. Without question, accountants will resist or reject change in certain instances
based on theoretical and/or practical considerations. Issuers of financial information will have
to modify their accounting systems and educate users of such information regarding new stan-
dards and reporting formats. Fortunately, a significant number of national accountancy organi-
zations recognize the importance of harmonization and nearly 120 countries have either
adopted IFRS, allowed the optional use of IFRS, or substantially converged with IFRS.
The United States continues to use national accounting standards, subject to the areas in which
its standards have converged with IFRS. The use of IFRS by various jurisdictions is being
‘‘profiled’’ by the IFRS Foundation and can be accessed at http://www.ifrs.org/Use-around-the-
world/Pages/Jurisdiction-profiles.aspx.

Initiatives of the Financial Accounting Standards Board. The FASB believes in the ultimate
goal of a single set of International Accounting Standards that would be used worldwide for
domestic and international financial reporting. In keeping with this commitment, the FASB
and the IASB in 2002 signed a memorandum of understanding (MoU), known as the Norwalk
Agreement, formalizing their commitment to the convergence of U.S. GAAP and International
Accounting Standards. Convergence means that the FASB and IASB will work together to
develop standards rather than the FASB merely agreeing to adopt IFRS. In essence, this will be
a collaborative effort whereby IFRS may converge with U.S. GAAP, U.S. GAAP may converge
with IFRS, or an entirely new standard may be generated. The parties have agreed to move
toward common standards in areas that are not in need of significant improvement.

In 2006, the FASB and the IASB published a MoU that reaffirmed their mutual commit-
ment, set forth a ‘‘roadmap’’ identifying convergence topics, and encouraged the Securities and
Exchange Commission (SEC) to allow public foreign companies to file statements according to
IFRS without reconciliation to U.S. GAAP. Joint projects between the FASB and the IASB are
in place, with full sharing of staff and research resources. In 2010, both parties reaffirmed their
earlier commitment to the 2006 MoU and also expanded their efforts to create new accounting
standards where existing standards were deemed to be in need of significant improvement.

U.S. GAAP has historically been more rules based than IFRS, which is more principles
based; this will certainly introduce much more subjectivity into financial reporting. The impact
that the adoption of certain IFRS will have on U.S. companies varies, in part, depending on
what industry the company is in. Adoption of international standards will also come at signifi-
cant cost to some companies. There may also be certain areas where convergence might not be
achieved. For example, the LIFO inventory method is a common and popular method within
the United States. However, IFRS does not allow LIFO. Will this become the subject of an
‘‘adopted in U.S.’’ qualification, or will the United States fully converge? Although it is certain
that convergence to International Accounting Standards will not be seamless and many chal-
lenges certainly lay ahead, the FASB and the IASB have pledged to make their accounting stan-
dards fully compatible and maintain such compatibility over time.

Initiatives of the Securities and Exchange Commission. In 2010, the SEC adopted a timeline
that anticipated 2015 as the earliest date the SEC would require U.S. companies to use IFRS in
filings with the SEC. However, since that time, the SEC’s position regarding the adoption of
IFRS has become less clear. The SEC is committed to promoting quality financial reporting
worldwide and will consider whether a common set of such financial standards is achievable.
However, uncertainty still exists on whether the United States and the SEC will fully accept
IFRS as the common denominator. It spite of this uncertainty, it is interesting to note that the
SEC has agreed to accept financial statements from foreign registrants to be prepared in accor-
dance with IFRS without reconciliation to U.S. GAAP.
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The question of whether the SEC will require the use of IFRS by U.S. registrants is an open
question. Currently, there is not a strong clear majority of constituents who favor moving to
IFRS. Many believe that U.S. GAAP is better than IFRS, not to mention the concern of signifi-
cant costs that would be incurred in making a change.

The SEC supports the completion of convergence projects between the FASB and the IASB.
It is possible that the SEC will encourage the FASB to endorse selected IFRS and incorporate
them into U.S. GAAP, resulting in a partial adoption of IFRS. Regardless of what position the
SEC takes, a large number of U.S. companies are already accepting and complying with IFRS
as a result of their investments in foreign companies whose country of origin have adopted, fully
or partially, IFRS. Regardless of the uncertainty, which may be frustrating to some, a careful
and well-thought-out approach to the question of how IFRS will be integrated into the United
States is in the best interest of all parties involved.

R E F L E C T I O N
� The IASB and the IFAC are critical international organizations involved in the

convergence of accounting principles.

� Convergence to International Accounting Standards has already taken place on a

worldwide scale, and the FASB, IASB, and SEC are actively involved in the process.

UNDERSTANDING THE ISSUES

1. Identify several environmental factors that may explain why accounting principles
differ among countries.

2. What are the objectives of the International Accounting Standards Committee
Foundation, and does the FASB support those objectives?

3. Identify the unique accounting issues associated with consolidating a foreign subsidi-
ary with the operations of its U.S. parent company.

EXERCISES

Exercise 1 (LO 4, 5) Convergence. One of your clients has recently read about the goal of
converging to International Accounting Standards and they are concerned about what impact it
may have on their company.

1. Discuss some of the costs that a company might incur as part of its converging with Interna-
tional Accounting Standards.

2. Discuss why it might be important to your client to adopt International Accounting Stan-
dards even though they are currently only operating domestically throughout the central part
of the United States.

Exercise 2 (LO 3) The accounting issues associated with foreign currency trans-

actions. Assume that a U.S. company has made three purchases of inventory from three dif-
ferent foreign vendors. One of the purchases is denominated in U.S. dollars, and the other two
purchases are denominated in foreign currency, FC-A and FC-B, respectively. Furthermore,
between the time of the purchase and payment to the vendor, the U.S. dollar has strengthened
relative to FC-A and weakened relative to FC-B.

Discuss how exchange rate changes would impact each of the three purchases.
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Exercise 3 (LO 5) Harmonization effect. Harmonization of accounting standards through
a private standard-setting process will have both advantages and disadvantages to American
investors and businesses.

1. Discuss the advantages of harmonization to American investors.
2. Discuss why differences in accounting principles and disclosure requirements may place

American businesses at a competitive disadvantage.
3. Discuss how the U.S. accounting profession can influence the process of harmonization.

Exercise 4 (LO 4) International accounting organizations. Several organizations are
actively involved in international standard setting.

1. Discuss the relationship between the IASB and the International Accounting Standards
Committee Foundation.

2. Discuss the position of the SEC with respect to convergence to International Accounting
Standards.
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MM O D U L E
Derivatives and Related

Accounting Issues

The use of derivative instruments has increased significantly among both financial and non-
financial corporations. These instruments derive their value from changes in the price or rate of
a related asset or liability. For example, the option or right to buy a share of stock at a fixed price
derives its value from the price of the related stock. If you could buy the stock at a fixed price of
$50 when the stock is trading at $55, the option has value.

Derivative instruments may be held as: (a) investments or (b) part of a strategy to reduce or
hedge against exposure to risk associated with some other transaction. The use of derivatives is
most common among large corporations with foreign currency exchange and interest rate expo-
sures. Derivatives received a lot of attention during the mid-1990s due to their use as an invest-
ment instrument by large governmental units. These investments were extremely volatile and
resulted in huge losses for a number of entities. At that time, derivative instruments were not
recorded on the balance sheets. This off-balance-sheet treatment made financial analysis even
more difficult. Since that time, the Financial Accounting Standards Board (FASB) has issued
multiple standards for derivatives that require them to be recorded as assets or liabilities at fair
value. These standards are extremely complex and are contained in the FASB Accounting Stan-
dards Codification (ASC) Topic 815 (Derivatives and Hedging). These standards are developed
from two critical underpinnings: (1) derivatives represent assets or liabilities, and (2) derivatives
are to be measured at fair value.

Learning Objectives

When you have completed this module, you should be able to

1. State the general characteristics of a derivative instrument, and define underlying and
notional amount.

2. Explain the basic features of common derivative instruments, including forward contracts,
futures contracts, options, and interest rate swaps.

3. Determine and account for the change in value over time of forward and futures contracts.

4. Determine and account for the intrinsic and time value components of an option.

5. Appreciate the basic objectives of an interest rate swap.

6. Explain how a derivative instrument may be used to reduce or avoid the exposure to risk
associated with other transactions.

7. Demonstrate how a fair value hedge is used, and account for such hedges.

8. Demonstrate how a cash flow hedge is used, and account for such hedges.

9. Identify the various types of information that should be included in disclosures regarding
derivative instruments and hedging activities.

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



DERIVATIVES: CHARACTERISTICS AND TYPES
A financial instrument represents a right, through a contractual agreement between two opposite
parties called counterparties, to receive or deliver cash or another financial instrument on potentially
favorable or unfavorable terms. Financial instruments include cash, equity and debt investments,
and derivatives. A derivative is a type of financial instrument that has several distinguishing charac-
teristics that have been set forth by the FASB. These characteristics are that a derivative:

1. Derives its value from changes in the rate or price of a related asset or liability. The rate or
price is known as an underlying.

2. The quantity or number of units specified by a derivative is known as the notional amount.
3. Requires little or no initial investment upon inception.

4. Allows for net settlement in that the derivative contract can be settled in exchange for cash,
without having to actually buy or sell the related asset or liability.

Characteristics of Derivatives

A critical characteristic of a derivative and the basis for its name is that the instrument derives its
value from changes in the value of a related asset or liability. The rates or prices that relate to the
asset or liability underlying the derivative are referred to as underlyings. The underlying may take a
variety of forms, including a commodity price, stock price, foreign currency exchange rate, or
interest rate. It is important to note that the underlying is not the asset or liability itself, but
rather its price or rate. For example, the underlying in an option to buy a share of stock at a fixed
price of $50 is not the stock itself; it is the $50 price of the stock, and it determines the value of
the derivative. Changes in the underlying price or rate cause the value of the derivative to change.
For example, if the price of a stock underlies the value of an option to buy that stock, changes in
the price of the stock relative to the option price will cause the value of the option to change. If
the underlying price of the stock changes from $50 to $52, then the option to buy at $50 has
increased in value by $2 (one could buy the stock for $50 when it has a fair value of $52).

In order to fully value a derivative, one must know the number of units (quantity) that is
specified in the derivative instrument. This is called the notional amount, and it determines the
total dollar value of a derivative, traceable to movement or changes in the underlying. For exam-
ple, if the option to buy stock for $50 increases in value because the underlying price of the
stock moves from $50 to $52, the total magnitude of this increase in value depends on how
many shares can be purchased under the terms of the option. If the option applies to 1,000
shares, then the total intrinsic value of the option is $2,000 (a $2 change in the underlying price
of $50 to $52 times a notional amount of 1,000 shares). The notional amount of a derivative
might refer to so many bushels of a commodity, number of shares, foreign currency units, or
principal amount of debt. Both the underlying price or rate and the notional amount are
necessary in order to determine the total value of a derivative at any point in time.

Typically, a derivative requires little or no initial investment because it is an investment in a
change in value traceable to an underlying, rather than an investment in the actual asset or liability
to which the underlying relates. For example, if the price of a stock increases, the value of an option
to buy that stock also increases. If one actually owned the stock, an increase in the price of the stock
would also result in increased value. However, the important difference is that in order to experi-
ence the increase in value an option holder needs to make little or no initial investment, whereas
the owner of the stock has to make a significant investment to acquire the stock in the first place.

Many derivatives do not require the parties to the contract, the counterparties, to actually
deliver an asset that is associated with the underlying in order to realize the value of a derivative.
For example, the option to buy a share of stock at a fixed price would allow the holder to sell the
option rather than requiring the other counterparty to actually transfer stock to them at the
option price. Assume that a stock is trading at $52 per share and that one holds an option to buy
stock at $50 per share. The holder could sell the option for $2 or require the counterparty to sell
them stock at $50. If the stock were purchased for $50, it could readily be converted into cash by
selling at $52, thereby realizing a gain of $2. The ability to settle the contract in exchange for
cash, without actually buying or selling the related asset or liability, is referred to as net settlement.
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A derivative may be a separate, distinct financial instrument, or it may be embedded in
another financial instrument. An embedded derivative has economic characteristics and risks
that are not clearly and closely related to those of the host instrument. For example, a converti-
ble bond is a host contract that also contains an embedded derivative. That derivative represents
the option to convert the bond into common stock; its underlying is the price of the respective
stock. The conversion feature’s economic value is more closely related to the underlying stock
than the bond. If the embedded derivative meets certain criteria, it may be separated, or bifur-
cated, from the host contract and be accounted for as a separate instrument. The discussion of
bifurcation is beyond the scope of this text.

Common Types of Derivatives

The number of financial instruments that have the characteristics of a derivative has continued
to expand, and, in turn, these instruments have become increasingly complex. In spite of the
diversity and/or complexity that characterizes them, most derivatives are variations of four basic
types, including forwards, futures, options, and swaps. Other more complex derivative instru-
ments are not described here.

Derivatives are often part of a trading portfolio and are held primarily for sale in the short
term. As with other trading investments, derivatives are marked-to-market, and the resulting
gain or loss is recognized currently in earnings. A specific discussion of each type of derivative
follows. In this section, we cover derivatives as investments made for speculative purposes. The
use of derivatives as a hedging instrument is discussed in a separate section. Transaction costs
(e.g., brokers’ fees), which are typically included as part of the original cost or basis of the deri-
vative as with all investments, are ignored for purposes of discussion.

Forward Contracts. A forward contract is an executory contract to buy or sell a specified amount
of an asset, such as foreign currency, at a specified fixed price with delivery at a specified future
point in time. The party that agrees to sell the asset is said to be in a short position, and the party
that agrees to buy the asset is said to be in a long position. The specified fixed price in the contract
is known as a forward price or forward rate. The current price or rate for the asset is known as the
spot rate. The specified future point is referred to as the forward date. The difference between the
spot rate and the forward rate at inception is referred to as the premium or discount and represents
the time value of the contract. The difference between the spot rate and the remaining forward
rate represents the remaining premium or discount at that point in time. Forward contracts are
not formally regulated on an organized exchange, and the parties are exposed to a risk that
default of the contract could occur. However, the lack of formal regulation means that such con-
tracts can be customized in response to specialized needs regarding notional amounts and for-
ward dates.

The value of a forward contract is zero at inception and typically does not require an initial
cash outlay. However, over time, movement in the price or rate of the underlying results in a
change in value of the forward contract. The total change in the value of a forward contract is
measured as the difference between the forward rate ‘‘at inception of the contract’’ and the
spot rate ‘‘at the forward date.’’

For example, on April 1, a party (called the writer) writes a contract in which she/he agrees to
sell (short position) to another party (called the holder) who agrees to buy (long position)
1,000,000 foreign currencies (for example, euros) at a specific price of $0.16 per foreign currency
(FC) with delivery in 90 days (June 29). The relationship between the parties is as follows:

Conveys 1,000,000 foreign currencies (FC)
in 90 days

Pays $160,000 in 90 days

Holder
of the

Contract

Writer
of the

Contract
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If the spot rate at the end of the forward period is $0.18, the total change in value is deter-
mined as follows:

1,000,000 FC at a forward rate (on April 1) of $0.16 (1,000,000� $0.16) . . . . . . . . . . . $160,000
1,000,000 FC at a spot rate (on June 29) of $0.18 (1,000,000� $0.18) . . . . . . . . . . . . . . 180,000

Gain in value to holder . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000

This is a gain because on June 29 the holder received something with a fair value greater
than the fair value given up that day. (Conversely, this would be a loss to the writer.) The holder
of the forward contract could buy foreign currencies for $160,000 on the forward date com-
pared to the spot value of $180,000 at that time and experience an immediate $20,000 gain. It
is important to note that the value of the currency at the final spot rate could have been less than
$160,000. In that case, the holder would have experienced a loss and the writer a gain. When
the value of a derivative can change in both directions (gain or loss), it is said to have a symmetric
return profile. It is also important to note that in the case of a forward contract, if the holder of
the contract experiences a gain (loss) in value, then the writer of the contract simultaneously
experiences a loss (gain) in value.

The forward price or rate is a function of a number of variables, including the length of the
forward period and the current spot rate. As these variables change over the life of the contract,
the value of the forward contract also changes. Also, because the forward prices or rates represent
values in the future, the current value is represented by the present value of the future rates. Continu-
ing with the example involving foreign currencies, assume the following forward rates informa-
tion throughout the 90-day term of the contract:

Remaining Term
of Contract

Forward
Rate

Notional
Amount

Total Forward
Value

Change in
Forward Value

90 days $0.160 1,000,000 $160,000
60 days 0.170 1,000,000 170,000 $10,000
30 days 0.170 1,000,000 170,000 10,000

0 days 0.180 1,000,000 180,000 20,000

Assuming a 6% discount rate, the change in value of the forward contract over time is as follows:

60 Days
Remaining

30 Days
Remaining

Total Life of
Contract

Cumulative change in forward value. . . . . . . . . . . . . . . . . $10,000 $10,000 $20,000

Present value of cumulative change:
60 days at 6% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,901
30 days at 6% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,950

0 days at 6% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Previously recognized gain or loss . . . . . . . . . . . . . . . . 0 (9,901) (9,950)

Current period gain or loss . . . . . . . . . . . . . . . . . . . . . . . . $ 9,901 $ 49 $10,050

Note that the total change in the value of the forward contract is $20,000 ($9,901þ $49þ
$10,050), which is recognized over the term of the contract as the net present value of changes
in the forward rates. Even if the forward rates did not change between two valuation dates (there
was no change between 60 and 30 days here), the value of the contract would change because
the remaining term of the forward contract continues to decrease and the present value of the
forward value increases. Also, note that the stated forward rate at the expiration date of the contract
is equal to the spot rate at that date. This is due to the fact that at expiration of the contract the
forward date is the same as the current date.

Investors could acquire forward contracts to purchase foreign currencies, even though they have
no need for the foreign currencies, hoping that the value of the contract increases and results in invest-
ment income. Of course, holding the contract as an investment could also expose them to the risk
that the value would decrease over time. As previously stated, the value of a forward contract can
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move in both directions resulting in a symmetric return profile. Investors in forward contracts would
typically settle them by selling prior to the forward date because they do not actually need to buy or
sell the foreign currencies. If the above forward contract were held as an investment and settled with
30 days remaining, the entries to account for the contract would be as shown below.

Event Entry

Initial
acquisition.

A memo entry to record acquisition of the contract. At inception, the
value of the contract is zero.

60 days
remaining.

Investment in Forward Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,901
Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,901

To record the change in value of the contract. (This entry is
necessary only when financial statements are being prepared.)

30 days
remaining.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,950
Investment in Forward Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,901
Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49

To record the settlement of the contract.

Futures Contracts. A futures contract is exactly like a forward contract in that it too provides for the
receipt or payment of a specified amount of an asset at a specified price with delivery at a specified
future point in time. However, the futures contract has the following distinguishing characteristics:

^ Unlike forward contracts, futures are traded on organized exchanges. The exchanges help
ensure that the trading partners honor their obligations. The exchange clearinghouse actually
becomes an intermediary between the buyer and seller of the contract. In essence, the
clearinghouse becomes the seller for each buyer and the buyer for each seller.

^ The formal regulation of futures contracts results in contracts that are standardized in nature
versus customized. For example, the exchange specifies the quantity and quality of commodities
traded, as well as the delivery place and date.

^ A futures contract requires an initial deposit of funds with the transacting broker. This deposit
is referred to as a margin account; it serves as collateral to help ensure that the parties to the
contract are able to perform. Each day, the contract is valued and marked-to-market. If the
contract loses too much value, the holder will have to contribute additional cash to the margin
account. If the margin account balance falls below a minimum balance, called the maintenance
margin, the investor is required to replenish the account through what is called a margin call.

^ Forward contracts represent cash amounts settled only at delivery and therefore represent
future amounts that must be discounted to yield a current present value. However, future
prices are marked-to-market each day. At the close of each trading day, a new futures price or
settlement price is established. Therefore, the futures price represents a current versus future
value, and no discounting is necessary. This new futures price is used to compute the gain or
loss on the contract over time.

^ The party that has written a futures contract is said to be short, and the party that owns the
contract is said to be long.

For example, assume one buys 50 contracts on the Chicago Board of Trade (CBT) to receive
November delivery of corn to a certified warehouse. Each contract is in units of 5,000 bushels
at a futures price of $2.50 per bushel. Notice that the terms of the contract are standardized.
Obviously, a second party must agree to sell corn at a November futures price of $2.50. Acting
as an intermediary between the counterparties, the CBT, in essence, writes a contract to sell a
corn future to the first party and buys a contract to purchase a corn future from the second
party. The relationship between the parties is as follows:

Sell Corn in November Buy Corn in November

Buy Corn in November Sell Corn in November

The
Long

The
Clearing-

house

The
Short

513Module DERIVATIVES AND RELATED ACCOUNTING ISSUES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Assume that the initial margin on the above contract is set at $20,000, with a maintenance
margin of $15,000, and that future prices are as follows:

Day 1 Day 2 Day 3 Day 4

$2.50 $2.51 $2.49 $2.47

The following entries illustrate the valuation of the futures contracts and the use of a margin
account for the long (the owner of the contract).

Day 1 Futures Contract—Margin Account . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

To record establishment of margin account.

Day 2 Futures Contract—Margin Account . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

To record gain in fair value of contract
[50 contracts� 5,000 bushels� ($2.51 vs. $2.50)].

Day 3 Loss on Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Futures Contract—Margin Account . . . . . . . . . . . . . . . . . . . . . . . . 5,000

To record loss in fair value of contract
[50 contracts� 5,000 bushels� ($2.49 vs. $2.51)].

Day 4 Loss on Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Futures Contract—Margin Account . . . . . . . . . . . . . . . . . . . . . . . . 5,000

To record loss in fair value of contract
[50 contracts� 5,000 bushels� ($2.47 vs. $2.49)].

Futures Contract—Margin Account . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500

To meet margin call and reestablish initial margin balance
of $20,000 (balance before call¼ $20,000þ $2,500�
$5,000� $5,000¼ $12,500, which is less than $15,000
maintenance margin).

The value of the futures contract is influenced by either positive or negative movements in the
underlying price. Therefore, the risk associated with the contract is symmetrical. Unlike forward
contracts, the value of futures contracts, which typically change on a daily basis, can be easily
monitored since such contracts are traded on the open market. Futures prices can be found in sev-
eral different places such as The Wall Street Journal or online at http://www.wsjmarkets.com.

Option Contracts. An option represents a right, rather than an obligation, to either buy or sell
some quantity of a particular underlying. Common examples include options to buy or sell
stocks, a stock index, an interest rate, foreign currency, oil, metals, and agricultural commodi-
ties. The option is valid for a specified period of time and calls for a specified buy or sell price,
referred to as the strike price or exercise price. If an option allows the holder to buy an underlying,
it is referred to as a call option. An option that allows the holder to sell an underlying is referred
to as a put option. Options are actively traded on organized exchanges or may be negotiated on a
case-by-case basis between counterparties (over-the-counter contracts). Option contracts
require the holder to make an initial nonrefundable cash outlay, known as the premium, as
represented by the option’s current value. The premium is paid, in part, because the writer of
the option takes more risk than the holder of the option. The holder can allow the option to
expire, while the writer must comply if the holder chooses to exercise it.

During the option period, the strike price of the option on the underlying is generally
different from the current value of an underlying. The following terms are used to describe the

4
O B J E C T I V E

Determine and account for

the intrinsic and time value

components of an option.
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relationship between the strike price and the current price (note that the premium is not
considered in these relationships):

Option Type
Strike Price Is Equal

to Current Price

Strike Price Is
Greater Than
Current Price

Strike Price Is Less
Than Current Price

Call (buy) option At-the-money Out-of-the-money In-the-money
Put (sell) option At-the-money In-the-money Out-of-the-money

As the table suggests, in-the-money is a favorable condition as compared to being out-of-
the-money, which is an unfavorable condition. The original premium is not considered when
describing whether an option is or is not in-the-money. However, it is important to note that
the original premium certainly is considered when determining whether an investment in an
option has experienced an overall profit. The holder of an option has a right, rather than an
obligation, and will not exercise the option unless it is in-the-money. In that case, the holder will
experience a gain, and the writer will experience a loss. However, if the option is not in-the-
money, the option will not be exercised, the holder will limit her/his loss to the amount of the
option premium, and the writer will limit her/his gain to the amount of the premium. There-
fore, in theory, the opportunities for gain and loss are characterized as follows:

Potential for

Gain Loss

Holder of option Unlimited Limited to amount of premium
Writer of option Limited to amount of premium Unlimited

Because the counterparties do not have equal opportunity for both upside and downside
changes in value, options are said to have an asymmetric or one-sided return profile.

Options are traded on an organized exchange and over the counter; therefore, their current
value is quoted in terms of present dollars on a frequent basis. The current value of an option
depends on forward periods and spot prices. The difference between the strike and spot price,
at any point in time, measures the intrinsic value of the option, so changes in spot prices will
change the intrinsic value of the option. Changes in the length of the remaining forward period
will affect the time value of the option. The time value is measured as the difference between an
option’s current value and its intrinsic value as in the following illustration:

^ If the option is in-the-money, the option has intrinsic value. For example, if an investor has
an April call (buy) option to buy IBM stock at a strike price of $110 and the current stock
price is $112, the option is in-the-money and has an intrinsic value of $2. An option that is
out-of-the-money or at-the-money has no intrinsic value.

^ The difference between the current value of an option and its intrinsic value represents time
value. For example, if the IBM April call (buy) option has a current value of $8 and an
intrinsic value of $2, the time value component is $6 (the current value of $8, less the intrinsic
value of $2). The time value of an option represents a discounting factor and a volatility factor.

^ The discounting factor relates to the fact that the strike price does not have to be paid currently,
but rather at the time of exercise. Therefore, the holder of an option to buy stock could benefit
from an appreciation in stock value without actually having to currently pay out the cash to
purchase the stock. For example, assume that a 30-day, at-the-money option has a strike price of
$100 and that a discount rate of 12% is appropriate. The ability to use the $100 for 30 days at
an assumed discount rate of 12%, rather than having to buy the stock at the current price of
$100, is worth $1 ($100 � 12% � 1/12 year). Thus, the ability to have the alternative use of the
cash equal to the strike price until exercise date of the option has value.
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^ The volatility factor relates to the volatility of the underlying relative to the fixed strike price
and reflects the potential for gain on the option. Underlyings with more price volatility present
greater opportunities for gains if the option is in-the-money. Therefore, higher volatility
increases the value of an option. Note that volatility could also lead to an out-of-the-money
situation. However, this possibility can be disregarded because, unlike forward or futures
contracts, the risk for an option is asymmetric since the holder can avoid unfavorable
outcomes by allowing the option to expire.

To illustrate the value components of an option, assume that a put (sell) option allows for
the sale of a share of stock in 60 days at a strike or exercise price of $50 per share. The value of
the option would consist of the following:

Initial Date of Purchase End of 30 Days End of 60 Days

Market value of stock $51 $49 $48

Assumed total value
of option

1.30 1.65 2.00

Intrinsic value (never
less than zero)

0 (option is out-of-the-money) 1 (in-the-money¼ $50� $49) 2 (in-the-money¼ $50� $48)

Time value (total value
less intrinsic value)

1.30 0.65 0

The value of an option can be realized either through exercise of the option or through cash
settlement. If the option can be exercised any time during the specified period, it is referred to
as an American option; if it is exercisable only at the maturity date/expiration of the contract, it
is referred to as a European option.

To illustrate the use of an option, assume that a call (buy) option on 10,000 bushels of corn
with delivery in April is purchased in February for a premium of $1,000 and has a strike price
of $2.20 per bushel. The values of the option at the end of February and March are $1,050 and
$700, respectively. It is sold in early April, prior to expiration, for $750. The relationship
between the parties is as follows:

Conveys the Right to Buy Corn @ $2.20/bu.

Pays $1,000 Premium for the Right

Option
Holder

Option
Writer

The following entries account for the holder’s investment in the option, given various values
over time:

Feb. 1 Investment in Call Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

To record purchase of call option.

28 Investment in Call Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
Gain on Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

To record change in total value of option ($1,050� $1,000).

Mar. 31 Loss on Option. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
Investment in Call Option. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

To record change in total value of option ($700� $1,050).

Apr. 2 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Investment in Call Option (book value) . . . . . . . . . . . . . . . . . . . . . . 700
Gain on Call Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

To record sale of option.

The basic concepts related to both call (buy) and put (sell) options are set forth in Exhibit M-1.
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Exhibit M-1
Basic Concepts Related to Options

Call Options Holder Holder

Rights Right to buy an underlying asset at a set exercise or
strike price.

Obligation to sell an underlying asset at a set
exercise or strike price.

Type European or American—European can be exercised
only at maturity date. American can be exercised any
time up to and including maturity date.

European or American—European can be exercised
only at maturity date. American can be exercised any
time up to and including maturity date.

Cost Pays an initial fixed cost referred to as a premium. Receives an initial premium.

Value of the call option:

Net gain Experienced when the strike price is less than fair
value of the underlying asset. In theory, the gain
is unlimited. This is referred to as being in-the-
money. The value of this difference must exceed
the initial premium to produce a net gain.

Experienced when the strike price is more than or
equal to the fair value of the underlying asset. The
gain is limited to the initial premium.

Net loss Experienced when the strike price is more than
or equal to the fair value of the underlying asset.
The loss is limited to the initial premium.

Experienced when the strike price is less than fair
value of the underlying asset. In theory, the loss is
unlimited. The value of this difference must exceed
the initial premium to produce a net loss.

Components of value The value consists of intrinsic value and time value. The value consists of intrinsic value and time value.

Put Options Holder Writer

Rights Right to sell an underlying asset at a set exercise
or strike price.

Obligation to buy an underlying asset at a set
exercise or strike price.

Type European or American—European can be exercised
only at maturity date. American can
be exercised any time up to and including
maturity date.

European or American—European can be
exercised only at maturity date. American can be
exercised any time up to and including maturity
date.

Cost Pays an initial fixed cost referred to as a premium. Receives an initial premium.

Value of the put option:

Net gain Experienced when the strike price is more than fair
value of the underlying asset. In theory, the gain is
unlimited. This is referred to as being in-the-money.
The value of this difference must exceed the initial
premium to produce a net gain.

Experienced when the strike price is less than or
equal to the fair value of the underlying asset. The
gain is limited to the initial premium.

Net loss Experienced when the strike price is less than or
equal to the fair value of the underlying asset. The
loss is limited to the initial premium.

Experienced when the strike price is more than fair
value of the underlying asset. The value of
this difference must exceed the initial premium.
The maximum loss is limited to the strike price, less
the initial premium.

Components of value The value consists of intrinsic value and time value. The value consists of intrinsic value and time value.

Swaps. A swap is a type of forward contract represented by a contractual obligation, arranged
by an intermediary that requires the exchange of cash flows between two parties. Swaps are cus-
tomized to meet the needs of the specific parties and are not traded on regulated exchanges.
Most often, swaps are used to hedge against unfavorable outcomes and are explained more fully
in the later discussion of hedging. However, it is important to understand the basic format of a
swap. Common examples include foreign currency swaps and interest rate swaps. For example,

5
O B J E C T I V E

Appreciate the basic

objectives of an interest rate

swap.
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assume a U.S. company has an opportunity to invest in a German joint venture that is expected
to last six months. The U.S. company must invest euros in the venture, and its investment will
be returned in euros at the end of the 6-month period. Through an intermediary, the U.S. com-
pany could contract with a German company that needs U.S. dollars for a similar period of
time. Each of the companies would have available or borrow their respective currencies and then
swap the currencies, dollars for euros and euros for dollars. At the end of the 6-month invest-
ment period, the U.S. company would return euros to the German company, and the German
company would return dollars to the U.S. company.

Rather than involving the swap of different currencies, an interest rate swap involves exchanging
variable or floating (fixed) interest rates for fixed (variable or floating) rates. For example, assume a
Company issued $10,000,000 of variable interest debt when rates were 6% and is now concerned
that interest rates will increase. In order to protect against rising rates, the Company contracts with a
Bank and agrees to pay a fixed rate of interest of 6.5% to the Bank in exchange for receiving variable
rates. The Company is referred to as the pay fixed or receive floating party, and the Bank is referred to
as the pay floating or receive fixed party. In essence, the Company has converted its floating or variable
rate debt into fixed rate debt. The relationship between the parties is as follows:

Pays a Variable Rate

Pays a Fixed Rate of 6.5%

Receives a Variable Rate

Bank
(Counterparty)

Creditors

Company
(Issuer of Debt)

If the variable rate increased to 6.7% on the $10,000,000 of variable interest debt, the
Company’s semiannual net interest expense would be determined as follows:

Variable interest paid to creditors (6.7%� $10,000,000�½ year) . . . . . . . . . . . . . . . . $ 335,000
Fixed interest paid to the Bank (6.5%� $10,000,000�½ year) . . . . . . . . . . . . . . . . . . . 325,000*
Variable interest received from the Bank (6.7%� $10,000,000�½ year)* . . . . . . . . . . (335,000)

Net interest paid [(�6.7%� 6.5%þ 6.7%)� $10,000,000�½ year] . . . . . . . . . . . . . $ 325,000

*Rather than actually paying and receiving, the entities exchange the net difference between the rates (fixed vs. variable)
in the amount of $10,000 ($325,000 vs. $335,000). This results in a net interest expense of $325,000 ($335,000
paid to creditors less $10,000 received from the Bank).

The interest swap was entered into because the Company feared that variable rates would
increase. In essence, the swap allowed the Company to exchange a variable interest rate for a fixed
interest rate as though it had actually issued fixed debt. As the swap continues, new variable rates
will be determined and applied to subsequent semiannual interest payments. This process of
determining a new rate for the swap is referred to as resetting the rate. Generally, the variable inter-
est rate is reset at each interest date and is applied to the subsequent period’s interest calculations.

In the above example, if the variable rate increased to more than the 6.5% fixed rate paid to
the Bank, the Company received a net cash amount from the bank and realized a gain as a result
of entering into the swap. Therefore, the value of the swap, represented by the payment of a
fixed rate in exchange for a higher variable rate, has increased. If the variable rate had decreased
below the 6.5% fixed rate paid to the Bank, the Company would have made a net cash settle-
ment payment to the Bank, and the swap would have lost value. Changes in the variable interest
rates expose one party to potential loss and the other party to potential gain. Therefore, swaps,
like other forward contracts, are characterized by symmetric risk. In the above example, the
Bank is acting as the counterparty and lost value on the swap. However, acting as a counterparty,
the Bank will attempt to match the notional amount of the current swap with the notional
amount of another swap with a party that is seeking to pay floating/receive fixed. This results in

518 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



the counterparty Bank having one swap where it pays floating (receive fixed) and another swap
where it pays fixed (receive floating). The counterparty will have a spread between the pay and
receive floating rate or the pay and receive fixed rate that compensates it for its services. For
example, assume a notional amount of $10,000,000. If the counterparty has a pay floating rate
of 3.5% and a receive floating rate of 3.7%, then the spread will result in compensation of
$20,000 [(–3.5%þ 3.7%)� $10,000,000].

The valuation of swaps is complex and dependent on assumptions regarding future rates or
prices. For example, if a fixed interest payment is swapped for a variable interest payment, the
value of the swap is a function of how future variable rates are expected to compare to the fixed
rate. Therefore, an estimate of future variable rates is required. Furthermore, the differences
between the future variable rates and the fixed rate represent future differences that need to be
discounted in order to produce a present value of the differences.

The above example involved a swap of fixed interest payments to a counterparty in exchange
for the receipt of a variable rate of interest. It is also possible to swap a variable interest payment
in exchange for a fixed rate of interest. The use of these swaps and the resulting accounting will
be discussed in greater detail in a subsequent section of this chapter.

Summary of Derivative Instruments

Exhibit M-2 presents a summary and comparison of the four basic types of derivative instru-
ments discussed in the preceding sections. The most important differences are between options
and the other three types of derivatives. Futures, forwards, and swaps each provide symmetric
risk to a holder because the value of the derivative can change in both directions (gains or losses)
without limits. This symmetric risk profile requires both counterparties to execute the contract
whether the effect is favorable or unfavorable. In contrast, the holder of an option is not
required or obligated to exercise the option and, in fact, will not do so if the option is at- or
out-of-the-money. This provides asymmetric risk for the holder who may want to avoid downside
risk. Options also differ from the other derivative instruments described here in the requirement
for an initial cash outlay, which represents the initial intrinsic and time values of the option.

Exhibit M-2
Basic Concepts Related to Selected Derivative Instruments

Forward Contracts Futures Contracts Options Swaps

Basic design An obligation to buy or
sell an asset at a
specified forward price/
rate with delivery at a
specified forward date.

An obligation to buy or
sell an asset at a
specified forward price/
rate with delivery at a
specified future date.

A right to buy or sell an
asset at a specified strike
price. The strike price is
valid for a specified
period of time.

A contract that
exchanges cash flows
between two parties. In
substance, a type of
forward contract.

Trading and
regulation

Not traded on an
organized exchange.
Trading is not formally
regulated.

Traded on an organized
exchange (e.g., Chicago
Board of Trade). Trading
is formally regulated.

Traded on an organized
exchange (e.g., Chicago
Board Options
Exchange) and in the
over-the-counter (OTC)
market. Trading is
formally regulated.

Not traded on an
organized exchange.
Trading is not formally
regulated.

Counterparty
default risk

Parties are exposed to
default risk.

The exchange
clearinghouse acts as an
intermediary between the
counterparties. It helps to
ensure that the parties
honor their obligations.

Because of the
involvement of the
exchange, there is no
default risk.

Parties are exposed to
default risk.

(continued)
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Exhibit M-2 (concluded)

Forward Contracts Futures Contracts Options Swaps

Derivative form Customized contracts to
meet the specialized
needs of the
counterparties.

The formal regulation of
contracts results in
standardized contracts.

The formal regulation of
options results in
standardized contracts.

Swaps are customized to
meet the needs of the
specific parties.

Initial cash outlay No initial cash outlay
required.

Typically, no initial cash
outlay. However, holders
of a contract must
establish a cash margin
account.

Holders are required to
make an initial cash
outlay known as a
premium.

No initial cash outlay
required.

Return profile Symmetric. Symmetric. Asymmetric. Symmetric.

R E F L E C T I O N
� An underlying, a notional amount, and the opportunity for net settlement characterize

derivatives.

� Major types of derivative instruments include forward contracts, futures contracts,

options, and swaps.

� Derivative instruments may be held as an investment, and changes in their value should

be recognized in current earnings. The value of a derivative is a function of the

movement or changes in the underlying and the notional amount.

ACCOUNTING FOR DERIVATIVES THAT ARE
DESIGNATED AS A HEDGE
Changes in the value of a derivative held as an investment are recognized currently in earnings,
and the derivative is carried on the balance sheet at its current value. Aside from holding deriva-
tives as an investment, derivatives may be used to hedge against changes in the value of existing
assets or liabilities, as well as changes in the value of commitments or forecasted transactions. For
example, assume that a commercial feed company is committed to buy corn as an ingredient. In
order to protect against increasing corn prices, the company could buy a futures contract in order
to hedge against this risk. If the hedged item, the commitment to buy corn in this example,
experiences an unfavorable change in value, a properly structured hedge (the hedging instrument)
could be effective in providing a change in value in the opposite direction such that there is no
adverse effect. If a derivative is properly structured for this purpose, it seems that the change in the
value of the derivative (the hedging instrument) should be recognized in the same accounting per-
iod as is the change in the value of the hedged item. Hedges are generally designated as either fair
value or cash flow. A fair value hedge is used to offset changes in the fair value of items with fixed
prices or rates. Fair value hedges include hedges against a change in the fair value of:

^ A recognized asset or liability.
^ An unrecognized firm commitment.

A cash flow hedge is used to establish fixed prices or rates when future cash flows could vary
due to changes in prices or rates. Cash flow hedges include hedges against the change in cash
flows associated with:

^ A forecasted transaction.
^ The variability in the cash flows associated with a recognized asset or liability.

6
O B J E C T I V E

Explain how a derivative

instrument may be used to

reduce or avoid the

exposure to risk associated

with other transactions.
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Derivative instruments are frequently used as hedges with respect to the exposure to risk
associated with foreign currency transactions and investments in foreign companies. The use of
derivatives in this context is discussed in Chapter 10, which deals with multinational account-
ing. The following sections deal with the accounting for hedges employed in other contexts.

Special Accounting for Fair Value Hedges

The hedged item in a fair value hedge is either a recognized asset or liability or a firm commit-
ment. Recognized assets or liabilities in a fair value hedge result from actual past transactions
such as a purchase of inventory or a note payable. Commitments relate to transactions that have
not yet occurred, such as a contract to purchase inventory or incur debt. A commitment is a
binding agreement between two parties that specifies all significant terms related to the prospec-
tive transaction. The price of the prospective transaction is fixed or it may involve a specified
fixed rate such as a rate of interest. The agreement also includes a large enough disincentive to
make performance of the contract probable.

Because the prices or rates are fixed, subsequent changes in prices or rates affect the value of
a recognized asset, liability, or commitment. For example, if a company holds an inventory of
crude oil, changes in the price of crude oil will affect the fair value of the asset. Similarly, if a
company has committed to acquire crude oil for a fixed price, changes in the price of crude oil
will affect the value of the commitment. If the price of crude oil increased, the value of the asset
or commitment would increase favorably. The existing inventory would be worth more, or the
commitment to acquire crude at previously fixed lower prices would have more value. However,
if crude oil prices decreased, the resulting effect would be unfavorable.

To avoid the potential unfavorable effect associated with changes in prices or rates on recog-
nized transactions or commitments with fixed terms, an entity could acquire a derivative instru-
ment as a hedge against unfavorable outcomes. For example, in order to hedge against a decrease in
the value of an inventory (asset) of crude oil, an entity could acquire a futures contract to sell crude
and thereby lock into a selling price for the crude oil. Many accounting principles do not allow for
the recognition in current earnings of both increases and decreases in the value of recognized assets,
liabilities, or firm commitments. However, if the risk of such changes in value is covered by a fair
value hedge, special accounting treatment is allowed that provides for the recognition of such
changes in earnings. In a qualifying fair value hedge, the gain or loss on the derivative hedging
instrument and the offsetting loss or gain on the hedged item are both recognized currently in earn-
ings. For instance, assume an existing liability has a fixed interest rate. A decrease in interest rates
will result in a higher fair value of the debt (lower interest rates result in larger present values). If
the debt is not hedged, the increase in the value of the debt is not recognized in earnings. However,
if the liability is hedged with an interest rate swap, both the increase in the value of the debt and
the change in the value of the derivative instrument used as a hedge are recognized in earnings.

It is important to note that if both increases and decreases in the value of a recognized asset
or liability are recognized in current earnings according to existing accounting principles, spe-
cial hedge accounting is not necessary. For example, if a trading portfolio consisted of debt
instruments, such investments would be marked-to-market, and both increases and decreases in
value would be recognized in current earnings. Therefore, if the portfolio were hedged, special
accounting treatment would not be necessary. Changes in the value of both the hedged item
and the hedging instrument are already being recognized in earnings. However, if a debt instru-
ment is part of an available-for-sale portfolio and the debt is marked-to-market, the resulting
changes in value are not recognized in current earnings. Therefore, if the portfolio were hedged,
special accounting treatment would be allowed and would result in recognizing in earnings the
change in value of the debt instrument.

Qualifying Criteria for Fair Value Hedges. In order to qualify for special fair value hedge
accounting, the derivative hedging instrument and the hedged item must satisfy a number of
criteria. A critical criterion is that an entity must have formal documentation of the hedging
relationship and the entity’s risk-management objective and strategy. The entity must indicate
the reason for undertaking the designated hedge, identify the hedged item and the derivative
hedging instrument, and explain the nature of the risk being hedged. This criterion must be
satisfied at inception and cannot be retroactively applied after an entity has determined whether
hedging would be beneficial.

7
O B J E C T I V E

Demonstrate how a fair

value hedge is used, and

account for such hedges.
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Another important criterion is that the hedging relationship must be assessed both at incep-
tion and on an ongoing basis to determine if it is highly effective in offsetting the identified
risks. Although specific quantitative guidelines are not available to define highly effective, the
FASB expects a high correlation to exist between changes in the value of the derivative instru-
ment and in the fair value of the hedged item such that the respective changes in value would be
substantially offset. Generally speaking, a hedge would be totally effective if the terms (such as
notional amount, maturity dates, quality/condition, delivery locations) of the hedging instru-
ment and the hedged item are the same. This approach is known as critical terms analysis. It is
important to note that in practice the terms of a derivative do not always align with the terms of
the related asset or liability. For example, a corn future may call for delivery at a different loca-
tion than where the related inventory of hedged corn is located.

Another approach to assessing effectiveness is known as statistical analysis. This approach
statistically measures the correlation between the value of the derivative and the related asset or
liability. For example, if you are hedging an inventory of 200 tons of flour with a wheat future
for 5,000 bushels of wheat, you would measure the correlation between prices for flour and
wheat. You could also examine the relationship between changes in the value of the wheat future
derivative and the changes in the value of flour over a period of time. This approach is known as
frequency analysis, and the ratio between these price changes is known as the delta ratio.
Although the FASB requires that the hedge be highly effective, it has not set specific quantitative
levels of effectiveness that must be satisfied by the hedging relationship. However, practical stan-
dards have developed, which suggest target values that must be satisfied in order to be consid-
ered highly effective. For example, if the change in the value of a derivative is 80% to 125% of
the change in the value of the hedged item, the hedge is considered to be highly effective.

Management must also describe how it will assess hedge effectiveness. Generally, hedge inef-
fectiveness is the difference between the gains or losses on the derivative and the hedged item.
However, the portion of the gain or loss representing time value may be excluded from the assess-
ment of effectiveness and included in current earnings. For example, the hedge of an inventory
of corn with an option might only consider changes in the intrinsic value of the option for pur-
poses of assessing effectiveness. The exclusion of a portion of the change in the value of a deriva-
tive instrument from the assessment of effectiveness will be illustrated in subsequent discussions.

Although set out in greater detail in the Accounting Standards Codification,1 selected quali-
fying criteria for fair value hedges are listed in Exhibit M-3.

Accounting for a Fair Value Hedge. If the derivative instrument and the hedged item satisfy
the above criteria, then the fair value hedge will qualify for special accounting. The gain or loss
on the derivative hedging instrument will be recognized currently in earnings, along with the
change in value on the hedged item, and an appropriate adjustment to the basis of the hedged
item will be recorded. If the cumulative change in the value of the derivative instrument does
not exactly offset the cumulative change in the value of the hedged item, the difference is recog-
nized currently in earnings. Because both hedge effectiveness and ineffectiveness are recognized
currently in earnings, it is not necessary to separately account for that portion of the hedge that
is considered to be ineffective.

Examples of fair value hedges against inventory, a firm commitment, and a fixed interest
notes payable follow. Entries for the transaction/commitment are presented side by side with
entries for the hedges. All transaction costs are ignored. The examples include the use of deriva-
tives in the form of a futures contract, forward contract, and swap. Note, however, that other
types of derivatives could have been used in some of these examples.

The special accounting treatment given a fair value hedge should continue unless:

^ The criteria necessary for special accounting treatment are no longer satisfied,
^ The derivative instrument expires or is sold, terminated, or exercised,
^ The entity no longer designates the derivative instrument as a fair value hedge, or
^ The hedging relationship is no longer considered highly effective based on management’s

policies.

1 FASB ASC Section 815-25-25, Derivatives and Hedging—Fair Value Hedges—Recognition.
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Exhibit M-3
Selected Qualifying Criteria for Fair Value Hedges

1. At inception of the hedge, there must be formal documentation of the hedging relationship and
the entity’s risk-management objective and strategy. Documentation should also identify the
hedging instrument, the hedged transaction, the nature of the risk being hedged, and a plan for
assessing the effectiveness of the hedge.

2. Both at inception and on an ongoing basis, the hedging relationship must be assessed to determine
if it is highly effective in offsetting the risk exposure associated with changes in the hedged item’s fair
value. The effectiveness of the hedging instrument must be assessed whenever financial statements
or earnings are reported and at least every three months.

3. The hedged item is specifically identified as part or all of a recognized asset, recognized liability,
or unrecognized firm commitment. The hedged item may be a single asset or liability or a port-
folio of similar assets or liabilities.

4. The hedged item has exposure to changes in fair value, due to the hedged risk, that could affect
earnings. For example, decreasing prices could affect an existing inventory of materials and
result in lower gross profits.

5. The hedged item is not an asset or a liability that is being measured at fair value, with changes in
fair value, both positive and negative, being currently recognized in earnings. For example, an
investment in securities, classified as a trading portfolio, would not qualify for special hedge
accounting. The unrealized gains and losses on the portfolio would already be recognized in
earnings, and changes in the value of a designated derivative would also be recognized cur-
rently in earnings. Therefore, special hedge accounting would only be allowed if generally
accepted accounting principles (GAAP) do not already require the hedged item to be measured
at fair value.

6. For nonfinancial assets (such as inventory) or liabilities, the risk being hedged against is the
change in value of the entire item at its actual location rather than a change in value due to a dif-
ferent location or a component part. Therefore, you could not hedge an inventory of butter by des-
ignating price changes of milk as the risk being hedged.

7. Financial assets or liabilities and nonfinancial commitments with a financial component can be
designated as hedged items if certain types of risks, such as those related to benchmark interest
rate risk, foreign currency exchange rates, and creditworthiness are being hedged. Two or more
of the above risks may be hedged simultaneously. Prepayment risk may not be designated as the
risk being hedged.

An Example of a Fair Value—Inventory Transaction Hedge
Using a Futures Contract

Assume that a Midwest hog producer has an inventory of hogs. On April 1, the producer de-
cides to hedge the fair value of the hog inventory by acquiring two July futures contracts to sell
hogs (each contract has a notional amount of 40,000 pounds) at $0.65 per pound. Assume the
contracts are settled on July 15. It is assumed that the terms of the futures contracts and the
hedged assets match with respect to the delivery location, quantity, and quality of hogs. (Margin
amounts and brokers’ fees are ignored for purposes of discussion.) On July 20, the producer
sells 80,000 pounds of hogs at the current market price of $0.611 per pound and offsets the
contract. Assume that the producer’s carrying basis (book value) of the hogs is $40,000 before
any adjustments related to the hedging transaction. The producer designates the futures con-
tracts as a hedge against changes in the fair value of hogs.

The fair value of the futures contracts will be based on changes in the futures prices over the
life of the contract. As previously stated, this difference represents current marked-to-market
value and no discounting is required. Effectiveness of the hedging relationship will be assessed
by comparing changes over time in the current spot prices for hogs and changes in the value of
the futures contracts attributable to changes in spot prices. The time value of the futures con-
tract will be excluded from the assessment of hedge effectiveness. The time value component of
the futures contract is the difference between the original spot rate and the original futures rate
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and is referred to as the spot-forward difference. The time value will periodically be recognized
over the life of the contract and is measured in one of two ways. The change in the time value,
spot-forward difference, may be calculated as either (1) the difference between the change in fair
value of the contract and the change in spot rates or (2) directly as the change in spot-forward
rates over time. Relevant values are as follows:

April 1 May 1 June 1 July 15

Number of lbs. 80,000 80,000 80,000 80,000

Spot price/lb. $0.640 $0.628 $0.622 $0.610

Futures price/lb. $0.650 $0.635 $0.624 $0.610

Fair value of contract $1,200¼ ($0.650� $0.635)

� 80,000

$2,080¼ ($0.650� $0.624)

� 80,000

$3,200¼ ($0.650� $0.610)

� 80,000

(a) Current period change

in above fair value of

contract – gain (loss)

$1,200¼ $1,200� $0 $880¼ $2,080� $1,200 $1,120¼ $3,200� $2,080

(b) Current period change

in intrinsic (spot rates) –

gain (loss)

$960¼ ($0.640� $0.628)

� 80,000

$480¼ ($0.628� $0.622)

� 80,000

$960¼ ($0.622� $0.610)

� 80,000

(a) – (b)¼ Current period

change in time value,

(spot-forward difference) –

gain (loss)

$240¼ ($0.650� $0.640)

� ($0.635�$0.628)� 80,000

or $1,200� $960

$400¼ ($0.635� $0.628)

� ($0.624� $0.622)� 80,000

or $880� $480

$160¼ ($0.624� $0.622)

� ($0.610� $0.610)� 80,000

or $1,120� $960

The following entries to record the hedging relationship are on the producer’s books:

Accounting for Hog Inventory Accounting for Derivative Hedge

Apr. 1 Memo entry to record the acquisition of the futures contracts.

May 1 Loss on Inventory . . . . . . . . . . . . . . . . . . . 960 Futures Contract* . . . . . . . . . . . . . . . . . . . . . . . . . 960
Inventory of Hogs. . . . . . . . . . . . . . . . . 960 Gains on Futures Contract . . . . . . . . . . . . . . . . . 960

To record the change in the value of
the inventory.

To record the change in the value of the
contract included in hedge effectiveness.

Futures Contract* . . . . . . . . . . . . . . . . . . . . . . . . . 240
Gains on Futures Contract . . . . . . . . . . . . . . . . . 240

To record the change in time value excluded
from hedge effectiveness.

*Note: The two previous entries regarding the change in the value of the
futures contract could be combined into one single entry.

June 1 Loss on Inventory . . . . . . . . . . . . . . . . . . . 480 Futures Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . 480
Inventory of Hogs. . . . . . . . . . . . . . . . . 480 Gains on Futures Contract . . . . . . . . . . . . . . . . . 480

To record the change in the value
of the inventory.

To record the change in the value of the
contract included in hedge effectiveness.

Futures Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . 400
Gains on Futures Contract . . . . . . . . . . . . . . . . . 400

To record the change in time value excluded
from hedge effectiveness.

July 15 Loss on Inventory . . . . . . . . . . . . . . . . . . . 960 Futures Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . 960
Inventory of Hogs. . . . . . . . . . . . . . . . . 960 Gains on Futures Contract . . . . . . . . . . . . . . . . . 960

To record the change in the value
of the inventory.

To record the change in the value of the
contract included in hedge effectiveness.

Futures Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . 160
Gains on Futures Contract . . . . . . . . . . . . . . . . . 160

To record the change in time value excluded
from hedge effectiveness.

(continued)
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Accounting for Hog Inventory Accounting for Derivative Hedge

July 20 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,880 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Sales Revenue . . . . . . . . . . . . . . . . . . . 48,880 Futures Contract . . . . . . . . . . . . . . . . . . . . . . . . . 3,200

To record the sale of 80,000 pounds
of hogs at $0.611 per pound.

To record settlement of the futures contract.

Cost of Sales . . . . . . . . . . . . . . . . . . . . . . 37,600
Inventory of Hogs. . . . . . . . . . . . . . . . . 37,600

To record the cost of sales consisting
of original carrying value of
$40,000 less decline in value of
$2,400 [($0.640� $0.610)
� 80,000] due to price changes.

In this example, the hedge totally offsets the adverse effect of price changes on the fair value
of the hog inventory. The hedge was highly effective because:

1. The terms of the futures contract and the hedged inventory match regarding quantity,
location, and quality.

2. The assessment of the effectiveness of the hedge excludes the time value of the futures
contract.

The benefit of the hedge can best be understood by evaluating the situation as follows:

Desired
Position

Without
the

Hedge
With the
Hedge

Sales price of hogs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 51,200 $ 48,880 $ 48,880
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (40,000) (37,600)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 11,200 $ 8,880 $ 11,280
Hedging gain on derivative

($960þ $480þ $960) . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Loss on inventory

($960þ $480þ $960) . . . . . . . . . . . . . . . . . . . . . . . . . (2,400)

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 11,200 $ 8,880 $ 11,280
Gain excluded from hedge effectiveness

($240þ $400þ $160) . . . . . . . . . . . . . . . . . . . . . . . . . 800

Net effect on earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 11,200 $ 8,880 $ 12,080

The hedge was highly effective in achieving the desired position which was to maintain the
sales value of the inventory at the April 1 spot rate (80,000 pounds � $0.64 ¼ $51,200) and
realize a gross profit of at least $11,200. The hedge allowed the producer to avoid the exposure
to decreases in the value of the inventory due to adverse price changes (decreasing spot rates).
Excluding the $800 gain from the time value component, the net effect on earnings of $11,280
($12,080 – $800) resulting from the use of the hedge was basically the same as the desired posi-
tion of $11,200. The $80 difference was due to the increase in the spot rate from the expiration
date of the futures contracts (July 15) to the actual sale date (July 20).

An Example of a Fair Value—Firm Commitment
Hedge Using a Forward Contract

The special accounting treatment given a fair value hedge is also applicable to a hedge on a firm
commitment. By way of example, assume that on April 14, when the current spot rate is $172,
a company makes a firm commitment to sell 3,000 tons of inventory at the end of June for $172 per
ton. It is estimated that the cost of inventory sold under the contract will be $430,000. Concerned
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that prices may increase and that the firm commitment will prevent the company from realizing even
a higher sales value, on April 14 the company enters into a forward contract to buy 3,000 tons of
identical inventory at the current forward rate of $173 per ton. The forward contract expires on June
30. The forward contract will gain in value if prices increase, because the holder will be able to buy
inventory at the lower price of $173 per ton. Therefore, if prices increase, the loss associated with the
firm commitment will be offset by the gain traceable to the forward contract.

Changes in the value of the commitment may be measured in several ways. One way to
measure the change in value is to measure changes in the spot rates over time and then discount
that value at an appropriate discount rate. It is also possible to measure the change in the value
of a commitment based on changes in forward rates over time and then discount that value.

Changes in the fair value of the contract that are attributable to changes in the time value,
that is changes in the spot-forward difference, are excluded from the assessment of hedge effec-
tiveness and reported directly in current earnings.2 Because changes in the time value are
reported in earnings along with changes in the intrinsic value of the hedging instrument, it is
not necessary to separately account for the change in time value.

The change in the value over time of the forward contract used to hedge the firm commit-
ment is calculated as follows:

April 14 April 30 May 31 June 30

Notional amount in tons . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 3,000 3,000 3,000
Spot rate per ton . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $172 $174 $174 $176
Forward rate per ton for remaining time . . . . . . . . . . . . . $173 $175 $174 $176
Initial forward rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $173 $173 $173
Change from original forward rate . . . . . . . . . . . . . . . . . $2 $1 $3
Fair value of forward contract in future dollars:

Original forward value . . . . . . . . . . . . . . . . . . . . . . . . $519,000 $519,000 $519,000
Current forward value . . . . . . . . . . . . . . . . . . . . . . . . . 525,000 522,000 528,000

Change – gain (loss) in forward value . . . . . . . . . . . . . $ 6,000 $ 3,000 $ 9,000

Discount rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6% 6% 6%
Present value of the fair value of the contract:
FV¼ $6,000, n¼ 2, i¼ 0.5% . . . . . . . . . . . . . . . . . . . . $ 5,940
FV¼ $3,000, n¼ 1, i¼ 0.5% . . . . . . . . . . . . . . . . . . . . $ 2,985
FV¼ $9,000, n¼ 0, i¼ 0.5% . . . . . . . . . . . . . . . . . . . . $ 9,000
Change in above fair value of the
contract – gain (loss):

Current present value . . . . . . . . . . . . . . . . . . . . . . . . $ 5,940 $ 2,985 $ 9,000
Prior present value . . . . . . . . . . . . . . . . . . . . . . . . . . 0 5,940 2,985

Change in present value . . . . . . . . . . . . . . . . . . . . . $ 5,940 $ (2,955) $ 6,015

Assume that management has decided to measure changes in the value of the commitment
based on changes in the forward rates over time and that the suggested change in value is then
discounted. Therefore, the change in value of the commitment will equal the change in the
value of the forward contract. Based on the above relevant information, the entries to record the
commitment, hedge, and sales transaction follow on page 527.

2 Management has the discretion to either include or exclude the time value of the futures contract from the assess-
ment of effectiveness. However, excluding the time value of the contract increases the likelihood that there will
be no ineffectiveness in the hedge. Generally speaking, if the terms of the forward contract and the commitment
are the same (in terms of notional amount, expiration date, location, etc.) and the time value is excluded, there
will be no hedge ineffectiveness.
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Apr. 30 Loss on Firm Commitment . . . . . . . . . 5,940 Forward Contract* . . . . . . . . . . . . . . . . . . . . . . . 5,940
Firm Commitment. . . . . . . . . . . . . . 5,940 Gain on Forward Contract. . . . . . . . . . . . . . . . 5,940

To record change in fair
value of firm commitment.

To record the change in value of forward
contract.

*Note: The above entry records the total change in the value of the contract
including both the intrinsic value and the time value.

May 31 Firm Commitment. . . . . . . . . . . . . . . . 2,955 Loss on Forward Contract . . . . . . . . . . . . . . . . . . 2,955
Gain on Firm Commitment. . . . . . . 2,955 Forward Contract. . . . . . . . . . . . . . . . . . . . . . . 2,955

To record change in fair
value of firm commitment.

To record the change in value of forward
contract.

June 30 Loss on Firm Commitment . . . . . . . . . 6,015 Forward Contract . . . . . . . . . . . . . . . . . . . . . . . . 6,015
Firm Commitment. . . . . . . . . . . . . . 6,015 Gain on Forward Contract. . . . . . . . . . . . . . . . 6,015

To record change in value
forward.

To record the change in value of contract.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . 516,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
Firm Commitment. . . . . . . . . . . . . . . . 9,000 Forward Contract. . . . . . . . . . . . . . . . . . . . . . . 9,000

Sales . . . . . . . . . . . . . . . . . . . . . . . 525,000 To record settlement of forward contract.
To record the sale of inventory
covered by the firm commitment
(3,000 tons sold at $172).

Cost of Sales . . . . . . . . . . . . . . . . . . . 430,000
Inventory . . . . . . . . . . . . . . . . . . . . 430,000

To record the cost of sales.

The concern with the firm commitment was that prices would increase above the firm sales
price and reduce the value of the commitment. A forward contract to buy is an appropriate
strategy if prices are expected to increase, because as prices increase, the value of the forward
contract would increase. After excluding the time value of the contract, the forward contract
was expected to be highly effective as a hedge because the derivative instrument had the same
type of inventory, notional amount, and forward rate as the hedged commitment. The effective-
ness of the hedge is as follows:

Desired
Position

Without the
Forward
Contract

With the
Forward
Contract

Sales value of firm commitment . . . . . . . . . . . . . . . . . . . . $ 528,000 $ 516,000 $ 525,000
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (430,000) (430,000) (430,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 98,000 $ 86,000 $ 95,000
Loss on firm commitment . . . . . . . . . . . . . . . . . . . . . . . . . (9,000)
Gain in value of forward contract . . . . . . . . . . . . . . . . . . 9,000

Net effect on earnings . . . . . . . . . . . . . . . . . . . . . . . . . $ 98,000 $ 86,000 $ 95,000

The hedge on the firm commitment was highly effective in that the loss in the value of the
firm commitment was totally offset by the gain in the value of the forward contract. This resulted
in establishing a sales value that reflected the rate at the actual date of the sale (3,000 tons at
$176 ¼ $528,000) less the $3,000 [3,000� ($172 – $173)] spot forward difference rather than
the lower value (3,000 tons at $172¼ $516,000) that was established at the date of the commit-
ment. Note that the account Firm Commitment serves the purpose of adjusting the sales value
of the commitment. In essence, through the use of a hedge, the firm commitment did not pre-
vent the company from realizing even a higher sales value.
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An Example of a Fair Value—Hedge against a Fixed Interest
Notes Payable Using an Interest Rate Swap

If a company has borrowed at a fixed rate of interest, the fair value of the resulting liability
will change if benchmark interest rates change.3 Although the cash flows are fixed, the dis-
count (current interest) rate changes, resulting in a change in present value. For example, if
interest rates decrease, the net present value of the cash flows and the liability will increase.
Furthermore, if the debtor company anticipates that variable rates will fall below the original
fixed rate, it would have preferred to structure the debt with a variable rate rather than a
fixed rate of interest. An interest rate swap would allow the company to accomplish this if it
paid a variable rate of interest to a counterparty in exchange for the receipt of a fixed rate of
interest. In essence, the debt with a fixed rate of interest is converted into debt with a variable
rate of interest.

For example, assume that on January 1, 2015, a company had taken out an 18-month,
$20,000,000 note from a bank at a fixed rate of 7% with interest due on a semiannual basis. On
January 1, 2015, believing that interest rates are likely to drop, the company arranged to receive
a 7% fixed rate of interest from another financial institution in exchange for the payment of
variable rates. Differences between the fixed and variable rates are to be settled on a semiannual
basis. The variable rates are based on the London Interbank Offered Rate (LIBOR) rate þ
1.25% (125 basis points) and are reset semiannually in order to determine the interest rate to
be used for the next semiannual payment. The notional amount of the interest rate swap is
$20,000,000, and the expiration date of the swap matches the maturity date of the original
bank loan. Relevant values are as follows:

Reset Dates

LIBORþ1.25%
Rates for Next

Period
Assumed Fair
Value of Swap Change in Fair Value

Jan. 1, 2015 7.0%
June 30, 2015 6.8 $38,000 $38,000
Dec. 31, 2015 6.7 29,000 (9,000)

Pays a Fixed Rate

On June 30, 2015 pay 7.0%
On Dec. 31, 2015 pay 7.0%
On June 30, 2016 pay 7.0%

Pays a Variable Rate

On June 30, 2015 pay 7.0%
On Dec. 31, 2015 pay 6.8%
On June 30, 2016 pay 6.7%

Receives a Fixed Rate

On June 30, 2015 receive 7.0%
On Dec. 31, 2015 receive 7.0%
On June 30, 2016 receive 7.0%

Bank
(Counterparty

Swap)

Bank
(Creditor)

Company
(Issuer of Debt)

3 Currently, the interest rates on direct Treasury obligations of the U.S. government, the London Interbank Offered
Rate (LIBOR) swap rate, and the Overnight Index Swap Rate (also referred to as the Fed Funds Effective Swap
Rate) are considered to be benchmark interest rates.
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Based on the above relevant information, the entries to record the note payable and the
interest rate swap are as follows:

2015
Jan. 1 Cash . . . . . . . . . . . . . . . . . . . . . 20,000,000

7% Note Payable. . . . . . . . . . 20,000,000
To record receipt of note proceeds.

June 30 Interest Expense. . . . . . . . . . . . . 700,000
Cash . . . . . . . . . . . . . . . . . . . 700,000

To record semiannual interest payment
($20,000,000� 7%�½ year).

Loss on Debt. . . . . . . . . . . . . . . . 38,000 Interest Rate Swap Asset . . . . . . 38,000
7% Note Payable. . . . . . . . . . 38,000 Gain on Swap . . . . . . . . . . . . 38,000

To recognize the change in the value of the debt. To recognize the change in the value of the swap.

Dec. 31 Interest Expense. . . . . . . . . . . . . 700,000 Cash . . . . . . . . . . . . . . . . . . . . . 20,000
Cash . . . . . . . . . . . . . . . . . . . 700,000 Interest Expense . . . . . . . . . . . 20,000

To record semiannual interest payment
($20,000,000� 7%�½ year).

To record settlement of interest rate difference on
swap (6.8% vs. 7% on $20,000,000�½ year).

7% Note Payable . . . . . . . . . . . 9,000 Loss on Swap. . . . . . . . . . . . . . . 9,000
Gain on Debt . . . . . . . . . . . . . 9,000 Interest Rate Swap Asset . . . . 9,000

To recognize the change in the value of the debt. To recognize the change in the value of the swap.

2016
June 30 Interest Expense. . . . . . . . . . . . . 700,000 Cash . . . . . . . . . . . . . . . . . . . . . 30,000

Cash . . . . . . . . . . . . . . . . . . . 700,000 Interest Expense . . . . . . . . . . . 30,000
To record semiannual interest payment
($20,000,000� 7%�½ year).

To record settlement of interest rate difference on
swap (6.7% vs. 7% on $20,000,000�½ year).

7% Note Payable . . . . . . . . . . . 29,000 Loss on Swap. . . . . . . . . . . . . . . 29,000
Gain on Debt . . . . . . . . . . . . . 29,000 Interest Rate Swap Asset . . . . 29,000

To recognize the change in the value of the debt. To write down swap value to zero at end of contract.

7% Note Payable . . . . . . . . . . . 20,000,000
Cash . . . . . . . . . . . . . . . . . . . 20,000,000

To record repayment of debt.

During the period covered by the interest rate swap, the carrying amount of the debt was
adjusted to reflect changes in the value traceable to movement in benchmark interest rates. In
essence, these adjustments represent a discount or premium on the debt. However, while the hedge
is in effect, the discount or premium does not have to be amortized. After termination of the swap,
any remaining discount or premium must be amortized over the remaining life of the debt.

The interest rate swap was highly effective in replacing a 7.0% fixed rate of interest on the
debt with a variable or floating rate of interest equal to LIBOR þ 1.25%. The variable rate of
interest is derived as follows:

Rate paid on original debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . �7.00%
Receive fixed rate on swap . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . þ7.00%
Pay floating rate on swap . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � LIBORþ 1.25%
Net pay rate [� 7.00%þ 7.00%� (LIBORþ1.25%)] . . . . . . . . . . . . . . . . . . . . . ¼ LIBORþ 1.25%

Given the decreasing pattern of the floating rates, the company experienced a reduction in
interest expense and cash outflows as follows:

Total interest expense at fixed rate. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,100,000
Total interest expense at floating rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,050,000

Reduction in interest expense and cash flows . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000

529Module DERIVATIVES AND RELATED ACCOUNTING ISSUES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



The change in the value of the swap offsets the change in the value of the debt. The fair
value hedge was expected to be highly effective (in this case perfectly effective) in offsetting
changes in the fair value of the debt due to the fact that:

^ The notional amount of the swap matches that of the debt.
^ The maturity date of the swap matches that of the debt.
^ The fair value of the swap at inception is zero.
^ The fixed rate is the same over the life of the note, and the variable rate is based on the same

index (LIBOR) over the life of the note.
^ The debt is not prepayable.
^ There is no floor or ceiling on the variable interest rate.
^ The intervals between reset dates are frequent enough to justify an assumption that the

settlement amounts are based on market rates.

Special Accounting for Cash Flow Hedges

The hedged item in a cash flow hedge is one in which future cash flows could be affected due to
a particular risk. These hedges involve cash flows associated with a forecasted transaction, fore-
casted cash flows associated with a recognized asset or liability, or an unrecognized firm commit-
ment. A forecasted transaction is one that is expected to occur in the future at a market price
that will be in existence at the time of the transaction. This is in contrast to a commitment,
which involves market prices that have been previously determined at the time of the commit-
ment. Unlike a commitment, a forecasted transaction does not provide an entity with any pre-
sent rights or obligations and therefore does not have any fixed prices or rates. Because fixed
prices or rates are not present in a forecasted transaction, an entity is exposed to the risk that
future cash flows may vary due to changes in prices/rates. In order to reduce the risk associated
with unfavorable cash flow variability, a strategy is developed to hedge the variable cash flows.
These hedges are known as cash flow hedges. For example, assume that a food processor fore-
casts that it will need to purchase corn in 60 days. Absent a fixed commitment, the producer is
exposed to the risk that corn prices may increase and more cash will be needed to acquire the
inventory. In order to reduce the risk associated with uncertain variable cash flows, the producer
could acquire a futures contract to buy corn or perhaps a call option to buy corn. The objective
of the hedge is to allow the entity to fix the price or rate and reduce the variability of cash flows.

Qualifying Criteria for Cash Flow Hedges. As is the case with a fair value hedge, special hedge
accounting is not available for a cash flow hedge unless a number of criteria are satisfied. Cash
flow hedges must also meet the criteria regarding documentation and assessment of effective-
ness. Although set forth in greater detail in the FASB’s Accounting Standards Codification,
selected qualifying criteria for a cash flow hedge are set forth in Exhibit M-4.4

Accounting for a Cash Flow Hedge. If the derivative instrument and the hedged item satisfy the
criteria, then the cash flow hedge will qualify for special accounting. The gain or loss on the de-
rivative instrument will be reported in other comprehensive income (OCI), and the ineffective
portion, if any, will be recognized currently in earnings.5 As with fair value hedges, a portion of
the derivative instrument’s gain or loss may be excluded from the assessment of effectiveness.
That portion of the gain or loss will be recognized currently in earnings rather than as a compo-
nent of other comprehensive income.

The gain or loss on a cash flow hedge is reported as OCI, rather than recognized currently in
earnings, because the hedged forecasted cash flows have not yet occurred or been recognized in the
financial statements. The hedge is intended to establish the values that will be recognized once
the forecasted transaction occurs and is recognized. Once the forecasted transaction has actually
occurred, the OCI gain or loss will be reclassified into earnings in the same period(s) as the

8
O B J E C T I V E

Demonstrate how a cash

flow hedge is used, and

account for such hedges.

4 FASB ASC 815-20-25.
5 Other comprehensive income is not included in the income statement; it bypasses the traditional income state-

ment but is shown as a component of equity.
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forecasted transaction affects earnings. For example, assume that a forecasted sale of inventory is
hedged. Once the inventory is sold and recognized in earnings, the applicable amount, the OCI
gain or loss, will also be recognized in earnings. If the forecasted transaction were a purchase of
a depreciable asset, the applicable portion of the OCI would be recognized in earnings when the
asset’s depreciation expense is recognized.

Exhibit M-4
Selected Qualifying Criteria for Cash Flow Hedges

1. At inception of the hedge, there must be formal documentation of the hedging relationship and
the entity’s risk-management objective and strategy. Documentation should also identify the
hedging instrument, the hedged transaction, the nature of the risk being hedged, and a plan for
assessing the effectiveness of the hedge.

2. Both at inception and on an ongoing basis, the hedging relationship must be assessed to deter-
mine if it is highly effective in achieving offsetting cash flows attributable to the hedged item’s fair
value. The effectiveness of the hedging instrument must be assessed whenever financial statements
or earnings are reported and at least every three months.

3. If a hedging instrument is used to modify variable interest rates on a recognized asset or liability
to another variable interest rate (such instruments are known as basis swaps), the hedging instru-
ment must be a link between a recognized asset with variable rates and a recognized liability
with variable rates. For example, an entity with a variable rate loan receivable (e.g., prime rate
þ 1%) and a variable rate loan payable (e.g., LIBOR) may use a hedging instrument (e.g., swap
prime rateþ 1% for LIBOR) to link the two variable rate instruments.

4. The forecasted transaction is specifically identified as a single transaction or a group of indivi-
dual transactions.

5. The forecasted transaction is with an external party, probably will occur, and presents exposure
to variability in cash flows that could affect earnings.

6. The forecasted transaction is not the acquisition of an asset or incurrence of a liability that will
subsequently be measured at fair value with changes in fair value being currently recognized in
earnings. If the forecasted transaction relates to a recognized asset or liability, such asset or lia-
bility is not remeasured with changes in fair value being reported in current earnings.

7. For the forecasted purchase or sale of a nonfinancial item (such as inventory), the risk being
hedged against is the change in cash flows due to price/rate changes rather than a change in
cash flows due to a different location or a component part.

8. The forecasted purchase or sale of a financial asset or liability (or the interest payments on that asset
or liability) or the variable cash flows associated with an existing financial asset or liability can be
designated as a hedged item if certain types of risks, such as those related to changes in cash flows,
benchmark interest rates, foreign currency exchange rates, and creditworthiness are being
hedged. Two or more of the above risks may be hedged simultaneously. Prepayment risk may not
be designated as the risk being hedged.

The deferral of a loss on a cash flow hedge as a component of OCI is not appropriate if it is
likely to result in a combined basis/cost that exceeds the fair value of the resulting asset or lia-
bility. For example, assume a derivative loss associated with a forecasted purchase of equipment
will, when combined with the expected cost of the equipment, result in a total cost in excess of
the item’s fair value. If this is expected, the derivative’s loss should be recognized immediately in
earnings, to the extent that it exceeds the equipment’s fair value.

The change in the value of a derivative instrument that equals the change in the value of the
forecasted cash flows is recognized as OCI. If the change in the value of the derivative is less than
the change in forecasted cash flows, only the lesser amount is recorded. However, if the change
in the value of the derivative exceeds the change in forecasted cash flows, the excess (ineffective
portion of the derivative) is recognized in current earnings. For example, if a derivative instru-
ment increases $1,000 in value and the forecasted cash flows decrease in value by $900, a $900
gain will be shown as OCI, and a $100 gain will be recognized in current earnings.

If the change in value of a derivative instrument is less than the change in value of the
forecasted transaction, all of the change in value of the derivative instrument is recognized as a
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component of other comprehensive income. However, the excess change in value of the forecasted
transaction is not recognized. To do so would allow partial recognition of a transaction that has
not yet occurred. For example, assume a derivative instrument changes $1,000 in value and the
forecasted cash flows change in value by $1,200. Only $1,000 of the change in value is recognized
as a component of other comprehensive income and the $200 difference is not accounted for.

If all or part of a transaction is still forecasted, there may be some gain or loss on a correspond-
ing derivative that is still being classified as a component of OCI. On an ongoing basis, it is
important to make sure that the gain (loss) on a derivative that remains as a component of OCI
does not more than offset the cumulative loss (gain) in the value of the remaining forecasted trans-
action. If excessive amounts are classified as OCI, such excess amounts must be reclassified as a
component of current earnings. By way of illustration, consider the following independent cases:

Case A Case B Case C

Amount of gain (loss) on derivative
that is still being classified as OCI. . . . . . . . . . . . . . . $ 10,000 $10,000 $(10,000)

Cumulative gain (loss) on remaining
forecasted transaction. . . . . . . . . . . . . . . . . . . . . . . . (12,000) (8,000) 8,000

Extent to which OCI gain (loss) more than offsets the
cumulative loss (gain) in the value of
the remaining forecasted transaction . . . . . . . . . . . . Not applicable 2,000 (2,000)

Amount of OCI to be reclassified as a
component of current earnings . . . . . . . . . . . . . . . . . Not applicable 2,000 (2,000)

The accounting treatment given a cash flow hedge should continue unless:

^ The criteria identified above are no longer satisfied,
^ The derivative instrument expires or is sold, terminated, or exercised,
^ The entity no longer designates the derivative instrument as a cash flow hedge, or
^ The hedging relationship is no longer considered highly effective based on management’s

policies.

If any of the above conditions occur, the cumulative balance remaining in other comprehen-
sive income should be reclassified into earnings in the same period or periods as the forecasted
transaction affects earnings. Furthermore, if it is probable that a forecasted transaction will not
occur by the end of the original anticipated time or within an additional 2-month period there-
after, the cumulative balance remaining in other comprehensive income should generally be
immediately reclassified into earnings.

Examples of cash flow hedges against a forecasted transaction and a variable interest notes
payable follow. Entries for the transactions are presented side by side with entries for the hedges
for clarity. All transaction costs are ignored. The examples include the use of derivatives in the
form of an option and a swap.

An Example of a Cash Flow—Hedge against a Forecasted
Transaction Using an Option

Assume that in March, a processor of cereals and other food forecasts a purchase of 300 tons of
soybean meal for June delivery. Concerned that prices may increase, the processor purchases
three at-the-money, June call options on March 10. On the Chicago Board of Trade, the
options are trading at $800 per option with a strike price of $165 per ton. Note that the option
was trading at-the-money, which means that the strike price ($165) and current spot price
($165) are equal and that the option has no intrinsic value. The $800 paid for the option
reflects time value. Each option is for a 100-ton unit with delivery at a warehouse specified by
the CBT and a settlement date of June 25. Effectiveness of the hedge is measured by comparing
changes in the option’s intrinsic value with changes in the forecasted cash flows based on spot
rates for soybean meal. Therefore, the change in time value of the option is excluded from the
assessment of hedge effectiveness. In addition to the information given above, the data shown
on page 533 are relevant to the hedging strategy.
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Given: March 10 March 31 April 30 May 31 June 25

Spot price per ton . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $165 $167 $164 $172 $178
Strike price. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $165 $165 $165 $165 $165
Number of tons per option. . . . . . . . . . . . . . . . . . . . . . . . . . . 100 100 100 100 100
Fair value per option (given) . . . . . . . . . . . . . . . . . . . . . . . . . $800 $920 $700 $1,100 $1,300

Calculations per Option:
Intrinsic value (Spot minus strike� number of tons)a . . . . . . . $ 0 $200 $ 0 $ 700 $ 1,300
Time value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800 720 700 400 0

Total (intrinsicþ time) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800 $920 $700 $1,100 $ 1,300

Value of expected cash flows
[change in spot rates – gain (loss)] . . . . . . . . . . . . . . . . . . $(200)b $100c $(700)d $ (1,300)e

OCI balance after adjustments Dr (Cr)
(lesser of intrinsic value or expected cash flows . . . . . . . . (200) 0 (700) (1,300)

Adjustment to OCI – Dr (Cr) (change in OCI balance) . . . . . (200) 200 (700) (600)
Adjustment to income – Dr (Cr) (change in time value) . . . . . 80 20 300 400

aThe intrinsic value is never less than zero because the holder does not have to exercise the option if it is not in-the-money.
b($165 – $167)� 100¼ $(200)
c($165 – $164)� 100¼ $100
d($165 – $172)� 100¼ $(700)
e($165 – $178)� 100¼ $(1,300)

The following entries relate only to the hedge because no transaction has yet occurred. The
recorded amounts are based on the above calculations:

Mar. 10 Investment in Call Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400

To record purchase of three options at $800 each.

31 Investment in Call Option [($920� $800)� 3] . . . . . . . . . . . . . . . . . 360
Loss on Option ($80� 3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240

Other Comprehensive Income ($200� 3) . . . . . . . . . . . . . . . . . . . 600
To record the change in the value of the option. The change in
time value is excluded from the assessment of hedge
effectiveness.

Apr. 30 Loss on Option ($20� 3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60
Other Comprehensive Income [($0� $200)�3]. . . . . . . . . . . . . . . . 600

Investment in Call Option [($700� $920)� 3] . . . . . . . . . . . . . . . 660
To record the change in the value of the option (note the
absence of intrinsic value).

May 31 Investment in Call Option [($1,100� $700)� 3] . . . . . . . . . . . . . . . 1,200
Loss on Option ($300� 3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

Other Comprehensive Income [($700� $0)� 3] . . . . . . . . . . . . . 2,100
To record the change in the value of the option.

June 25 Investment in Call Option [($1,300� $1,100)� 3] . . . . . . . . . . . . . 600
Loss on Option ($400� 3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

Other Comprehensive Income [($1,300� $700)� 3] . . . . . . . . . 1,800
To record the change in the value of the option.

Cash ($1,300� 3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,900
Investment in Call Option. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,900

To record settlement of option.

Inventory—Soybean Meal. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,400
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,400

To record purchase of 300 tons at the spot rate of $178 per ton.
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When the inventory of soybean meal is recognized as a component of cost of sales and
thereby affects earnings, the applicable amount of other comprehensive income will also be
recognized in earnings. Entries to reflect this are as follows:

Cost of Sales—Soybean Meal. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,400
Inventory—Soybean Meal. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,400

To recognize cost of sales.

Other Comprehensive Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,900
Cost of Sales—Soybean Meal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,900

To adjust cost of sales by the gain accumulated in other
comprehensive income.

There are several important points to note about the above entries regarding the cash flow
hedge.

^ Changes in the time value of the option (from $800 to $0 on three options) are recognized
currently in earnings, not OCI, as an unrealized loss of $2,400 ($240 þ $60 þ $900 þ
$1,200) on the hedge.

^ At the end of April, the cumulative change in the value of the expected cash flows associated
with the forecasted purchase of inventory was a $300 gain ($100 � 3), but the intrinsic
value of the derivative hedge was $0. Therefore, the balance in OCI must be the lesser of the
absolute value of these two values. At the end of April, the OCI balance is zero even though
there is a cumulative loss due to changes in the spot rates.

^ The cumulative balance in OCI will be reclassified into earnings in the same periods(s) in
which the inventory of soybean meal affects earnings (as cost of sales). As shown above, this
occurred through the entry that reduced the cost of goods sold by the OCI balance amount.

Note that this example contained no hedge ineffectiveness because of the following:

1. The terms of the derivative option and the forecasted transaction match in terms of com-
modity, quantities, qualities, location, and timing.

2. The time value of the option was excluded from an assessment of the hedge effectiveness.

3. The call option was in-the-money;, therefore, the changes in intrinsic value could offset the
changes in the forecasted cash flows based on spot rates. If an option is out-of-the-money, it
has no intrinsic value and cannot offset the changes in the forecasted cash flows.

The hedge was effective against adverse effects of increases in the spot price. By entering into the
hedging relationship, the cost of the inventory, and ultimately the resulting cost of sales, was fixed at
the strike price of $49,500 (300 tons at the strike price of $165 per ton). This was accomplished by
incurring a cost of $2,400, represented by the initial premium on the three options (3 � $800 ¼
$2,400). The effect the cash flow hedge had on the forecasted transaction is summarized as follows:

Without the
Call Option

With the
Call Option

Cost of inventory to be included in cost of sales based on
spot prices (300 tons @ $178 per ton) . . . . . . . . . . . . . . . . . . . . $53,400 $53,400

Gain included in other comprehensive income and
reclassified as an adjustment to cost of sales
[300 tons� ($165� $178)] . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,900)

Adjusted basis of inventory to be included in cost of sales. . . . . . . . $53,400 $49,500
Time value of the option recognized as a loss on hedge

equal to the premium (3 options @ $800) . . . . . . . . . . . . . . . . . . 2,400

Net cost to be recognized in income statement . . . . . . . . . . . . . . . . $53,400 $51,900

Although this hedge was effective, it is important to note that if the spot rate on June 25 had
been less than the strike price, the hedge would not have been effective.
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An Example of a Cash Flow—Hedge against a Variable Interest
Notes Payable Using an Interest Rate Swap

If an entity has a note receivable or payable that is based on a variable rate of interest, the entity
may hedge the variable interest cash flows. Note that a hedge of an asset or liability involving a
fixed rate of interest would be a fair value hedge, but if the interest rate is variable, it is a cash
flow hedge. The purpose of the cash flow hedge is to offset the risk associated with uncertain
variable cash flows by establishing a fixed interest rate.

For example, assume that on January 1, 2015, an entity has loaned $10,000,000 for two
years with semiannual interest due based on a variable rate of LIBOR þ 1% (100 basis points).
On June 30, 2015, concerned that variable interest rates will decline, the entity enters into a
swap to receive a fixed rate of 7% in return for payment of a variable LIBOR þ 1.25% (125
basis points) rate. The notional amount of the swap is $10,000,000. At each semiannual period,
the swap is settled, and the variable rate is reset for the following semiannual interest payment.
Relevant values are as follows:

Reset Dates

Receive
LIBORþ 1%

for Next Period

Pay
LIBORþ 1.25%
for Next Period

Fair Value
of Swap Change in Fair Value

June 30, 2015 6.75% 7.0%
Dec. 31, 2015 6.65% 6.9 $ 9,505 $9,505
June 30, 2016 6.35% 6.6 19,361 9,856*

*Note that the loan is for two years and matured on December 31, 2016. Therefore, the swap does not exist after that
point in time.

Receives a Variable Rate

On Dec. 31, 2015 receive 6.75%
On June 30, 2016 receive 6.65%
On Dec. 31, 2016 receive 6.35%

Pays a Variable Rate

On Dec. 31, 2015 pay 7.0%
On June 30, 2016 pay 6.9%
On Dec. 31, 2016 pay 6.6%

Receives a Fixed Rate

On Dec. 31, 2015 receive 7.0%
On June 30, 2016 receive 7.0%
On Dec. 31, 2016 receive 7.0%

Bank
(Counterparty

Swap)

Debtor

Company
(Lending

$10,000,000)

The swap was not a hedge against changing values of the debt, but rather a hedge against the
changing cash values of the variable interest payments. The interest rate swap was highly effec-
tive in replacing a LIBOR þ 1% variable or floating rate of interest on the note receivable with
a fixed rate of interest equal to 6.75%. The fixed rate of interest is derived as follows:

Rate received on original debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . LIBORþ 1.00%
Pay floating rate on swap . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � LIBORþ 1.25%
Receive fixed rate on swap . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . þ 7.00%
Net receive rate [(LIBORþ 1.00%)� (LIBORþ 1.25%)þ 7.00%] . . . . . . . . . . . ¼ 6.75%

The net receive rate of 6.75% on the $10,000,000 loan, or $337,500 (6.75% �
$10,000,000�½ year), per six months is the amount of interest income that will be recognized
each period. This will be accomplished by recording the interest income at the variable interest
rate of LIBOR þ 1% and transferring from OCI to income the amount necessary to yield total
interest income of $337,500 per period of the hedge. The amount transferred from OCI each
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period is done when the hedged item impacts earnings and represents the cash received each
period as settlement of the swap.

The entries to record the interest rate swap are as follows:

2015
Dec. 31 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 337,500

Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 337,500
To record interest income at the variable rate
($10,000,000� 6.75%�½ year).

Interest Rate Swap Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,505
Other Comprehensive Income*. . . . . . . . . . . . . . . . . . . . . . . 9,505

To record settlement of the swap [$10,000,000�
(7.0%� 7.0%)�½ year] plus the change in the value
of the swap.

2016
June 30 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 332,500

Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 332,500
To record interest income at the variable rate
($10,000,000� 6.65%�½ year).

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Interest Rate Swap Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,856

Other Comprehensive Income. . . . . . . . . . . . . . . . . . . . . . . . 14,856
To record settlement of the swap [$10,000,000�
(7.0%� 6.9%)�½ year] plus the change in the value
of the swap.

Other Comprehensive Income* . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

To reclassify other comprehensive income to earnings
(equal to the cash settlement associated with interest
currently being recognized in earnings).

Dec. 31 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 317,500
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 317,500

To record interest income at the variable rate
($10,000,000� 6.35%�½ year).

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Interest Rate Swap Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,361
Other Comprehensive Income. . . . . . . . . . . . . . . . . . . . . . . . 639

To record settlement of the swap [$10,000,000�
(7.0%� 6.6%)�½ year] plus the change in the value
of the swap.

Other Comprehensive Income. . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

To reclassify other comprehensive income to earnings.

*The two previous entries could be combined into one entry. However, it is important to note that other comprehensive
income is reclassified into earnings only in the period in which the forecasted transaction affects earnings (i.e., interest
income is recognized).

Given the decreasing pattern of the floating rates, the company experienced an increase in
interest income and cash inflows with a swap to pay floating for receive fixed as follows:

Total interest income from receive fixed rate swap (net
rate of 6.75%� $10,000,000� 1.5 years) . . . . . . . . . . . . . . . . . . $1,012,500

Total interest income at floating rate . . . . . . . . . . . . . . . . . . . . . . . . . . . 987,500

Increase in interest income and cash inflows. . . . . . . . . . . . . . . . . . . . . $ 25,000

The $25,000 increase in interest income was initially recorded in OCI and was then reclassi-
fied into earnings when interest on the loan receivable affected earnings. In each of the three
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interest periods accounted for with the above entries, the interest income was $337,500. This
represents the fixed rate of interest of 6.75% on $10,000,000 for one-half of a year. In each of
the three interest periods, the interest income at the floating rate was increased by reclassifying
OCI in order to net interest income of $337,500.

R E F L E C T I O N
� Fair value hedges apply to recognized assets and liabilities or firm commitments. The

terms, prices, and/or rates for these items are fixed. However, market changes in the

prices or rates affect the fair value of the recognized item or commitment.

� Cash flow hedges apply to existing assets or liabilities with variable future cash flows and

to forecasted transactions. The prices or rates for these items are not fixed, and,

therefore, future cash flows may vary due to changes in prices or rates.

� In a fair value hedge, both the derivative instrument and the hedged item are measured

at fair value. Changes in the fair value of the respective items are recognized currently in

earnings.

� In a cash flow hedge, the derivative instrument is measured at fair value with changes in

value being recognized in other comprehensive income. The amounts in other

comprehensive income are recognized in current earnings in the same period(s) as are the

earnings impact of the hedged cash flow.

I A S B P E R S P E C T I V E S

In late 2013, the IASB issued new hedge accounting principles as an amendment to IFRS 9.

These new principles differ from U.S. accounting for hedge transactions as set forth in ASC

815 in a number of ways. Although there are numerous differences, some of the differ-

ences are as follows: IFRS allows the risk component of both financial and nonfinancial

items as a hedged item. ASC does not allow hedging of nonfinancial items, except in the

case of foreign currency cash flow hedges. IFRS allows nonderivative financial instruments

to be used as hedging instruments, whereas this is not permitted per ASC 815 except in

the case of certain foreign currency hedges.

^ IFRS does not require a quantitative assessment of hedging effectiveness, but rather relies
more on a qualitative assessment. ASC 815 typically focuses on a quantitative assessment of
effectiveness.

^ ASC 815 requires both a prospective and retrospective assessment of hedge effectiveness,
whereas IFRS does not require a retroactive assessment.

^ In the case of cash flow hedges, IFRS requires that amounts accumulated in OCI be
included in the cost or carrying amount of the hedged nonfinancial item. Per ASC 815,
amounts accumulated in OCI are not recorded as basis adjustments, but rather reclassified
to earnings when the hedged item affects earnings.

DISCLOSURES REGARDING DERIVATIVE
INSTRUMENTS AND HEDGING ACTIVITIES
The FASB requires entities that hold or issue derivative instruments that are designated and
qualify as hedging instruments to disclose information that allows users to understand:

1. How and why the reporting entity uses derivative instruments.

2. In the case of both fair value and cash flow hedges, how to account for the derivative instru-
ments and the related hedged items.

9
O B J E C T I V E

Identify the various types of

information that should be

included in disclosures

regarding derivative

instruments and hedging

activities.
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3. In the case of both fair value and cash flow hedges, how the derivative instruments and the
related hedged items affect the reporting entity’s financial position, financial performance,
and cash flows.

The above disclosures must be made on an annual basis as well as on an interim reporting basis
when a statement of financial position and a statement of financial performance are presented.
The complete disclosure requirements are contained in FASB ASC 815-10-50.

Certain other disclosures are required for hedges relating to the foreign currency exposure of
a net investment in a foreign operation. These disclosures will be discussed in Chapter 11.

R E F L E C T I O N
� The FASB requires general and specific financial statement disclosures by companies

holding or issuing derivative instruments.

UNDERSTANDING THE ISSUES

1. Explain how both the intrinsic value and the time value are measured for a forward
contract to sell and for a put option.

2. What is the exposure to risk associated with a firm commitment to sell inventory that
a fair value hedge is intended to reduce?

3. A regional bakery is forecasting a major purchase of flour and is considering the use
of a cash flow hedge. Explain how a cash flow hedge affects operating income cur-
rently and in the future as well as how such amounts are calculated.

4. Why might an option be preferred over a futures contract?

5. Using an example, explain how an interest swap works.

EXERCISES

Exercise 1 (LO 4, 5) Impact on earnings of an option and an interest rate

swap. Millikin Corporation decided to hedge two transactions. The first transaction is a fore-
casted transaction to buy 500 tons of inventory in 60 days. The company was concerned that sell-
ing prices might increase, and it acquired a 60-day option to buy inventory at a price of $1,200
per ton. Upon acquiring the option, the company paid a premium of $10 per ton when the spot
price was $1,201. At the end of 30 days, the option had a value of $19 per ton and a current spot
price of $1,214 per ton. Upon expiration of the option, the spot price was $1,216 per ton.

In another transaction, the company borrowed $3,000,000 at a fixed rate of 8%; after three
months, the company became concerned that variable rates would be lower than 8%. In
response, the company entered into an interest rate swap whereby it paid variable rates to a
counterparty in exchange for a fixed rate of 8%. The reset rate for the first 30 days of the swap
was 8.1% and was 7.8% for the second 30 days of the swap. The fair value of the swap was
$3,000 after the first 30 days and $3,300 after 60 days.

Determine the impact on earnings of the above hedges for the first and second 30-day
period.

Exercise 2 (LO 3) Fair value hedges using futures. A large corporate farming operation
is holding an inventory of corn and wheat and is concerned that excess harvests this season will
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lower the value of the commodities. In order to hedge against adverse market changes, the
corporation acquired the following contracts on June 1:

^ 30 contracts to sell 5,000 bushels of corn in December at a future price of $3.56 per bushel.
^ 30 contracts to sell 5,000 bushels of wheat in December at a future price of $6.35 per

bushel.

Spot and future prices are as follows:

Corn—Dollars per Bushel Wheat—Dollars per Bushel

Spot Price Future Price Spot Price Future Price

June 1 $3.42 $3.56 $6.20 $6.35
June 30 3.41 3.53 6.19 6.33
July 31 3.43 3.54 6.175 6.32

For each of the fair value hedges, determine, by month, the change in the value of the
respective inventories and the gain or loss on the futures contracts.

Exercise 3 (LO 3, 7) Fair value hedge—an interest rate swap’s effect on interest

and the carrying value of a note. On July 1, 2016, Hargrove Corporation issued a 2-year
note with a face value of $4,000,000 and a fixed interest rate of 9%, payable on a semiannual
basis. On January 15, 2017, the company entered into an interest rate swap with a financial
institution in anticipation of lower variable rates. At the initial date of the swap, the company
paid a premium of $9,200. The swap had a notional amount of $4,000,000 and called for the
payment of a variable rate of interest in exchange for a 9% fixed rate. The variable rates are reset
semiannually beginning with January 1, 2017, in order to determine the next interest payment.
Differences between rates on the swap will be settled on a semiannual basis. Variable interest
rates and the value of the swap on selected dates are as follows:

Reset Date
Variable Interest

Rate
Value of
the Swap

January 1, 2017 . . . . . . . . . . . . . . . . . . 8.75%
June 30, 2017. . . . . . . . . . . . . . . . . . . . 8.50 $14,000
December 31, 2017 . . . . . . . . . . . . . . . 8.85 3,500

For each of the above dates June 30 and December 31, determine:

1. The net interest expense.
2. The carrying value of the note payable.
3. The net unrealized gain or loss on the swap.

Exercise 4 (LO 6, 7) Evaluating a hedge of a firm commitment with a put

option. A major cattle feeding operation has entered into a firm commitment to buy 100,000
bushels of corn to be delivered to its feed lot in Kansas. The corn is expected to be delivered in
90 days. The company is committed to pay $1.50 per bushel. If corn yields are greater than
expected, the price of corn could decline and the company would experience higher operating
costs than necessary as a result of the commitment.

In order to protect itself against falling corn prices, the company purchased an option to sell
corn in 90 days at a strike price of $1.51 per bushel delivered to a facility in Nebraska.

1. Assuming that the company designated the swap as a fair value hedge, identify several critical
criteria that would need to be satisfied in order to justify this classification.

2. Identify several factors that would suggest that the company’s hedge would qualify as being
highly effective in reducing the risk associated with the firm’s commitment to buy 100,000
bushels of corn.

3. Explain why an option to sell corn rather than corn futures may provide the company with
more flexibility.
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4. Assume that at the time of acquiring the put option, the price of corn was more than $1.51.
Explain why the option had a value of more than zero at inception.

5. Assume that one of your colleagues made the following comment: ‘‘An option can never
have a negative value; therefore, you can never lose money on an option.’’ Discuss whether
or not you agree with your colleague.

6. Assuming that only the intrinsic value is used to assess effectiveness, explain how the option’s
time value affects earnings prior to the end of the commitment.

Exercise 5 (LO 4, 8) Evaluating the impact of hedging a forecasted transaction

with an option. Casper Enterprises is forecasting two significant transactions and is con-
cerned that adverse price movements could negatively impact these transactions. In order to
hedge against adverse movements, Casper has acquired two options as described below.

The first forecasted transaction involves the purchase of a commodity with the concern
being that commodity prices could increase prior to the transaction actually taking place. As a
defensive move, Casper acquired Option A. The option is a call option involving 200 tons of a
commodity with a strike price of $1,500 per ton with delivery of the commodity in 90 days.

The other forecasted transaction involves the sale of 100,000 bushels of a harvested com-
modity with the concern that the price of the commodity may decrease prior to the transaction
actually taking place. As a defensive move, Casper acquired Option B. The option is a put
option involving 100,000 bushels of the commodity with a strike price of $2.50 per bushel and
delivery in 90 days.

Effectiveness of the hedge is measured by comparing the changes in the intrinsic value of the
option with changes in the forecasted cash flows based on spot rates. The time value is to be
expensed over the life of the option. Information concerning the options is as follows:

At Inception
of Option

30 Days
Later

60 Days
Later

Option A:
Spot price per ton . . . . . . . . . . . . . . . . . . . . . . . . . . $1,490 $1,498 $1,510
Strike price per ton. . . . . . . . . . . . . . . . . . . . . . . . . . $1,500 $1,500 $1,500
Number of tons per option. . . . . . . . . . . . . . . . . . . . 200 200 200
Fair value of option . . . . . . . . . . . . . . . . . . . . . . . . . $900 $700 $2,500

Option B:
Spot price per bushel . . . . . . . . . . . . . . . . . . . . . . . . $2.52 $2.48 $2.45
Strike price per bushel . . . . . . . . . . . . . . . . . . . . . . . $2.50 $2.50 $2.50
Number of bushels per option . . . . . . . . . . . . . . . . . 100,000 100,000 100,000
Fair value of option . . . . . . . . . . . . . . . . . . . . . . . . . $1,200 $3,300 $5,200

For each option, determine the following balances at both 30 days and 60 days after incep-
tion of the option: Investment in Option, Other Comprehensive Income, and Gain or Loss on
Option (the change in time value).

Exercise 6 (LO 4, 8) Entries to record a hedge of a forecasted purchase with an

option. A Midwest food processor forecasts purchasing 300,000 pounds of soybean oil in
May. On February 20, the company acquires an option to buy 300,000 pounds of soybean oil
in May at a strike price of $1.60 per pound. Information regarding spot prices and option
values at selected dates is as follows:

February 20 February 28 March 31 April 20

Spot price per pound. . . . . . . . . . . . . . . . $ 1.61 $ 1.59 $ 1.62 $ 1.64
Fair value of option . . . . . . . . . . . . . . . . . 3,800 1,200 6,800 12,500

The company settled the option on April 20 and purchased 300,000 pounds of soybean oil
on May 3 at a spot price of $1.63 per pound. During May, the soybean oil was used to produce
food. One-half of the resulting food was sold in June. The change in the option’s time value is
excluded from the assessment of hedge effectiveness.
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1. Prepare all necessary journal entries through June to reflect the above activity.
2. What would the effect on earnings have been had the forecasted purchase not been hedged?

Assume that half of the food was sold for $300,000.

Exercise 7 (LO 5, 7) Interest rate swap with variable for fixed. At the beginning of
the current year, Skeeba Manufacturing borrowed $10 million to be repaid over the next five
calendar quarters with quarterly payments of $2,090,893.23 based on a fixed annual interest rate
of 6.0%. Concerned that variable interest rates would be lower than the 6.0% fixed interest rate,
on March 31 Skeeba secured an interest rate swap whereby it would receive a 6.0% fixed rate of
interest in exchange for the payment of a variable rate. The notional amount of the swap is $10
million, and the maturity date of the swap matches the maturity date of the original borrowing.

Reset dates are March 31, June 30, September 30, and December 31, with variable rates for
the next quarter of 5.8%, 5.5%, 5.6%, and 5.4%, respectively. Assumed fair values of the swap
are $14,954, $6,037, and $3,049, as of June 30, September 30, and December 31, respectively.

Determine the basis of the 6% note payable on June 30, September 30, and December 31
along with the interest expense for each of those calendar quarters.

PROBLEMS

Problem M-1 (LO 4, 7) Entries to record a commitment and the impact on

earnings. On March 17, Kennedy Baking, Inc., committed to buy 1,000 tons of commodity
A for delivery in May at a cost of $118 per ton. Concerned that the price of commodity A might
decrease, on March 29 the company purchased a May put option for 1,000 tons of commodity
A at a strike price of $119 per ton. The change in the time value of the option is excluded from
the assessment of hedge effectiveness, and the option was settled on May 18. After processing all
1,000 tons of commodity A at a cost of $25 per ton, one-half of the resulting inventory was sold
for $180 per ton on June 16. Relevant values are as follows:

March 29 March 31 April 30 May 18

Number of tons per option. . . . . . . . . . . . . . . . 1,000 1,000 1,000 1,000
Spot price per ton . . . . . . . . . . . . . . . . . . . . . . $118 $118 $116 $115
Strike price per ton. . . . . . . . . . . . . . . . . . . . . . $119 $119 $119 $119
Value of option . . . . . . . . . . . . . . . . . . . . . . . . $2,400 $2,200 $3,300 $4,000

1. Prepare all applicable entries for the months of March through June regarding the inventory
and the hedging instrument assuming qualification as a fair value hedge. Record the changes
in the intrinsic value and time value of the option with separate entries.

2. For the entire 1,000 tons of processed commodity A, prepare a schedule regarding the cost
of the processed commodity available for sale in terms of the desired cost, the cost without
the hedge, and the cost with the hedge.

Problem M-2 (LO 3, 8) Cash flow hedge of a forecasted purchase of wheat. Cus-
tom Brand Bakeries, Inc. (CBBI), located in Erie, Pennsylvania, bakes a variety of products for
various parties on a contract basis. For example, a food company may contract with CBBI to make
energy bars that are then sold under the food company’s private label. Contracts are typically
signed several months in advance of actual production and set forth a fixed sales price. Because
sales prices are fixed by contact, CBBI is concerned that materials costs do not increase and further
reduce profits. However, CBBI does not want to guard against increasing costs by purchasing
materials in advance of their scheduled production. Corn and wheat flour are two major ingredi-
ents used in the production process where increasing costs are of concern. CBBI wants to hedge
against these costs increasing but cannot buy flour futures. However, buying corn and wheat
futures can provide an effective hedge against changing flour prices. Changes in the price of corn
flour and wheat flour often correlate highly with changes in the price of corn and wheat.

Required
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On September 1, 2015, the company purchased, on the Chicago Board of Trade, futures
for delivery of the commodities in November. The CBTrequired a deposit of $70,000 toward a
margin account.

Corn Futures

Date
Spot Price per

Bushel
Futures Price per

Bushel Notional Amount

September 1 . . . . . . . . . . $2.5000 $2.5100 1,000,000 bushels
September 30 . . . . . . . . . 2.5380 2.5420 1,000,000
October 31 . . . . . . . . . . . 2.5680 2.5700 1,000,000
November 5 . . . . . . . . . . 2.5685 2.5710 1,000,000

Wheat Futures

Date
Spot Price per

Bushel
Futures Price per

Bushel Notional Amount

September 1 . . . . . . . . . . $3.5150 $3.5210 2,000,000 bushels
September 30 . . . . . . . . . 3.5480 3.5520 2,000,000
October 31 . . . . . . . . . . . 3.5700 3.5710 2,000,000
November 5 . . . . . . . . . . 3.5700 3.5705 2,000,000

CBBI properly documents the hedging relationship, and all criteria for special accounting as
a hedge are satisfied. The hedging instruments are determined to be highly effective as a hedge
against changing flour prices. The changes in the time value of the futures contracts are to be
excluded from the assessment of hedge effectiveness.

In early November, CBBI actually purchased both corn flour and wheat flour used in prod-
ucts sold to contracting parties on November 21. The futures contracts are settled net on
November 5.

1. Prepare all monthly entries to record hedging activity.
2. Identify and discuss several factors that might cause the futures contracts to not be perfectly

effective as a hedge against changes in the price of flour used by CBBI.

Problem M-3 (LO 3, 4, 7, 8) Impact on earnings of various hedged relation-

ships. The chief financial officer (CFO) of Baxter International has employed the use of
hedges in a variety of contexts over the first quarter of the current calendar year as follows:

Futures Contract—The company hedged against a possible decline in the value of inventory
represented by commodity A. At the beginning of February, an April futures contract to sell
10,000 units of commodity A for $3.50 per unit was acquired. It is assumed that the terms of
the futures contract and the hedged assets match with respect to delivery location, quantity, and
quality. The fair value of the futures contract will be measured by changes in the futures prices
over time, and the time value component of the futures contract will be excluded from the
assessment of hedge effectiveness. Relevant values are as follows:

February 28 March 31

Number of units per contract . . . . . . . . . . . . . . 10,000 10,000
Spot price per unit . . . . . . . . . . . . . . . . . . . . . . $3.45 $3.40
Futures price per unit . . . . . . . . . . . . . . . . . . . . $3.50 $3.44

Forward Contract—On January 15, the company committed to sell 5,000 units of inven-
tory for $90 per unit on March 15. Concerned that selling prices might increase over time, the
company entered into a March 15 forward contract to buy 5,000 units of identical inventory at
a forward rate of $92 per unit. Changes in the value of the commitment are measured based on
the changes in the forward rates over time discounted at 6%. On March 15, the inventory, with
a cost of $360,000, was sold, and the forward contract was settled. Relevant values are as shown
on page 543.

Required
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January 15 January 31 February 28 March 15

Number of units per contract . . . . . . . . 5,000 5,000 5,000 5,000
Spot price per unit . . . . . . . . . . . . . . . . $90.00 $90.20 $90.50 $90.60
Forward rate per unit . . . . . . . . . . . . . . $92.00 $91.50 $91.20 $90.60

Option—In January, the company forecasted the purchase of 100,000 units of commodity
B with delivery in February. Upon receipt, the commodity was processed further and sold for
$12 per unit on March 17. On January 15, the company purchased a February 20 call option
for 100,000 units of commodity B at a strike price of $8 per unit. Changes in the time value
of the option are excluded from the assessment of hedge effectiveness. Relevant values are as
follows:

January 15 January 31 February 20 March 17

Number of units per option . . . . . . . . . 100,000 100,000 100,000
Spot price per unit . . . . . . . . . . . . . . . . $8.05 $8.02 $7.95
Strike price per unit . . . . . . . . . . . . . . . $8.00 $8.00 $8.00
Fair value of option . . . . . . . . . . . . . . . $6,000 $2,400 $—

Processing costs per unit . . . . . . . . . . . $1.10

For each of the above hedged events and the related hedging instruments, prepare a schedule to
reflect the effect on earnings for each of the months of January through March of the current
year. Clearly identify each component account impacting earnings.

Problem M-4 (LO 5) Hedging both fixed and floating interest rates. Pasu Interna-
tional purchased a plant in Louisiana on December 31, 2015, and financed $20,000,000 of the
purchase price with a 5-year note. The note bears interest at the fixed rate of 5%, and payments
on the note are made quarterly in the amount of $1,136,408. The note has a balance of
$12,590,619 as of December 31, 2017. At the beginning of 2018, Pasu became concerned that
variable or floating interest rates would be less than its fixed rate on the above note. Given this
concern, Pasu arranged an interest rate swap on a notional amount equal to the outstanding bal-
ance of the note at the beginning of each quarter beginning with the January 1, 2018, balance
of the note. The swap calls for the payment of a variable or floating interest rate on the principal
balance of the note to a counterparty in exchange for a fixed rate of 4.75%. The floating rate is
LIBOR plus 1.5% and is reset at the beginning of each quarter for that quarter’s calculations.

In an unrelated transaction, on June 30, 2018, Pasu sold its plant in Europe and as part of
the transaction received an 18-month $10,000,000 note receivable from the buyer. The note
bears interest at a rate of LIBOR plus 2.0%, and interest-only payments are made each quarter
during 2018. The floating rate is reset at the beginning of each quarter. Concerned that declin-
ing floating interest rates will decrease the value of the note, Pasu has arranged an interest rate
swap with a counterparty effective July 1, 2018. The swap calls for the payment by Pasu of float-
ing rate of LIBOR plus 1.7% in exchange for a fixed rate of 4.5%.

LIBOR rates at the beginning of each calendar quarter of 2018 are as follows:

January 1. . . . . . . . . . . . . . . . . . . . . . . . 3.25%
April 1 . . . . . . . . . . . . . . . . . . . . . . . . . . 3.15
July 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.90
October 1 . . . . . . . . . . . . . . . . . . . . . . . 2.65

All interest rates are stated as annual interest rates. As of December 31, 2018, calculate each of
the following:

1. Annual fixed interest paid on the note resulting from the purchase of the Louisiana plant.
2. Annual floating interest paid to the counterparty on the note resulting from the sale of the

European plant.
3. Annual net interest expense on the note resulting from the purchase of the Louisiana plant.
4. Annual net interest income on the note receivable.

Required

Required
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5. Assuming that the LIBOR rate at October 1, 2018, will continue into the future, determine
the December 31, 2018, value of the interest rate swap associated with the note receivable.
(Hint: Compare the year-end present value of paying a floating rate on the notional amount
with the year-end present value of receiving a fixed rate on the notional amount.)

6. If the note receivable had been denominated in euros versus U.S. dollars, determine to what
additional risks Pasu would have been exposed.

Problem M-5 (LO 8) Prepare entries to account for a cash flow hedge involving

an option. Industrial Plating Corporation coats manufactured parts with a variety of coatings
such as Teflon, gold, and silver. The company intends to purchase 100,000 troy ounces of silver
in September. The purchase is highly probable, and the company has become concerned that
the prices of silver may increase, and, therefore, the forecasted purchase will become even more
expensive. In order to reduce the exposure to rising silver prices, on July 10 the company pur-
chased 20 September call (buy) options on silver. Each option is for 5,000 troy ounces and has a
strike price of $5.00 per troy ounce. The company excludes from hedge effectiveness changes in
the time value of the option. Spot prices and option value per troy ounce of silver are as follows:

July 10 July 31 August 31 September 10

Spot price . . . . . . . . . . . . . . . . . . . $5.10 $5.14 $5.35 $5.32
Option value . . . . . . . . . . . . . . . . . 0.20 0.23 0.37 0.33

On September 10, the company settled the option and on September 15 purchased
100,000 troy ounces of silver on account at $5.33 per ounce. The silver was used in the com-
pany’s production process over the next three months. In September and October, plating
services were provided as follows:

September October

Units of silver used . . . . . . . . . . . . . . 15,000 50,000
Other costs. . . . . . . . . . . . . . . . . . . . $105,000 $350,000
Plating revenues . . . . . . . . . . . . . . . $225,000 $750,000

Prepare all necessary entries to account for the above activities through October. Assume that
the hedge satisfies all necessary criteria for special hedge accounting.

Problem M-6 (LO 4) Prepare a schedule to determine the earnings effect of

various hedging relationships. During the third quarter of the current year, Beamer
Manufacturing Company invested in derivative instruments for a variety of reasons. The
various investments and hedging relationships are as follows:

a. Call Option A—This option was purchased on July 10 and provided for the purchase of
10,000 units of commodity A in October at a strike price of $45 per unit. The company
designated the option as a hedge of a commitment to sell 10,000 units of commodity A in
October at a fixed price of $45 per unit. Information regarding the option and commodity A
is as follows:

July 10 July 31 August 31 September 30

Spot price . . . . . . . . . . . . . . . . . . . . . . . $ 45 $ 46 $ 44 $046.50
Value of option . . . . . . . . . . . . . . . . . . . 2,000 12,400 1,000 16,000

b. Call Option B—This option provided for the purchase of 10,000 units of commodity B in
October at a strike price of $30 per unit. The company designated the option as a hedge of a
forecasted purchase of commodity B in October. Information regarding the option and
commodity B is as follows:

July 1 July 31 August 31 September 30

Spot price . . . . . . . . . . . . . . . . . . . . . . . $ 29 $29.50 $ 29 $28.75
Value of option . . . . . . . . . . . . . . . . . . . 1,100 900 600 200

Required
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c. Put Option C—This option provided for the sale of 10,000 units of commodity C in
September at a strike price of $30 per unit. The company designated the option as a hedge of
a forecasted sale of 10,000 units of commodity C on September 10. Information regarding
the option and commodity C is as follows:

July 1 July 31 August 31 September 10

Spot price . . . . . . . . . . . . . . . . . . . . . . . $ 30 $29.50 $ 29 $028.75
Value of option . . . . . . . . . . . . . . . . . . . 500 5,600 10,200 12,600

The company settled the option on September 10 and sold 10,000 units of commodity C at
the spot price. The manufacturing cost of the units sold was $20 per unit.

d. Futures Contract D—The contract calls for the sale of 10,000 units of commodity D in
October at a future price of $10 per unit. The company designated the contract as a hedge
on a forecasted sale of commodity D in October. Information regarding the contract and
commodity D is as follows:

July 1 July 31 August 31 September 10

Spot price . . . . . . . . . . . . . . . . . . . . . . . . . $9.95 $9.92 $9.89 $9.85
Futures price . . . . . . . . . . . . . . . . . . . . . . . 9.94 9.90 9.87 9.84

e. Interest Rate Swap—The company has a 12-month note receivable with a face value of
$10,000,000 that matures on June 30 of next year. The note calls for interest to be paid at
the end of each month based on the LIBOR variable interest rate at the beginning of each
month. On July 31, the company entered into an agreement to receive a 7% fixed rate of
interest beginning in August in exchange for payment of a variable rate based on LIBOR.
The reset date is at the beginning of each month, and net settlement occurs at the end of each
month. LIBOR rates and swap values are as follows:

July August September

LIBOR for month. . . . . . . . . . . . . . . . . 6.8% 6.8% 6.7%
Swap value at end of month . . . . . . . $17,729 $24,249 $21,884

In all of the above cases, the change in the time value of the derivative instrument is
excluded from the assessment of hedge effectiveness. Furthermore, the company assesses hedge
effectiveness on a continuing basis. Such an assessment at the end of June concluded that call
option B was not effective.

Prepare a schedule to reflect the effect on current earnings of the above hedging relationships.
The schedule should show relevant amounts for each month from July through September.

Problem M-7 (LO 4) Prepare entries to record a variable for fixed interest rate

swap. Hauser Corporation has $20,000,000 of outstanding debt that bears interest at a vari-
able rate and matures on June 30, 2018. At inception of the debt, the company had a lower
credit rating, and most available financing carried a variable rate. The company’s variable rate is
the LIBOR rate plus 1%. However, the company’s credit rating has improved, and the company
feels that a fixed, lower rate of interest would be most appropriate. Furthermore, the company
is of the opinion that variable rates will increase over the next 24 months. In May 2016, the
company negotiated with First Bank of Boston an interest rate swap that would allow the com-
pany to pay a fixed rate of 7% in exchange for receiving interest based on the LIBOR rate. The
terms of the swap call for settlement at the end of June and December, which coincides with the
company’s interest payment dates. The variable rates are reset at the end of each 6-month period
for the following 6-month period. The terms of the swap are effective for the 6-month period
beginning July 2016.

The hedging relationship has been properly documented, and management has concluded
that the hedge will be highly effective in offsetting changes in the cash flows due to changes in
interest rates. The criteria for special accounting have been satisfied.

Required
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Relevant LIBOR rates and swap values are as follows:

June 30, 2016 Dec. 31, 2016 June 30, 2017 Dec. 31, 2017

LIBOR rate . . . . . . . . . . . 7.0% 7.1% 6.9% 6.8%
Swap value . . . . . . . . . . $27,990 $(19,011) $(19,342)

1. Prepare the necessary entries to record the activities related to the debt and the hedge from
July 1, 2016, through June 30, 2018.

2. Prepare a schedule to evaluate the positive or negative impact the hedge had on each 6-
month period of earnings.

3. What would the LIBOR rate on December 31, 2017, have had to be in order for the interest
expense to be the same whether or not there was a cash flow hedge?

Required
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10
C H A P T E R

10
Foreign Currency Transactions

As discussed in Chapter 9, companies in the United States are engaged in significant export
and import activity. Such transactions must be denominated or settled in a currency agreed
upon by the transacting parties. Each party would often like to use its own national currency.
Since it is impossible to use more than one currency as the medium of exchange, a currency
must be selected, and rates of exchange must be established between the two competing cur-
rencies. For example, if a U.S. footwear manufacturer purchases leather from a German sup-
plier, the transaction would usually be settled in either U.S. dollars or euros. If euros are
chosen, a rate of exchange between the U.S. dollar and the euro must be determined in order
to record the transaction on the American company’s books in dollars. Given that rates of
exchange vary, the number of U.S. dollars needed to acquire the necessary euros also could
change between the time the goods are received and when payment is made for the goods.
If, during this time, more dollars are needed to acquire the necessary euros to pay for the
leather, the U.S. purchaser is exposed to an additional business risk. The more volatility there
is in exchange rates, the more risk to which the party is exposed. Similarly, if the dollar is
used as the medium of exchange, this risk would still exist, but it would be transferred to the
German vendor.

It is readily apparent that the currency decision becomes an important factor in negotiating
such transactions. Due to the volatility of currency exchange rates, companies transacting busi-
ness in foreign markets should aggressively control and measure exchange risk. Management
should develop a model that enables them to forecast the direction, magnitude, and timing of
exchange rate changes. This model, in turn, can be used to develop a strategy to minimize for-
eign exchange losses and maximize foreign exchange gains.

Business transactions that are settled in a currency other than that of the domestic (home
country) currency are referred to, in this text, as foreign currency transactions. One of the
transacting parties will settle the transaction in its own domestic currency and also measure
the transaction in its domestic currency. For example, a German company may sell inventory
to a U.S. company and require payment in euros. The currency used to settle the transaction

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain the floating international monetary system, and identify factors that influence rates
of exchange between currencies.

2. Define the various terms associated with exchange rates, including spot rates, forward rates,
premiums, and discounts.

3. Account for a foreign currency transaction, including the measurement of exchange gain or
loss.

4. Identify the contexts in which a company may be exposed to foreign currency exchange risk.

5. Understand the characteristics of derivatives and the common types used to hedge foreign
currency exchange rate risk.

6. Explain the accounting treatment given various types of foreign currency hedges.
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is referred to as the denominated currency and would be the euro in this case. The other trans-
acting party will settle the transaction in a foreign currency but will need to measure the
transaction in its domestic currency. For example, a U.S. company that purchases inventory
from a German company must settle the resulting accounts payable in euros and yet must
measure the purchase of inventory and the accounts payable in terms of U.S. dollars. The
currency used to measure or record the transaction is referred to as the measurement currency
and would be the U.S. dollar in this case. Whenever a transaction is denominated in a cur-
rency different from the measurement currency, exchange rate risk exists, and exchange rates
must be used for measurement purposes. The process of expressing a transaction in the mea-
surement currency when it is denominated in a different currency is referred to as a foreign
currency translation.

THE INTERNATIONAL MONETARY SYSTEM
Denominating a transaction in a currency other than the entity’s domestic currency requires the
establishment of a rate of exchange between the currencies. The international monetary system
establishes rates of exchanges between currencies through the use of a variety of systems. The
selection of a particular monetary system and the resulting exchange rates have a significant
effect on international business and the risk associated with such business.

Alternative International Monetary Systems

Several major international monetary systems have been employed over time, and previous
systems have occasionally been reestablished. Prior to 1944, the gold system provided a strict
apolitical system based on gold. The currencies of nations were backed by or equivalent to
some physical measure of gold. To illustrate, suppose Nation A has 1 million currency units
backed by 1,000 ounces of gold and Nation B has 2 million currency units also backed by
1,000 ounces of gold. With gold as the common denominator, exchange rates between cur-
rencies could be established. In the above example, one unit of Nation A’s currency could be
exchanged for two units of Nation B’s currency. A nation’s supply of gold, therefore, influ-
enced its money supply, rates of exchange, prices, and international trading levels (imports
and exports).

In 1944, the Bretton Woods Agreement, which created the International Monetary Fund
(IMF) and a fixed rate exchange system, was signed. The fixed rate system required each nation to
set a par value for its currency in terms of gold or the U.S. dollar. In turn, the U.S. dollar’s value
was defined in terms of gold. Modest variations from a currency’s par value were allowed, and
each nation could adjust its money supply in order to maintain its par value. The IMF could
provide support to a nation in order to maintain its par value. Changes in a currency’s par value
were referred to as devaluations and revaluations.

As pressures to maintain the par values established by the fixed rate system increased, pres-
sure was placed on the U.S. dollar. The ability of the dollar to support the system became ques-
tionable, and fears arose that countries with dollar surpluses might seek to convert these dollars
into gold. In 1971, the U.S. government, for all practical purposes, terminated the Bretton
Woods Agreement by suspending the convertibility of the dollar into gold.

Currencies temporarily became part of a floating system where rates of exchange were in
response to the supply and demand factors affecting a currency. Shortly thereafter, the IMF
accepted the Smithsonian Agreement which devaluated the U.S. dollar and did not allow for the
convertibility of the dollar into gold. Par values of currencies were established along with a
wider margin of acceptable values around the par value. The Smithsonian Agreement was
short-lived, and in response to increasing pressures on the U.S. dollar, the fixed rate system was
abandoned in 1973.

Today, the international monetary system is a floating system whereby the factors of supply
and demand primarily define currency exchange rates. Each nation’s central bank may intervene
in order to move its currency toward a target rate of exchange. This intervention results
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in a managed, or ‘‘dirty’’ float, versus an unmanaged, or ‘‘clean’’ float. Supply and demand
factors along with possible central bank intervention result in much more uncertainty and risk
than that experienced in a fixed rate system. A number of factors beyond supply and demand
affect exchange rates including but not limited to a nation’s trade balances, money supply, eco-
nomic stability, interest rates, and governmental intervention.

Although the present international monetary system is best described as a floating system,
there are a number of special variations within the system. Some nations still maintain a fixed
system whereby the rate of exchange is established by their central bank. However, because these
fixed rates are changed frequently, sometimes daily, they may be viewed as a controlled or
‘‘dirty’’ float. A currency that is frequently adjusted downward, such as those in less-developed
nations, is referred to as a ‘‘crawling peg’’ currency. Tiered systems also exist whereby special
rates are established for certain types of transactions, such as import and export sales and divi-
dend payments, to accomplish desired political and economic objectives. For example, to
encourage exports and to discourage capital withdrawal, a foreign government may establish
favorable official rates for export sales and less favorable exchange rates for the payment of divi-
dends to investors in other countries. The forces of supply and demand, however, occasionally
make it difficult for a government to maintain an official exchange rate. In response, the govern-
ment either devalues or revalues its currency.

The Mechanics of Exchange Rates

An exchange rate is a measure of how much of one currency may be exchanged for another
currency. These rates may be in the form of either direct or indirect quotes made by a foreign
currency trader who is usually employed by a large commercial bank. A direct quote measures
how much of the domestic currency must be exchanged to receive one unit of the foreign cur-
rency (1 FC). Direct quotes allow the party using the quote to understand the price of the for-
eign currency in terms of its own ‘‘base’’ or domestic currency. This method is frequently used
in the United States, and direct quotes are published daily in financial papers such as The Wall
Street Journal or on Web sites such as http://www.x-rates.com/. Indirect quotes, also known as
European terms, measure how many units of foreign currency will be received for one unit of
the domestic currency. Thus, if the direct quote for a foreign currency (FC) is $0.25, then 1 FC
would cost $0.25. The indirect quote would be the reciprocal of the direct quote, or 4 FC per
dollar ($1.00 divided by $0.25).

Exchange Rate Quotes

Direct Quote Indirect Quote

1 FC¼ $0.25 $1¼ 4 FC

The business news often reports that a currency has strengthened (gained) or weakened
(lost) relative to another currency. Assuming a direct quote system, such changes measure the
difference between the new rate and the old rate, as a percentage of the old rate. For example, if
the dollar strengthened or gained 20% against a foreign currency from its previous rate of
$0.25, the dollar would now command more FC (i.e., the FC would be cheaper to buy). To be
exact, the new exchange rate would be $0.20 [$0.25 � (20% � 0.25)]. Therefore, the strength-
ening currency would be evidenced by a reduction in the directly quoted amount and an increase
in the indirectly quoted amount. The opposite would be true for a weakening of the domestic
currency. Reaction to the strengthening or weakening of a currency depends on what type of
transaction is contemplated. For example, an American exporter would want a weaker dollar
because the foreign importer would need fewer of its currency units to acquire a dollar’s worth
of U.S. goods. Thus, U.S. goods would cost less in terms of the foreign currency. If the dollar
strengthened so that one could acquire more foreign currency units for a dollar, importers
would benefit. Therefore, U.S. companies and citizens would have to spend fewer U.S. dollars
to buy the imported goods.
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Changes Relative to Another Currency

A Strengthening U.S Currency A Weakening U.S. Currency

Before: 1 FC¼ $0.25 Before: 1 FC¼ $0.25
After: 1 FC¼ $0.20 After: 1 FC¼ $0.30
Result: The dollar gained 20%.

($0.25� $0.20¼ $0.05;
$0.05 ‚ $0.25¼ 20%)

Result: The dollar lost 20%.
($0.25� $0.30¼�$0.05;
�$0.05 ‚ $0.25¼�20%)

Exchange rates often are quoted in terms of a buying rate (the bid price) and a selling rate
(the offered price). The buying and selling rates represent what the currency broker (normally a
large commercial bank) is willing to pay to acquire or sell a currency. The difference or spread
between these two rates represents the broker’s commission and is often referred to as the points.
The spread is influenced by several factors, including the supply of and demand for the cur-
rency, the number of transactions taking place, currency risk, and the overall volatility of the
market. For example, assume a currency broker agrees to pay $0.20 to a holder of a foreign cur-
rency and agrees to sell that currency to a buyer of foreign currency for $0.22. In this case, the
broker will receive a commission of $0.02 ($0.22 – $0.20). In the United States, rates generally
are quoted between the U.S. dollar and a foreign currency. However, rates between two foreign
currencies are also quoted and are referred to as cross rates.

Exchange rates fall into two primary groups. A spot rate is the current rate of exchange
between two currencies. In addition to current exchange rates governing the immediate delivery
of currency, forward rates apply to the exchange of different currencies at a future point in time.
An agreement to exchange currencies at a specified price with delivery at a specified future point
in time is a forward contract. Although not all currencies are quoted in forward rates, virtually
all major trading nations have forward rates.

Although future exchange dates typically are quoted in 30-day intervals, contracts can be
written to cover any number of days. To illustrate a forward contract, assume the forward rate
to buy one FC to be delivered in 90 days is $1.650. This means that, after the specified time
from the inception of the contract date (90 days), one FC will be exchanged for $1.650, regard-
less of what the spot rate is at that time.

Several aspects of spot rates and forward rates are noteworthy. First, typically, both rates are
constantly changing. Spot rates are revised daily; as they change, forward rates for the remain-
ing time covered by a given forward contract also change even though the forward rate at
inception is fixed. At the expiration date of the contract, the forward date is the current date
and, therefore, the forward rate at that time is the current spot rate. Thus, the value of a for-
ward contract changes over the forward period. For instance, in the above example, if the for-
ward rate is 1 FC ¼ $1.652 with 30 days remaining, the right to buy FC at the original fixed
forward rate of 1 FC ¼ $1.650 suggests that the value of the forward contract has increased.
Rather than paying a forward rate of $1.652 to acquire FC in 30 days, the holder of the origi-
nal forward contract must only pay the fixed rate of $1.650. Second, the ultimate value of the
forward contract must be assessed by comparing the original fixed forward rate against the spot
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rate at the settlement date. In the above example, at the settlement date, the holder of the con-
tract will pay the fixed rate of 1 FC ¼ $1.650 to buy an FC rather than the spot rate of 1 FC ¼
$1.655. The total change in value is represented by the difference between the original fixed for-
ward rate and the spot rate at settlement date ($1.650 vs. $1.655). Finally, the difference between
the original forward rate and the spot rate at inception of the contract ($1.650 vs. $1.640) repre-
sents a premium or discount which is traceable to a number of factors. This difference between
the spot and original fixed forward rate represents the time value of the forward contract.

If the original fixed forward rate is greater than the spot rate at inception of the contract, the
contract is said to be at a premium (as in the above example). The opposite situation results in a
discount. Quoting premiums or discounts (known as forward differentials) relative to the spot
rate, rather than forward rates, is common industry practice.

Forward Rates
Employ a Forward Exchange Contract

At a Premium At a Discount

Forward Rate > Spot Rate Forward Rate < Spot Rate
(At inception of contract) (At inception of contract)

At inception, the difference between the forward and spot rates represents a contract expense
or contract income to the purchaser of the forward contract. A number of factors influence for-
ward rates and, thus, account for the difference between a forward rate and a spot rate. A pri-
mary factor is the interest rate differential between holding an investment in foreign currency
and holding an investment in domestic currency over a period of time. It is for this reason that
the difference between a forward rate is referred to as the time value of the forward contract. For
example, if a broker sold a contract to deliver foreign currency in 30 days, the interest differen-
tial would be the difference between:

1. The interest earned on investing foreign currency for the 30 days prior to delivery date and

2. The 30 days of interest lost on the domestic currency that was not invested but was used to
acquire the foreign currency needed for delivery.

Assume that the spot rate is 1 FC ¼ $0.60 and that you want to determine a 6-month for-
ward rate for 1,000 FC. Further, assume that the dollar could be invested at 4.5% and the FC
could be invested at 7.25%. The forward rate would be calculated as follows:

U.S. Dollars Foreign Currency (FC)

Value today . . . . . . . . . . . . . . . . . . . . . . . . $600.00 1,000 FC
Interest rate . . . . . . . . . . . . . . . . . . . . . . . . 4.5% 7.25 %
Six months of interest . . . . . . . . . . . . . . . . . $ 13.50 36.25 FC
Value in six months . . . . . . . . . . . . . . . . . . $613.50 1,036.25 FC

6-month forward rate¼ $613.50 ‚ 1,036.25 FC¼ 1 FC¼ $0.592

The forward rate for a currency can also be derived by the following formula:

Forward Rate ¼ Direct Spot Rate at the Beginning of Period t � 1þ Interest Rate for Domestic Investment During Period t
1þ Interest Rate for Foreign Country Investment During Period t

Using the formula to solve the previous example results in the following, based on 6-month
interest rates:

Forward rate of $0:592 ¼ $0:60� 1þ 0:0225
1þ 0:03625

If the interest yield on the FC is greater than the yield on the U.S. dollar, the forward rate
will be less than the spot rate (contract sells at a discount). The forward contract will sell at a
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premium if the opposite is true. The forward rate based on interest differentials will be slightly
different from the quoted forward rate because the quoted rate includes a commission to the
foreign currency broker. Furthermore, other factors in addition to interest differentials could be
incorporated into the forward rate. These other factors include the volatility of the spot rates,
the time period covered by the contract, expectations of future exchange rate changes, and the
political and economic environments of a given country.

The student of international accounting should have an understanding of the international
monetary system and exchange rates. As previously mentioned, changes in exchange rates repre-
sent an additional business risk when transactions are denominated in a foreign currency. The
accounting for foreign currency transactions measures this risk and demonstrates the use of both
spot and forward rates.

R E F L E C T I O N
� The current international monetary system is a floating system in which rates of exchange

between currencies change in response to a variety of factors including trade balances,

interest rates, money supply, and other economic factors.

� Spot rates represent the current rate of exchange between two currencies. A forward

rate represents a future rate of exchange at a future point in time. If the forward rate

exceeds the spot rate, the contract is at a premium rather than a discount.

ACCOUNTING FOR FOREIGN CURRENCY
TRANSACTIONS
Assume a U.S. company sells mining equipment to a foreign company and the equipment
must be paid for in 30 days with U.S. dollars. This transaction is denominated in dollars
and will be measured by the U.S. company in dollars. Changes in the exchange rate
between the U.S. dollar and the foreign currency from the transaction date to the settlement
date will not expose the U.S. company to any risk of gain or loss from exchange rate
changes. Now assume that the same transaction occurs except that the transaction is to be
settled in the foreign currency. Because this transaction is denominated in the foreign cur-
rency and will be measured by the U.S. company in dollars, changes in the exchange rate
subsequent to the transaction date expose the U.S. company to the risk of an exchange rate
loss or gain. If the U.S. dollar strengthens, relative to the foreign currency, the U.S. com-
pany will experience a loss because it is holding an asset (a receivable of foreign currency)
whose price and value have declined. If the dollar weakens, the opposite effect would be
experienced. For example, assume the U.S. company sells the mining equipment for
1,000,000 FC when the spot rate is 1 FC ¼ $0.50 and that the dollar subsequently
strengthens 10% (1 FC ¼ $0.45).

Time Spot Rate Value of Receivable

Originally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ $0.50 $500,000
Subsequent strengthening . . . . . . . . . . . . . . . . . . . 1 FC¼ $0.45 $450,000
Decline in value of receivable resulting in a loss . . $ 50,000

Whether a transaction is settled in dollars versus a foreign currency is a matter that is nego-
tiated between the transacting parties and is influenced by a number of factors. For one of the
parties, the currency will be a foreign currency; for the other party, the currency will be its
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domestic currency. A bank wire transfer is generally used to transfer currency between parties in
different countries. When a bank wire transfer is used, the owing party instructs its bank to
reduce its bank account by the appropriate amount. Its bank, in turn, notifies the receiving
party’s bank to add a corresponding translated amount to the receiving party’s bank account.
Therefore, the bank wire transfer, through the use of electronic means, eliminates the need to
physically transfer currencies between transacting parties.

To summarize, changes in exchange rates do not affect transactions that are both denominated and
measured in the reporting entity’s currency. Therefore, these transactions require no special account-
ing treatment. However, if a transaction is denominated in a foreign currency and measured in
the reporting entity’s currency, changes in the exchange rate between the transaction date and set-
tlement date result in a gain or loss to the reporting entity. These gains or losses are referred to as
exchange gains or losses, and their recognition requires special accounting treatment.

Effect of Rate Changes

No Exchanges Gain or Loss Exchange Gain or Loss

Transactions are denominated and
measured in the reporting entity’s
currency.

Transactions are denominated in the
foreign currency and measured in the
reporting entity’s currency.

Originally, two methods were proposed for the treatment of exchange gains or losses arising
from foreign currency transactions. After considering the merits of these two methods, the
FASB adopted the two-transactions method which views the initial foreign currency transaction
as one transaction. The effect of any subsequent changes in the exchange rates and the resulting
exchange gain or loss are viewed as a second transaction. Therefore, the initial transaction is
recorded independently of the settlement transaction. This method is consistent with accepted
accounting techniques, which normally account for the financing of a transaction as a separate
and distinct event. (The required two-transactions method is used in all instances with one
exception. The exception relates to a hedge on a foreign currency commitment that is discussed
later in this chapter. Therefore, unless otherwise stated, the two-transactions method will be
used throughout the chapter.)

In order to illustrate the two-transactions method, assume that a U.S. company sells mining
equipment on June 1 of the current year to a foreign company, with the corresponding receiva-
ble to be paid or settled on July 1 of the current year. The equipment has a selling price of
$306,000 and a cost of $250,000. On June 1, the foreign currency is worth $1.70, and on July 1,
the foreign currency is worth $1.60. Illustrations 10-1 and 10-2 present the entries to record the
sale of the mining equipment, assuming that the transaction is denominated in dollars
($306,000) and then in foreign currency (180,000 FC ¼ $306,000/$1.70). Note that, when the
transaction is denominated in dollars (in Illustration 10-1), the U.S. company does not experience
an exchange gain or loss. However, because the foreign company measures the transaction in for-
eign currency but denominates the transaction in dollars, it experiences an exchange loss. In sub-
stance, the value of the foreign company’s accounts payable changed because it was denominated
in a foreign currency (dollars, in this case), that is, in a currency other than its own. In order to
emphasize that the value of certain asset or liability balances is not fixed and will change over time,
these changing accounts are identified in boldface type throughout the text.

When the transaction is denominated in foreign currency, as in Illustration 10-2, the U.S.
company experiences an exchange loss (or gain). The exchange loss (or gain) is accounted for
separately from the sales transaction and does not affect the U.S. company’s gross profit on the
sale. This separately recognized exchange gain or loss is not viewed as an extraordinary item, but
should be included in determining income from continuing operations for the period and, if
material, should be disclosed in the financial statements or in a note to the statements. Finally,
it is important to note in Illustration 10-2 that the foreign company does not experience an
exchange gain or loss. This is because the foreign company both measured and denominated
the transaction in foreign currency.
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Unsettled Foreign Currency Transactions

If a foreign currency transaction is unsettled at year-end, an unrealized gain or loss should be
recognized to reflect the change in the exchange rate occurring between the transaction date and
the end of the reporting period (e.g., year-end). This treatment focuses on accrual accounting
and the fact that exchange gains and losses occur over time rather than only at the date of settle-
ment or payment. Therefore, at any given time the asset or liability arising from a foreign cur-
rency transaction that is denominated in a foreign currency should be measured at its fair value as
suggested by current spot rates. The changes in fair value, both positive and negative, are recog-
nized in current earnings. In essence, the asset or liability is marked-to-market.

Illustration 10-1
Transaction Denominated in Dollars: Two-Transactions Method

U.S. Company (dollars) Foreign Company (foreign currency—FC)

June 1
Accounts Receivable . . . . . . . . . 306,000 Equipment . . . . . . . . . . . . . . . . . . 180,000*

Sales Revenue . . . . . . . . . . . . 306,000 Accounts Payable—FC . . . 180,000

Cost of Goods Sold . . . . . . . . . . 250,000
Inventory . . . . . . . . . . . . . . . . 250,000

July 1
Cash . . . . . . . . . . . . . . . . . . . . . 306,000 Accounts Payable—FC . . . . . 180,000

Accounts Receivable . . . . . . . 306,000 Exchange Loss . . . . . . . . . . . . . . . 11,250
Cash . . . . . . . . . . . . . . . . . . . . 191,250**

Note: The U.S. company experienced no exchange gain or loss because its transaction was both denominated and measured in dollars. However,
under the two-transactions method, the foreign company did experience an exchange loss since its transaction was measured in foreign
currency and denominated in dollars. The decrease in the value of the foreign currency relative to the U.S. dollar means more foreign currency
must be paid to cover the liability.

*$306,000 ‚ $1.70¼ 180,000 FC
**$306,000 ‚ $1.60¼ 191,250 FC

Illustration 10-2
Transaction Denominated in Foreign Currency (FC): Two-Transactions Method

U.S. Company (dollars) Foreign Company (foreign currency)

June 1
Accounts Receivable—FC . . . . 306,000 Equipment . . . . . . . . . . . . . . . . . 180,000

Sales Revenue . . . . . . . . . . . . . . 306,000 Accounts Payable . . . . . . . . . 180,000

Cost of Goods Sold . . . . . . . . . . . . 250,000
Inventory . . . . . . . . . . . . . . . . . . 250,000

July 1
Cash . . . . . . . . . . . . . . . . . . . . . . . 288,000* Accounts Payable . . . . . . . . . . . 180,000
Exchange Loss . . . . . . . . . . . . . . . . 18,000** Cash . . . . . . . . . . . . . . . . . . . 180,000

Accounts Receivable—FC . . 306,000

Note: The loss is considered to be part of a separate financing decision and unrelated to the original sales transaction.

*The company received 180,000 FC when the exchange rate was 1 FC ¼ $1.60 (180,000 FC � $1.60 ¼ $288,000). Normally, the company
would not physically receive FC but would have the dollar equivalent wired to its bank account. Through the use of a bank wire transfer, the
foreign company’s account would be debited for the number of FC, and the U.S. company’s bank account would be credited for the applicable
number of dollars, given the exchange rate.

**The decrease in the value of the FC from $1.70 to $1.60 results in an exchange loss to the U.S. company since the FC it received is less
valuable than it was at the transaction date [180,000 � ($1.60 � $1.70) ¼ �$18,000].

554 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



To illustrate the accounting for unsettled transactions, assume a U.S. company purchases
goods from a foreign company on November 1, 2015. The purchase in the amount of 1,000
foreign currencies (FC) is to be paid for on February 1, 2016, in foreign currency. To record or
measure the transaction, the domestic company would make the following entry, assuming an
exchange rate of 1 FC¼ $0.50:

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Accounts Payable—FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

Purchase of inventory for 1,000 FC when the exchange rate is 1 FC¼ $0.50.

Assuming the exchange rate on the December 31, 2015, year-end is 1 FC ¼ $0.52, the
following entry would be necessary:

Exchange Loss [1,000� ($0.52� $0.50)]* . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20
Accounts Payable—FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20

To accrue the exchanges loss on the unperformed portion of the foreign
currency transaction when 1 FC¼ $0.52.

*The increase in the value of each FC from $0.50 to $0.52 results in a loss to the domestic
company since, as of year-end, the company would have to pay out more dollars
than originally recorded in order to eliminate the liability.

If the transaction had been settled at year-end, the domestic company would have had to
expend $520 to acquire 1,000 FC. Therefore, a loss of $20 is traceable to the unperformed por-
tion of the transaction. Some theorists have suggested that an exchange gain or loss should not
be recognized prior to settlement because the gain or loss has not been ‘‘realized’’ through settle-
ment. This position fails to recognize the merits of accrual accounting and is in conflict with
the position of the FASB, which requires that the assets or liabilities that are denominated in a
foreign currency be measured at fair value with the recognition of resulting unrealized gains or
losses being recognized in current earnings.

Finally, assuming an exchange rate of 1 FC¼ $0.55 on the settlement date (February 1, 2016),
the domestic entity would make the following entry to record the settlement:

Accounts Payable—FC ($500þ $20) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520
Exchange Loss [1,000� ($0.55� $0.52)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550
To accrue payment of liability for 1,000 FC, when 1 FC¼ $0.55.

Note that the company experiences a $50 loss due to changes in the exchange rate. This is
allocated between 2015 and 2016 in accordance with accrual accounting.

R E F L E C T I O N
� If a transaction is denominated in a foreign currency, there is exposure to risk associated

with exchange rate changes.

� Assets or liabilities that are denominated in foreign currency are to be measured at fair

value using spot exchange rates at the date of measurement. In essence, such accounts

are marked-to-market. Exchange gains and losses are recorded in current earnings even if

not yet realized.

THE EXPOSURE TO FOREIGN CURRENCY
EXCHANGE RISK AND THE USE OF DERIVATIVES
When business transactions are measured in one currency and settled in another currency, one
of the transacting parties will be exposed to the exchange rate risk associated with having a

4
O B J E C T I V E

Identify the contexts in

which a company may be

exposed to foreign currency

exchange risk.
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transaction denominated in a foreign currency. Companies may be exposed to foreign currency
exchange risk in several situations including the following:

1. An actual existing foreign currency transaction that results in the recognition of assets or liabilities.
As previously illustrated, the risk to be hedged against is the risk that exchange rates may
change between the transaction date and the settlement date.

2. A firm commitment to enter into a foreign currency transaction. Such a commitment is an
agreement between two parties that specifies all significant terms related to the prospective
transaction including prices or amounts of consideration stated in foreign currency units.
Beginning at the date of the commitment, the risk to be hedged against is the risk that the
value of the commitment, which is fixed in a foreign currency amount, could be adversely
affected by subsequent changes in exchange rates. For example, a commitment to purchase
inventory for a fixed amount of foreign currency could have a value of $100,000 at the com-
mitment date but, due to exchange rate changes, have a value of $110,000 at the transaction
date thus resulting in a higher inventory cost than anticipated.

3. A forecasted foreign currency transaction that has a high probability of occurrence. Such a fore-
casted transaction, unlike a commitment or an existing transaction, does not provide an
entity with any present rights or obligations and does not have any fixed prices or rates.
Because fixed prices or rates are not present, an entity is exposed to the risk that future cash
flows may vary due to changes in prices and exchange rates. The risk being hedged against is
the risk associated with exchange rate changes. For example, if a manufacturer forecasted
needing raw materials to meet future production, even if material prices to be paid in foreign
currency did not change in the future, the dollar equivalent cash flows associated with the
forecasted purchase could change over time due to changes in exchange rates.

4. An investment in a foreign subsidiary. Translating the financial statements of a foreign subsidi-
ary expressed in foreign currency into the domestic currency of the investor entity can affect
the equity of the investor entity. The risk being hedged against is the risk that the translation
will reduce the investor’s equity due to adverse changes in exchange rates. Such a hedge is
known as a hedge of a net investment.

The risk associated with (4) above will be discussed in the next chapter. However, the risk
associated with the first three situations above is traceable to the risk of changes in exchange
rates over the time periods prior to when payment is made on a transaction as shown in the
following illustration:

Characteristics of Derivatives

As stated, a company can be exposed to the risk associated with changes in currency exchange
rates in a number of contexts. Common strategies to hedge against such risks involve the use of
derivative financial instruments. A financial instrument represents a right, through a contractual
agreement between two opposite parties called counterparties, to receive or deliver cash or
another financial instrument on potentially favorable or unfavorable terms. Financial instru-
ments include cash, equity and debt investments, and derivatives. A derivative is a type of finan-
cial instrument that has several distinguishing characteristics that have been set forth by the
FASB. These are the characteristics of a derivative.

1. It derives its value from changes in the rate or price of a related asset or liability. The rate or
price is known as an underlying.

2. The quantity or number of units specified by a derivative is known as the notional amount.

5
O B J E C T I V E

Understand the characteris-

tics of derivatives and the

common types used to

hedge foreign currency

exchange rate risk.
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3. It requires little or no initial investment upon inception.

4. It allows for net settlement in that the derivative contract can be settled in exchange for cash,
without having to actually buy or sell the related asset or liability.

A critical characteristic of a derivative and the basis for its name is that the instrument
derives its value from changes in the value of a related asset or liability. The rates or prices that
relate to the asset or liability underlying the derivative are referred to as underlyings. The under-
lying may take a variety of forms, including a commodity price, stock price, foreign currency
exchange rate, or interest rate. It is important to note that the underlying is not the asset or
liability itself, but rather its price or rate. For example, the underlying in a forward contract
is not the foreign currency itself but rather the currency exchange rate. Changes in the underly-
ing price or rate cause the value of the derivative to change. For example, if the forward
exchange rate underlies the value of the forward contract, an increase in the forward rate will
cause a forward contract to buy foreign currency to increase in value.

In order to fully value a derivative, one must know the number of units (quantity) that is
specified in the derivative instrument. This is called the notional amount, and it determines the
total dollar value of a derivative, traceable to movement or changes in the underlying. For exam-
ple, if the forward contract to buy foreign currency increases in value, the total magnitude of
this increase in value depends on how many foreign currency units, for example 100,000 units,
can be sold under the terms of the contract. Both the underlying price or rate and the
notional amount are necessary in order to determine the total value of a derivative at any
point in time.

Typically, a derivative requires little or no initial investment because it is an investment in a
change in value traceable to an underlying, rather than an investment in the actual asset or liability
to which the underlying relates. The holder of a forward contract to buy foreign currency to be
used at a future date involves no initial investment, whereas the holder of actual foreign currency
to be used at a future date has already made an investment in the currency.

Many derivatives do not require the parties to the contract, the counterparties, to actually
deliver an asset that is associated with the underlying in order to realize the value of a derivative.
For example, the holder of a forward contract to buy foreign currency could sell the contract.
The ability to settle the contract in exchange for cash, without actually buying or selling the
related asset or liability, is referred to as net settlement.

Common Types of Derivatives

The number of financial instruments that have the characteristics of a derivative has continued
to expand, and, in turn, these instruments have become increasingly complex. However, within
the context of hedging the risk associated with foreign currency exchange rate risk, two common
types of derivatives are forward contracts and options (the use of foreign currency swaps are
beyond the scope of this chapter).

Foreign Currency Forward Contract. A foreign currency forward contract is an executory con-
tract to buy or sell a specified amount of foreign currency, at a specified fixed rate with delivery
at a specified future point in time. The party that agrees to sell the asset is said to be in a short
position, and the party that agrees to buy the asset is said to be in a long position. The specified
fixed rate in the contract is known as a forward rate. The specified future date is referred to as
the forward date. Forward contracts are not formally regulated on an organized exchange, and
the parties are exposed to a risk that default of the contract could occur. However, the lack of
formal regulation means that such contracts can be customized in response to specialized needs
regarding notional amounts and forward dates.

The value of a forward contract is zero at inception and typically does not require an initial
cash outlay. However, over time, movement in the rate of the underlying results in a change in
value of the forward contract. The total change in the value of a forward contract is mea-
sured as the difference between the forward rate and the spot rate at the forward date. For
example, on April 1, a party (called the writer) writes a contract in which she/he agrees to sell
(short position) to another party (called the holder) who agrees to buy (long position)
1,000,000 FC (for example, euros) at a specific price of $0.16 per FC with delivery in 90 days
(June 29). The relationship between the parties is as shown on page 558.
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If the spot rate at the end of the forward period is $0.18, the total change in value is
determined as follows:

1,000,000 FC at a forward rate (on April 1) of
$0.16 (1,000,000� $0.16) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000

1,000,000 FC at a spot rate (on June 29) of
$0.18 (1,000,000� $0.18) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Gain in value to holder . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000

This is a gain because on June 29 the holder received something with a fair value greater
than the fair value given up that day. (Conversely, this would be a loss to the writer.) The holder
of the forward contract could buy foreign currencies for $160,000 on the forward date com-
pared to the spot value of $180,000 at that time and experience an immediate $20,000 gain. It
is important to note that the value of the currency at the final spot rate could have been less than
$160,000. In that case, the holder would have experienced a loss and the writer a gain. When
the value of a derivative can change in both directions (gain or loss), it is said to have a symmetric
return profile. It is also important to note that in the case of a forward contract, if the holder of
the contract experiences a gain (loss) in value, then the writer of the contract simultaneously
experiences a loss (gain) in value.

The forward rate is a function of a number of variables and as these variables change over
the life of the contract, the value of the forward contract also changes. Also, because the forward
rates represent values in the future, the current value is represented by the present value of the
future rates. Continuing with the example involving foreign currencies, assume the following
forward rate information throughout the 90-day term of the contract:

Remaining Term
of Contract Forward Rate Notional Amount Total Forward Value

Cumulative Change
in Forward Value

90 days $0.160 1,000,000 $160,000
60 days 0.170 1,000,000 170,000 $10,000
30 days 0.170 1,000,000 170,000 10,000
0 days 0.180 1,000,000 180,000 20,000

Assuming a 6% discount rate, the change in value of the forward contract over time is
as follows:

60 Days
Remaining

30 Days
Remaining

Total Life
of Contract

Cumulative change in forward value. . . . . . . . . . . . . . . . . . . $10,000 $10,000 $20,000

Present value of cumulative change:
60 days at 6% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,901
30 days at 6% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,950
0 days at 6% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Previously recognized gain or loss. 0 (9,901) (9,950)

Current period gain or loss $ 9,901 $ 49 $10,050

Note that the total change in the value of the forward contract is $20,000 ($9,901 þ $49 þ
$10,050), which is recognized over the term of the contract as the net present value of changes in the
forward rates. Even if the forward rates did not change between two valuation dates (as is the case here
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between 60 and 30 days), the value of the contract would change because the remaining term of the
forward contract continues to decrease and the present value of the forward value increases. Also, note
that the stated forward rate at the expiration date of the contract is equal to the spot rate at that date. This
is due to the fact that at expiration of the contract the forward date is the same as the current date.

Foreign Currency Option. A foreign currency option represents a right, rather than an obligation, to
either buy or sell some quantity of a particular foreign currency. The option is valid for a specified
period of time and calls for a specified buy or sell rate or price, referred to as the strike price or exercise
price. If an option allows the holder to buy an underlying, it is referred to as a call option. An option
that allows the holder to sell an underlying is referred to as a put option. Options are actively traded
on organized exchanges or may be negotiated on a case-by-case basis between counterparties (over-
the-counter contracts). Option contracts require the holder to make an initial nonrefundable cash
outlay, known as the premium, as represented by the option’s current value. The premium is paid, in
part, because the writer of the option takes more risk than the holder of the option. The holder can
allow the option to expire, while the writer must comply if the holder chooses to exercise it.

During the option period, the strike price of the option on the underlying is generally differ-
ent from the current value of an underlying. The following terms are used to describe the rela-
tionship between the strike price and the current price (note that the premium is not considered
in these relationships):

Option Type
Strike Price Is Equal to

Current Price
Strike Price Is Greater

Than Current Price
Strike Price Is Less Than

Current Price

Call (buy) option At-the-money Out-of-the-money In-the-money
Put (sell) option At-the-money In-the-money Out-of-the-money

As the above table suggests, in-the-money is a favorable condition as compared to being
out-of-the-money, which is an unfavorable condition. The original premium is not considered
when describing whether an option is or is not in-the-money. However, it is important to note
that the original premium certainly is considered when determining whether an investment in
an option has experienced an overall profit. The holder of an option has a right, rather than an
obligation, and will not exercise the option unless it is in-the-money. In that case, the holder will
experience a gain, and the writer will experience a loss. However, if the option is not in-the-
money, the option will not be exercised, the holder will limit her/his loss to the amount of the
option premium, and the writer will limit her/his gain to the amount of the premium. There-
fore, in theory, the opportunities for gain and loss are characterized as follows:

Potential for

Gain Loss

Holder of option Unlimited Limited to amount of premium
Writer of option Limited to amount of

premium
Unlimited

Because the counterparties do not have equal opportunity for both upside and downside
changes in value, options are said to have an asymmetric or one-sided return profile.

Options are traded on an organized exchange and over the counter; therefore, their current
value is quoted in terms of present dollars on a frequent basis. The current value of an option
depends on forward periods and spot prices. The difference between the strike and spot prices,
at any point in time, measures the intrinsic value of the option, so changes in spot prices will
change the intrinsic value of the option. Changes in the length of the remaining forward period
will affect the time value of the option. The time value is measured as the difference between an
option’s current value and its intrinsic value as in the following illustration:

^ If the option is in-the-money, the option has intrinsic value. For example, if an investor has a
90-day call (buy) option to buy 100,000 FC at a strike price of $1.10 per FC and the current spot
rate is $1.12 FC, the option is in-the-money and has an intrinsic value of $2,000 (100,000 �
$0.02). An option that is out-of-the-money or at-the-money has no intrinsic value.
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^ The difference between the current value of an option and its intrinsic value represents time value.
For example, if the 90-day call (buy) option has a current value of $2,200 and an intrinsic value of
$2,000, the time value component is $200 (the current value of $2,200, less the intrinsic value of
$2,000). The time value of an option represents a discounting factor and a volatility factor.

^ The discounting factor relates to the fact that the strike price does not have to be paid currently,
but rather at the time of exercise. Therefore, the holder of an option to buy FC could benefit
from an appreciation in the value of FC without actually having to currently pay out the cash to
purchase the FC. Thus, the ability to have the alternative use of the cash equal to the strike price
until exercise date of the option has value and is a component of the time value.

^ The volatility factor relates to the volatility of the underlying relative to the fixed strike price
and reflects the potential for gain on the option. Underlyings with more price volatility
present greater opportunities for gains if the option is in-the-money. Therefore, higher
volatility increases the value of an option and this is a component of the time value. Note
that volatility could also lead to an out-of the-money situation. However, this possibility can
be disregarded because, unlike forward contracts, the risk for an option is asymmetric since
the holder can avoid unfavorable outcomes by allowing the option to expire.

To illustrate the value components of an option, assume that a put (sell) option allows for
the sale of 100,000 FC in 60 days at a strike or exercise price of $0.50 per FC. The value of the
option would consist of the following:

Initial Date of Purchase End of 30 Days End of 60 Days

Value of 100,000 FC
at the current spot rate $51,000 $49,000 $48,000

Assumed total value of
option $ 1,300 $ 1,650 $ 2,000

Intrinsic value (never
less than zero) 0 (option is

out-of-the-money)
1,000 [in-the-money ($50,000

vs. $49,000)]
2,000 [in-the-money ($50,000

vs. $48,000)]
Time value (total value

less intrinsic value) $ 1,300 $ 650 $ 0

R E F L E C T I O N
� Derivatives have a number of characteristics including: value derived from a change in

the rate or price of a related asset or liability, a notional amount, little or no initial

investment, and allowance for net settlement.

� Common types of derivatives include a foreign currency forward contract and a foreign

currency option.

ACCOUNTING FOR DERIVATIVES THAT
ARE DESIGNATED AS A HEDGE
If an item is denominated in a foreign currency, it is exposed to risk associated with changes in
exchange rates. The risk may be traceable to a number of situations including a recognized asset
or liability, forecasted transactions, or firm commitments. Regardless of the type of situation,
the critical concern is the exposure to foreign currency exchange risk. This exposure can be
hedged through the use of a fair value hedge or a cash flow hedge. It is possible that a hedge
could either qualify as a fair value hedge or a cash flow hedge. Therefore, it is important that the
hedging relationship be clearly defined so that the appropriate accounting will occur.
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A fair value hedge is used to offset changes in the fair value of items with fixed exchange
prices or rates. Fair value hedges include hedges against a change in the fair value of:

^ A recognized foreign-currency-denominated asset or liability.
^ An unrecognized foreign currency firm commitment.

A cash flow hedge is used to establish fixed prices or rates when future cash flows could vary
due to changes in prices or rates. Cash flow hedges include hedges against the change in cash
flows (variable cash flows) associated with:

^ A forecasted foreign currency transaction.
^ The forecasted functional-currency-equivalent cash flows associated with a recognized asset

or liability.
^ An unrecognized foreign currency firm commitment.

Special Accounting for Fair Value Hedges

The hedged item in a fair value hedge is either a recognized asset or liability or a firm commit-
ment. Recognized assets or liabilities in a fair value hedge result from actual past transactions such
as a purchase of inventory denominated in foreign currency. Commitments relate to transactions
that have not yet occurred, such as a contract to purchase inventory denominated in foreign cur-
rency. A commitment is a binding agreement between two parties that specifies all significant
terms related to the prospective transaction. Such terms include the quantity to be exchanged, the
timing of the transaction, and a fixed price (e.g., the number of foreign currency units). The agree-
ment also includes a large enough disincentive to make performance of the contract probable.

Because the number of foreign currency units in an existing transaction or a firm commit-
ment is fixed, subsequent changes in currency exchange rates affect the value of a recognized
asset, liability, or commitment. For example, if an entity has purchased inventory and has a
recognized accounts payable to be settled in FC, changes in exchange rates will change the value
of the payable. Similarly, if an entity has a firm commitment to purchase inventory, changes in
the exchange rates will change the value of the commitment.

Many accounting principles do not allow for the recognition in current earnings of both
increases and decreases in the value of recognized assets, liabilities, or firm commitments. How-
ever, if the risk of such changes in value is covered by a fair value hedge, special accounting treat-
ment is allowed that provides for the recognition of such changes in earnings. In a qualifying fair
value hedge, the gain or loss on the derivative hedging instrument and the offsetting loss or gain
on the hedged item are both recognized currently in earnings. For instance, assume a recognized
account payable is to be settled in FC. If the domestic currency weakens relative to the FC, it will
require more domestic currency to settle the account payable than previously thought, resulting
in an exchange loss. If the payable is hedged, both the exchange loss on the payable and the change
in the value of the derivative instrument used as a hedge are recognized in earnings.

In order to qualify for special fair value hedge accounting, the derivative hedging instrument
and the hedged item must satisfy a number of criteria. A critical criterion is that an entity must
have formal documentation of the hedging relationship and the entity’s risk-management objec-
tive and strategy. The entity must indicate the reason for undertaking the designated hedge,
identify the hedged item and the derivative hedging instrument, and explain the nature of the
risk being hedged. This criterion must be satisfied at inception and cannot be retroactively
applied after an entity has determined whether hedging would be appropriate. Another impor-
tant criterion is that the hedging relationship must be assessed both at inception and on an
ongoing basis to determine if it is highly effective in offsetting the identified risks. Generally
speaking, a hedge would be totally effective if the terms (such as notional amount, maturity
dates, quality/condition, delivery locations, etc.) of the hedging instrument and the hedged
item are the same. This approach is known as critical terms analysis. It is important to note that
in practice the terms of a derivative do not always align with the terms of the related asset or lia-
bility, and, therefore, other approaches to assessing effectiveness must be employed. Manage-
ment must also describe how it will assess hedge effectiveness. Generally, hedge ineffectiveness
is the difference between the gains or losses on the derivative and the hedged item.
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Assuming the necessary criteria are satisfied for treatment as a fair value hedge, the hedge will
qualify for special accounting treatment. The gain or loss on the derivative hedging instrument
will be recognized currently in earnings, along with the change in value on the hedged item, and
an appropriate adjustment to the basis of the hedged item will be recorded. If the cumulative
change in the value of the derivative instrument does not exactly offset the cumulative change in
the value of the hedged item, the difference is recognized currently in earnings. Because both
hedge effectiveness and hedge ineffectiveness are recognized currently in earnings, it is not neces-
sary to separately account for that portion of the hedge which is considered to be ineffective.

Special Accounting for Cash Flow Hedges

The hedged item in a cash flow hedge is one in which future cash flows could be affected due to
a particular risk such as the change in foreign currency exchange rates. A forecasted transaction
is well suited to the use of a cash flow hedge. Because fixed prices or rates are not present in a
forecasted transaction, an entity is exposed to the risk that future cash flows may vary due to
changes in prices/rates. For example, if an entity forecasted purchasing raw materials from a for-
eign vendor with the invoice payable in FC, the cash flows needed to acquire the materials could
change because the price of the materials could change between the forecast date and the pur-
chase date. However, even if that did not occur, the necessary cash flows could also be affected
because of changes in the exchange rate between the foreign and domestic currencies. Another
application of a cash flow hedge could involve an existing liability, denominated in FC, which
bears interest at a variable rate of interest. The cash flows associated with interest could be
affected due to not only the variability of interest rates but also changes in the exchange rate.

A nonderivative financial instrument may not be used as the hedging instrument in a foreign cur-
rency cash flow hedge. Furthermore, as is the case with a fair value hedge, special hedge accounting is
not available for a cash flow hedge unless a number of criteria are satisfied. Cash flow hedges must
also meet the criteria regarding documentation and assessment of effectiveness. If the derivative
instrument and the hedged item satisfy the criteria, then the cash flow hedge will qualify for special
accounting. The effective portion of the gain or loss on the derivative instrument will be reported in
other comprehensive income (OCI), which is a separate component of shareholders’ equity.1 As with fair
value hedges, a portion of the derivative instrument’s gain or loss may be excluded from the assess-
ment of effectiveness. That portion of the gain or loss will be recognized currently in earnings rather
than as a component of other comprehensive income. The amounts reported in OCI will be reclassi-
fied into recognized earnings in the same period in which the hedged item affects earnings. For exam-
ple, assume that a forecasted sale of inventory is hedged. Once the inventory is sold and recognized in
earnings, the applicable amount, the OCI gain or loss, will also be recognized in earnings. If the fore-
casted transaction were a purchase of a depreciable asset, the applicable portion of the OCI would be
recognized in earnings when the asset’s depreciation expense is recognized.

Type of Hedge Fair Value Cash Flow

The hedged item. ^ A recognized foreign
currency denominated
asset or liability.

^ An unrecognized foreign
currency firm commitment.

^ A forecasted foreign
currency transaction.

^ The forecasted functional-
currency-equivalent cash
flows associated with a
recognized asset or liability.

^ An unrecognized foreign
currency firm commitment.

(continued)

1 Other comprehensive income is not included in the income statement; it bypasses the traditional income state-
ment but is shown as a component of equity.
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Type of Hedge Fair Value Cash Flow

Objective of hedge. To protect the value of asset,
liabilities, and firm
commitments against negative
changes in value related to
foreign currency exchange rate
risk.

To protect against the uncertain
risk that changes in foreign
currency exchange rates could
negatively impact future cash
flows.

Accounting for changes in the
value of the hedged item.

Changes in the value of the
hedged item are recognized
currently as a component of
earnings (net income).

If the hedged item is a
forecasted transaction, no
changes in value are
recognized until after the
transaction actually occurs. In
the case of a hedge of
forecasted cash flows
associated with a recognized
asset or liability, or in the case
of an unrecognized foreign
currency firm commitment,
changes in value are
recognized currently as the
value of the cash flows
changes.

Accounting for changes in the
value of the hedging instrument
(derivative).

Derivatives are marked to
market and carried at fair
value. Changes in value are
recognized currently as a
component of earnings (net
income).

Changes in value are
recognized currently in other
comprehensive income (a
separate component of
shareholders’ equity) and are
subsequently recognized as a
component of income when the
hedged item affects earnings.

Effective portion of a hedge. If effective, the gain or loss on
the hedged item will be offset
by the gain or loss on the
derivative.

If effective, the gain or loss on
the hedged item will be offset
by the gain or loss on the
derivative.

Ineffective portion of a hedge. The ineffective portion of the
hedge will be recognized
currently as a component of
earnings (net income).

The ineffective portion of the
hedge will be recognized
currently as a component of
earnings (net income).

R E F L E C T I O N
� Hedges are generally designated as either fair value or cash flow hedges.

� The hedged item in a fair value hedge is either a recognized asset or liability or a firm

commitment. The value of the hedged item changes over time and such changes in value

are recognized currently in earnings.

� The hedged item in a cash flow hedge is either a forecasted foreign currency transaction,

forecasted cash flows associated with a recognized asset or liability, or an unrecognized

foreign currency commitment. The effective portion of the gain or loss on the derivative

instrument will be reported in other comprehensive income and subsequently reclassified

into earnings.
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EXAMPLES OF THE ACCOUNTING
FOR FAIR VALUE HEDGES
As previously stated, fair value hedges may be used to hedge against changes in the fair value of
either a recognized foreign-currency-denominated asset or liability or an unrecognized foreign
currency firm commitment. Assuming the necessary criteria are satisfied, the fair value hedge
will be given special accounting treatment. This special treatment allows for the recognition in
current earnings of both the gain or loss on the derivative hedging instrument and the offsetting
loss or gain on the hedged item.

Hedging an Existing Foreign-Currency-Denominated Asset or Liability

The gain or loss associated with the foreign currency exposure of a recognized, foreign-currency-
denominated asset or liability as measured by changes in the spot rate is generally recognized in
earnings. However, this recognition does not prevent such exposed positions from being hedged
with a fair value hedge. It is important to note that only derivative instruments can be designated
as a hedge of a foreign-currency-denominated asset or liability.

Illustration of Hedging with a Forward Contract. Assume that a U.S. company purchases
inventory from a foreign vendor with subsequent payment due in FC, a foreign-currency-
denominated liability, and that the company acquires a forward contract to buy FC. If prior to
settlement, the dollar weakens relative to the FC, the accounts payable will increase in value
resulting in an exchange loss. However, the forward contract to buy FC (an asset) will increase
in value if the dollar weakens.

Additional information supporting this illustration is as follows:

1. On November 1, 2015, the company bought inventory from a foreign vendor with payment
due on February 1, 2016, in the amount of 100,000 FC.

2. On November 1, 2015, the company purchased a forward contract to buy 100,000 FC on
February 1, 2016, at a forward rate of 1 FC¼ $0.506.

3. The entire change in the value of the derivative is based on changes in the forward rate and is
used to assess effectiveness. If effectiveness were assessed by measuring changes in the spot
rate over time, then the difference between the spot rate and forward rate at inception of the
contract (the premium or discount) representing time value would be related to ineffective-
ness and be recognized in earnings (net income) over the term of the contract.

4. Selected spot and forward rates are as follows:

Date
Spot
Rate

Forward Rate for
Remaining Term of Contract

November 1, 2015 1 FC¼ $0.500 1 FC¼ $0.506
December 31, 2015 1 FC¼$ 0.520 1 FC¼$ 0.530
February 1, 2016 1 FC¼$ 0.550 1 FC¼$ 0.550

5. Changes in the value of the forward contract are to be discounted at a 6% rate.

6. Changes in the value of the forward contract over time are as follows:

November 1—

90 Days Remaining
December 31—

30 Days Remaining
Transaction

Date

Number of FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000 100,000
Spot rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.500 $0.520 $0.550
Forward rate for remaining time — 1 FC. . . . . . . . . . . . . . . . $0.506 $0.530 $0.550
Initial forward rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . $0.506 $0.506
Fair value of forward contract:

Original forward value . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,600 $50,600
Current forward value . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,000 55,000

Change—gain (loss) in forward value. . . . . . . . . . . . . . . . $ 2,400 $ 4,400

6
O B J E C T I V E

Explain the accounting

treatment given various

types of foreign currency

hedges.

(continued)
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Present value of change:
n¼ 1, i¼ 6%/12. . . . . . . . . . . . $2,388
n¼ 0, i¼ 6%/12. . . . . . . . . . . . $4,400

Change in value from prior period:
Current present value . . . . . . . . . $2,388 $4,400
Prior present value . . . . . . . . . . . 0 2,388

Change in present value . . . . . . $2,388 $2,012

Illustration 10-3 presents the entries to record the foreign currency transaction and the related forward contract. Once
again, in order to emphasize that the value of certain account balances is not fixed and will change over time, these accounts
are identified in boldface type.

Illustration 10-3
Hedging a Foreign-Currency-Denominated Liability

Relating to the Purchase of Inventory Relating to the Forward Contract

November 1, 2015
Inventory . . . . . . . . . . . . . . . . . . . . . 50,000 Memo: Company acquires a forward

contract to buy 100,000 FC at a forward
rate of 1 FC¼ $0.506.a

Accounts Payable—FC . . . . . 50,000
Purchase of inventory
for 100,000 FC when
1 FC¼ $0.500.

December 31, 2015
Exchange Loss . . . . . . . . . . . . . . . . . 2,000 Forward Contract. . . . . . . . . . . . . . . . . . . . . . . 2,388

Accounts Payable—FC . . . . . 2,000 Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . 2,388
To accrue the exchange loss on
the FC denominated payable
when the spot rate is $0.520.

To record change in the value
of the forward contract.

Note that the above entry includes the entire
change in the value of the contract.b

February 1, 2016
Accounts Payable—FC . . . . . . . 52,000 Forward Contract. . . . . . . . . . . . . . . . . . . . . . . 2,012
Exchange Loss . . . . . . . . . . . . . . . . . 3,000 Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . 2,012

Foreign Currency. . . . . . . . . . . . . 55,000
To record settlement
of the liability when
1 FC¼ $0.550.

To record change in value
of the forward contract.

Foreign Currencyc . . . . . . . . . . . . . . . . . . . . . . . . . 55,000
Forward Contract . . . . . . . . . . . . . . . . . . . . . 4,400
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,600

To record settlement of contract.

aNoting the executory nature of the contract, a memo entry is made to describe the derivative.
bGiven that the hedge is a fair value hedge, the entire change in value of the contract is recorded in earnings (net income). If the initial spot-forward
difference were chosen to represent hedge ineffectiveness, the gain or loss related to the ineffectiveness would also have been reported in earnings.
Therefore, there is no need to separately account for the ineffective portion of the hedge.

cGenerally, the company would not physically receive the foreign currency. Instead, a bank wire transfer would be used to settle the transaction.
The currency broker would debit the domestic company’s bank account for the necessary number of dollars and credit the foreign company’s
bank account for the necessary number of foreign currencies.
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To summarize, the accounting for the fair value hedge of a foreign-currency-denominated
asset or liability is characterized as follows:

1. The accounting for the hedging instrument is separate from the accounting for the foreign-
currency-denominated asset or liability.

2. The hedging instrument will be carried at fair value, and changes in value over time will be
recognized as an unrealized gain or loss and be reported in earnings.

3. The change in value of the hedging instrument consists of a change in the instrument’s
intrinsic value and its time value. The total change in value of the instrument, including
both hedge effectiveness and hedge ineffectiveness, is reported currently in earnings.

4. Changes in the value of the hedging instrument should be accrued at the end of a reporting
period.

5. The gains (losses) on the hedging instrument will offset or net against the losses (gains) on
the foreign currency asset or liability (the hedged item).

6. A hedge would be fully effective or ‘‘perfect’’ if the critical terms (nature of the underlying,
notional amount, delivery dates, settlement date, type of currency, etc.) of the hedging instru-
ment matched the terms of the hedged item. In a perfect hedge, the net difference between the
change in value of the hedged item and the change in value of the hedging instrument will
merely equal the change in the time value of the hedging instrument.

7. How hedge effectiveness will be assessed must be set forth and documented. The spot-
forward difference at inception of the contract can either be included or excluded in the
assessment of effectiveness.

8. In the case of a forward contract, technically there is no need to record the contract at incep-
tion because it is an executory contract. In reality, most companies follow this no recording
practice but do keep supporting schedules detailing contracts. Even if this practice is fol-
lowed, the forward contract is marked-to-market in order to reflect changes in the value of
the underlying foreign currency. These changes in fair value are recorded by the company.

The hedge accounted for in Illustration 10-3 was effective in that the losses associated with
the changing value of the FC-denominated account payable were offset by the positive changes
in the value of the forward contract. Instead of a $5,000 exchange loss, the company incurred
only a $600 loss, which represents the premium on the forward rate of $0.506 versus the spot
rate of $0.500 on the inception date of the forward contract (100,000 FC � ($0.506 –
$0.500). The net loss of $600 consists of the $5,000 exchange loss ($2,000 þ $3,000) offset by
the gain on the derivative of $4,400 ($2,388þ $2,012). The $600 loss is the ineffective portion
of the hedge. If financial statements were presented on December 31, 2015, the purchase and
hedge would be reported as follows:

Income Statement Balance Sheet

Assets:
Exchange loss . . . . . . . . . . . . . . . . . $(2,000) Inventory . . . . . . . . . . . . . . . . . . . . . . $50,000
Unrealized gain on contract . . . . . . 2,388 Forward contract . . . . . . . . . . . . . . . . $ 2,388

Net gain . . . . . . . . . . . . . . . . . . . . . $ 388

Liabilities:
Accounts payable—FC . . . . . . . . . . . $52,000

The overall effect of the hedge presented in Illustration 10-3 is summarized as follows:

Without
the

Hedge
With the
Hedge

Exchange gain (loss) on foreign-currency-denominated asset or liability
[100,000 FC� ($0.550� $0.500)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(5,000) $(5,000)

Gain on forward contract [100,000 FC� ($0.550� $0.506)] . . . . . . . . . . 4,400

Net income effect . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(5,000) $ (600)
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The net effect on income represents the original spot-forward difference (premium) at
inception of the forward contract of $600 [100,000 � (forward rate of $0.506 versus original
spot rate of $0.500)].

It is important to note that a hedge may also eliminate exchange gains associated with a
foreign-currency-denominated asset or liability. For instance, when a forward contract estab-
lishes a forward rate, it is possible that changes in the spot rate may not move in the same direc-
tion or may not move as much as had been expected. Considering the previous transactions,
assume the same facts except that the spot rates are as follows:

Date Spot Rate

November 1, 2015 1 FC¼ $0.50
December 31, 2015 1 FC¼ $0.49
February 1, 2016 1 FC¼ $0.48

In effect, the hedge eliminated potential exchange gains, and the company paid the same
$600 premium for the forward contract:

Without
the

Hedge
With the
Hedge

Exchange gain (loss) on foreign currency transaction
[100,000 FC� ($0.480� $0.500)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000 $ 2,000

Loss on forward contract [100,000 FC� ($0.480� $0.506)] . . . . . . . . . . . (2,600)

Net income effect . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000 $ (600)

Although this hedge had a negative impact on earnings, it did eliminate the uncertainty asso-
ciated with exchange rate risk. By entering into a forward contract on the date of the transaction, the
company established a known payment amount of $50,600. Illustration 10-3 involved the use of a
forward contract to buy FC in order to settle the FC-denominated accounts payable. A forward con-
tract may also be used to sell FC when an FC-denominated receivable is settled. For example, if a
U.S. company sold inventory to a foreign customer and the resulting account receivable was
denominated in FC, the company would receive FC. The company could acquire a forward con-
tract to sell FC upon receipt from the foreign customer. If the dollar strengthened relative to the FC,
the U.S. company’s receivable would decrease in value. However, a forward contract to sell FC in
this scenario would increase in value and serve as a hedge against the losses on the receivable.

Illustration of Hedging with a Foreign Currency Option. Assume that a U.S. company sold
inventory to a foreign customer with subsequent collection due in FC, a foreign-currency-
denominated asset, and that the company acquired a put option to sell FC.

Additional information supporting this illustration is as follows:

1. On November 1, 2015, the company sold inventory, with a cost of $32,000, to a foreign
customer with payment due on February 1, 2016, in the amount of 100,000 FC.

2. On November 1, 2015, the company purchased an out-of-the-money put option to sell
100,000 FC on February 1, 2016, at a strike price of 1 FC ¼ $0.510. An option premium
of $400 was paid.

3. Spot rates, option values, and changes in value over time are as follows:

November 1,
2015

December 31,
2015

February 1,
2016

Strike price 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . $0.510 $0.510 $0.510
Spot rate 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.515 $0.498 $0.495
Fair value of options . . . . . . . . . . . . . . . . . . . . . . . $ 400 $1,300 $1,500
Intrinsic value of option . . . . . . . . . . . . . . . . . . . . . 0 1,200 1,500

Time value of option . . . . . . . . . . . . . . . . . . . . . . . $ 400 $ 100 $ 0
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4. In the case of an option, the company can choose to either include or exclude the time value
of the option from the assessment of effectiveness. In this example, assume that the changes
in the time value are excluded from the assessment of effectiveness.

Illustration 10-4 presents the entries to record the foreign currency transaction and the
related option. Once again, in order to emphasize that the value of certain account balances is
not fixed and will change over time, these accounts are identified in boldface type.

Illustration 10-4
Hedging a Foreign-Currency-Denominated Asset

Relating to the Sale of Inventory Relating to the Put Option

November 1, 2015
Accounts Receivable—FC . . . 51,500 Investment in Put Option. . . . . . . . . . . . . . . . . . . 400

Sales Revenue . . . . . . . . . . . . . 51,500 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
To record purchase of option.

Cost of Sales . . . . . . . . . . . . . . . . . . 32,000
Inventory . . . . . . . . . . . . . . . . . 32,000

To record sale of inventory.

December 31, 2015
Exchange Loss . . . . . . . . . . . . . . . . . 1,700 Investment in Put Option . . . . . . . . . . . . . . . . 900

Accounts Receivable—FC . . . 1,700 Gain on Option . . . . . . . . . . . . . . . . . . . . . . . . . 900
To accrue the exchange loss on
the FC-denominated receivable
when the spot rate is $0.498.

To record change in the value
of the put option.

Note that the above entry includes the entire
change in the value of the option including both
the $1,200 effective gain (intrinsic value) and
$300 ineffective loss (time value) portion.

February 1, 2016
Foreign Currency. . . . . . . . . . . . . . . 49,500 Investment in Put Option . . . . . . . . . . . . . . . . . . . . 200
Exchange Loss . . . . . . . . . . . . . . . . . 300 Gain on Option . . . . . . . . . . . . . . . . . . . . . . . . . 200

Accounts Receivable—FC . . . 49,800 To record change in the value
of the put option.To record settlement

of the receivable when
1 FC¼ $0.495.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000
Foreign Currency. . . . . . . . . . . . . . . . . . . . . . . . 49,500
Investment in Put Option. . . . . . . . . . . . . . . . . . . 1,500

To record settlement of the option.

The overall effect of the hedge presented in Illustration 10-4 is summarized as follows:

Without
the

Hedge
With the
Hedge

Exchange gain (loss) on foreign-currency-denominated asset or liability
[100,000 FC� ($0.515� $0.495)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(2,000) $(2,000)

Gain on option ($1,500� $400). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100

Net income effect . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(2,000) $ (900)
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As a result of the hedge, the net effect on income represents two components: (a) the fact
that the option’s intrinsic value of $1,500 only offsets $2,000 of the exchange loss on the receiv-
able (traceable to the fact that the option was originally out-of-the-money) and (b) the $400
cost of the original premium on the option.

Special Hedging Complications

The previous examples assumed that the term of the hedging instrument covered the same pe-
riod of time as the settlement period, which is defined as the period of time between the transac-
tion date and the settlement date of the foreign-currency-denominated asset or liability.
However, it is possible that a hedging instrument could cover a period of time different from
the settlement period. The previous examples also assumed that the hedging instrument was for
the same number of foreign currency units as required by the foreign currency transaction. It
also is possible that a hedging instrument could be for a number of foreign currency units differ-
ent from the number of units required by the transaction.

Hedging Instrument Expires Before Settlement Date. Prior to the expiration date of a hedging
instrument, it is possible for the holder of the contract to settle the contract in exchange for
cash. Net settlement is a characteristic of all derivatives such as a forward contract. However, if
the contract expires before the settlement date of the underlying hedged transaction, the holder
of the hedging instrument has several alternatives for dealing with the contract. For example,
assuming that a forward contract to sell foreign currency expires before the customer remits the
foreign currency, the seller may: (a) roll over the forward contract, (b) purchase the necessary
foreign currency to satisfy the contract and acquire a new forward contract to sell the foreign
currency when the customer pays, or (c) simply purchase the necessary foreign currency to
satisfy the contract and deal with the foreign currency when it is received.

Transactions and hedging instruments may be settled on different dates. For example, some
currency brokers will extend a forward contract for a short time at the original forward rate as a
courtesy to their clients. However, if settlement is not expected soon, the original contract may
be rolled over into a new contract to settle on the anticipated date of payment. Rather than roll-
ing over a forward contract, the needed FC can be purchased to settle the forward contract.
When the hedged transaction is ultimately settled, the FC received could then be sold at the
spot rate. Obviously, this route creates exposure to the risk that spot rates will change between
the time of purchasing FC and receiving FC from the customer. In order to avoid this exposure,
a new forward contract to sell FC could be employed.

Hedging Instrument Expires After Settlement Date. Hedging instruments can also expire after
the settlement date. For example, suppose a customer paying in foreign currency accelerates the
payment date in order to improve his/her current ratio. Assuming the seller has hedged the
transaction with a forward contract, they once again have several options: (a) hold the foreign
currency until the date of the original forward contract, (b) roll the contract back and sell the
foreign currency immediately, (c) sell the foreign currency immediately and sell the forward
contract to another party, and (d) sell the foreign currency immediately and acquire FC at the
spot rate when the forward contract is settled. Alternative (d) results in a speculative position.
(There is no hedged transaction, and it is discouraged by many company policy statements.) If
a forward contract expires after the settlement date, any gain or loss that accrues on the forward
contract after the transaction settlement date is recognized as a component of current operating
income.

Hedging Instrument’s Notional Amount Different from Transaction Amount. If a hedging
instrument is for a smaller number of foreign currency units than the foreign currency transac-
tion, the contract gain or loss is recognized as a partial hedge on the exposed position. However,
if the forward contract is for a greater number of foreign currency units than the exposed asset
or liability position, special treatment is required. That portion of the hedging instrument
which exceeds the exposed position is considered to be a speculative hedge and is accounted for
as an investment. The gain or loss on that portion of the contract which exceeds the exposed
position is accordingly accounted for as an investment gain or loss.
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Hedging an Identifiable Foreign Currency Firm Commitment

An identifiable firm commitment is a binding agreement between two parties that specifies all
significant terms related to a yet-to-be-executed transaction. If the commitment requires ulti-
mate settlement in a fixed amount of FC, then exposure to exchange rate risk exists. Because
the terms and prices of the commitment in FC are fixed, changes in FC exchange rates affect
the value of the commitment or the cash flows associated with the commitment. For example,
assume a commitment to buy inventory in 60 days for 500,000 FC. If at the date of the com-
mitment the spot rate is 1 FC ¼ $0.250 and the 60-day forward rate is 1 FC ¼ $0.258,
changes in these rates could be used to suggest the change in the relative dollar value of the
commitment. If 30 days after the commitment date the spot rate is 1 FC ¼ $0.254 and the
remaining 30-day forward rate is 1 FC ¼ $0.264, it would appear that the commitment has
lost value. Clearly, it appears that the commitment will require more dollars to settle than pre-
viously estimated. Using spot rates to suggest that the commitment has lost value, consider the
following:

Number of dollars needed to satisfy commitment at
commitment date equals . . . . . . . . . . . . . . . . . . . . . . . . $125,000 (500,000 FC� $0.250)

Number of dollars needed to satisfy commitment 30 days
later equals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $127,000 (500,000 FC� $0.254)

As suggested above, given changes in the spot rate it will take more U.S. dollars to satisfy the
commitment than anticipated; therefore, the commitment has lost value. Furthermore, because
the commitment terms (e.g., pay 500,000 FC) are fixed, the commitment cannot be renego-
tiated to take into consideration the fact that the dollar has weakened relative to the FC.
Changes in the value of a commitment can be suggested by either changes in spot rates or for-
ward rates over time. In either case, the suggested change reflects value at the transaction date,
versus commitment date, and therefore must be discounted to reflect the change in value at the
present time. Using the above example and a discount rate of 6%, the change in value of the
above commitment after the first 30 days would be measured as follows:

Based on Spot
Rates

Based on Forward
Rates

Rate at:
Commitment date. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.250 $0.258
30 days later . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.254 $0.264

Change in rate. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.004 $0.006
Number of FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 500,000
Change in value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000 $3,000
Present value of change where n¼ 1 month and i¼ 6%/12 $1,990 $2,985

In order to avoid the unfavorable effect of exchange rate changes on the firm commitment,
an entity could designate a derivative instrument as a hedge against unfavorable outcomes. The
hedge of a firm commitment can be designated as either a fair value hedge or a cash flow hedge
assuming the necessary respective criteria are satisfied. At inception of the hedge, management
must specify whether the hedge will be accounted for as a fair value hedge or a cash flow hedge.
For purposes of illustration the following example will assume a fair value hedge.

The special accounting for a fair value hedge of a firm foreign currency commitment is
characterized as follows:

1. The accounting for the hedge (the hedging instrument) is separate from the accounting for
the foreign currency commitment (the hedged item). If the commitment were not hedged,
no special accounting treatment would be given the commitment.

2. The hedging instrument will be carried at fair value, and changes in value over time will be
recognized as an unrealized gain or loss and be reported currently in earnings.
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3. The change in the value of the hedging instrument consists of a change in the instrument’s
intrinsic value and its time value. Because the hedge is classified as a fair value hedge, changes
in both the intrinsic and time values are reported currently in earnings and therefore will not
be separately accounted for.

4. Changes in the value of the hedging instrument should be accrued at the end of a reporting
period.

5. A hedge would be fully effective or ‘‘perfect’’ if the critical terms (nature of the underlying,
notional amount, delivery dates, settlement date, type of currency, etc.) of the hedging instru-
ment matched the terms of the hedged item. At inception of the hedge, management must
choose whether or not to exclude the time value of the derivative instrument from the assess-
ment of hedge effectiveness.

6. Management must set forth how the gain or loss on the firm commitment will be measured.
The resulting gain or loss in value will be reported currently in earnings. The change in the
value of the firm commitment from the time of the commitment to the transaction date is
recognized as a firm commitment asset or liability. This recognized change in value will
result in an adjustment to the basis of the committed item. The gains (losses) on the hedging
instrument will offset or net against the losses (gains) on the commitment (the hedged
item).

7. If the hedge is perfectly effective, the change in the value of the firm commitment will result
in an adjustment, at the date of the transaction, to the basis of the committed item so that
the effect of exchange rate changes on fixed prices can be offset. The result is that the dollar
basis of the transaction is established at the commitment date rather than the later transac-
tion date, and the targeted values at the date of the commitment can be realized.

8. That portion of the hedging instrument which exceeds the notional amount of the commit-
ment is considered to be a speculative hedge and is accounted for accordingly. Therefore, the
special accounting treatment given a fair value hedge is not extended to the portion of the
hedge which is deemed to be ineffective.

To illustrate, assume that on March 31, a U.S. company commits to selling specialty equip-
ment to a foreign customer with delivery and payment in 90 days. The firm commitment calls for
a selling price of 100,000 FC, and it is estimated that the cost to manufacture the equipment will
be $55,000. Assume that the spot rate at the date of the commitment is 1 FC ¼ $0.850. If the
spot rate were to remain constant over time, management would be able to realize a target gross
profit on the sale of $30,000 [(100,000 FC � $0.850) – $55,000]. However, management fears
that the FC could weaken relative to the dollar and the target gross profit margin could be
reduced. For example, if the rate of exchange at the transaction date were 1 FC ¼ $0.800, the
gross profit would be reduced to $25,000 [(100,000 FC� $0.800) – $55,000]. Recognizing that
it may be desirable to establish the dollar basis of a transaction at the commitment date rather than
the later transaction date, management could enter into a hedge.

To continue the above example, assume that at the date of the commitment, management
decides to hedge the commitment by acquiring a forward contract to sell FC in 90 days. Man-
agement has elected to include both the change in intrinsic value and time value in the measure-
ment of hedge effectiveness. The change in the value of the firm commitment will be measured
by changes in the forward rates. Assume that a 6% discount rate is to be used.

Selected rates and changes in value are presented in the table below. It is important to note
the following:

1. The forward contract calls for the sale of FC. Therefore, as remaining forward rates fall
below the original forward rate (FC can be sold forward for fewer dollars), the forward con-
tract increases in value and gains are experienced.

2. The difference between the initial spot and forward rates, referred to as the spot-forward dif-
ference, represents the time value of the contract and is either a premium or discount. In the
present case, the spot-forward difference is a discount that represents a loss. The initial for-
ward rate to sell is less than the initial spot value of the FC. This loss is included in the assess-
ment of hedge effectiveness as so elected at inception of the hedge although management
could have elected to exclude it from hedge effectiveness. The hedge is expected to be fully
effective or ‘‘perfect’’ because the critical terms (nature of the underlying, notional amount,
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delivery dates, settlement date, type of currency, etc.) of the hedging instrument match the
terms of the hedged item.

3. Changes in the value of the firm commitment are measured as changes in the forward rate
over time. As the forward rates decrease over time, the commitment to sell becomes less
valuable.

March 31—

90 Days
Remaining

60 Days
Remaining

30 Days
Remaining

Transaction
Date

Number of FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000 100,000 100,000
Spot rate 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.850 $0.840 $0.820 $0.800
Forward rate for remaining time — 1 FC. . . . . . . . . . . . . . . . $0.845 $0.838 $0.814 $0.800
Initial forward rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . $0.845 $0.845 $0.845
Fair value of forward contract:

Original forward value . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 84,500 $ 84,500 $ 84,500
Current forward value . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83,800 81,400 80,000

Change—gain (loss)—in forward value . . . . . . . . . . . . . . $ 700 $ 3,100 $ 4,500

Present value of change:
n¼ 2, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 693
n¼ 1, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,085
n¼ 0, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,500

Change in value from prior period:
Current present value . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 693 $ 3,085 $ 4,500
Prior present value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 693 3,085

Change in present value . . . . . . . . . . . . . . . . . . . . . . . . $ 693 $ 2,392 $ 1,415

Entries by the U.S. company to record the fair value hedge are set forth in Illustration 10-5.
An analysis of the entries in Illustration 10-5 reveals that the fair value hedge was effective in
accomplishing the concerns of the U.S. company. At the commitment date, the commitment to
receive FC had a value of $85,000 (ignoring the time value of money), represented by 100,000
FC at a then spot rate of 1 FC¼ $0.850. Nevertheless, the company was concerned that the FC
would weaken, resulting in a reduction of the targeted gross profit. In fact, the value of the
commitment to receive FC did lose value over time as evidenced by a declining spot rate. How-
ever, by hedging the commitment, the company was able to ultimately adjust the basis of the
sales transaction and, with the exception of the forward contract discount, attain the targeted
gross profit. Note that the account ‘‘Firm Commitment’’ serves the purpose of fixing the basis
of the sale by the amount of the loss on the firm commitment recognized during the commit-
ment period. The effect of the above fair value hedge on reported income can be summarized as
follows:

Targeted
Position

Without
the Hedge

With the
Hedge

Sales price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $85,000 $80,000 $84,500
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000 55,000 55,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $25,000 $29,500
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Illustration 10-5
Hedge of an Identifiable Foreign Currency Commitment

Relating to the Commitment and Sale of Equipment Relating to the Forward Contract

March 31
Memo: Company commits to sell equipment. Memo: Company acquires a forward

contract to sell 100,000 FC at a forward
rate of 1 FC¼ $0.845

60 days remaining
Loss on Firm Commitment . . . . . . . . . . 693 Forward Contract. . . . . . . . . . . . . . . . . . . . . 693

Firm Commitment. . . . . . . . . . . . . . . 693 Gain on Contract . . . . . . . . . . . . . . . . . . . . . . 693
To record the loss
on commitment measured by
change in the forward rates.

To record change in value
due to forward rate changes.

30 days remaining
Loss on Firm Commitment . . . . . . . . . . 2,392 Forward Contract. . . . . . . . . . . . . . . . . . . . . 2,392

Firm Commitment. . . . . . . . . . . . . . . 2,392 Gain on Contract . . . . . . . . . . . . . . . . . . . . . . 2,392
To record the loss on
commitment.

To record change in value
due to forward rate changes.

0 days remaining
Loss on Firm Commitment . . . . . . . . . . 1,415 Forward Contract. . . . . . . . . . . . . . . . . . . . . 1,415

Firm Commitment. . . . . . . . . . . . . . . 1,415 Gain on Contract . . . . . . . . . . . . . . . . . . . . . . 1,415
To record the loss on
commitment.

To record change in value
due to forward rate changes.

Foreign Currency. . . . . . . . . . . . . . . . . 80,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,500
Firm Commitment. . . . . . . . . . . . . . . . . 4,500 Foreign Currency. . . . . . . . . . . . . . . . . . . . . . 80,000

Sales Revenue . . . . . . . . . . . . . . . . . 84,500 Forward Contract . . . . . . . . . . . . . . . . . 4,500
To record sale and adjustment
to basis of sale.

To record settlement of contract.

Cost of Sales . . . . . . . . . . . . . . . . . . . . 55,000
Equipment Inventory . . . . . . . . . . . . 55,000

To record cost of sales.
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If the commitment had not been hedged, the actual gross profit on the sale would have been
reduced from the targeted gross profit of $30,000 to $25,000. However, the fair value hedge
was effective in maintaining the targeted gross profit. This was accomplished at a cost of $500,
which represents the time value (the original discount – a forward rate less than the spot rate)
on the forward contract [($0.845 – $0.850) � 100,000 FC]. This hedge was highly effective in
that the loss on the commitment ($4,500) was perfectly offset by the gain on the forward con-
tract ($4,500). Although this hedge was highly effective in offsetting losses on the commitment,
it is important to remember that forward rates could have increased over time, and the hedge
would have effectively eliminated gains on the commitment.

If financial statements were presented on April 30, with 60 days remaining on the hedge,
the sale and hedge would be reported as follows:

Income Statement Balance Sheet

Assets:
Loss on firm commitment . . . . . . . . . $(693) Forward contract . . . . . . . . . . . . . . . $693
Gain on contract . . . . . . . . . . . . . . . 693

Net loss . . . . . . . . . . . . . . . . . . . . . . $ (0) Liabilities:

Firm commitment . . . . . . . . . . . . . . . $693

The special accounting treatment given a fair value hedge of a firm commitment continues
during the commitment period unless:

^ The necessary criteria to qualify as a fair value hedge are no longer satisfied,
^ The derivative instrument expires or is sold, terminated, or exercised,
^ The entity no longer designates the derivative as a fair value hedge, or
^ The hedging relationship is no longer considered highly effective based on management’s

policies.

Furthermore, note that the treatment given a fair value hedge does not continue beyond the
point in time where the commitment actually becomes a transaction. If the term of the
derivative instrument extends beyond the transaction date, any exchange gains or losses after
the transaction date are treated, as shown in Illustration 10-3, as a hedge of an existing foreign-
currency-denominated asset or liability assuming proper documentation.

Foreign currency commitments are frequently hedged through the use of forward contracts.
However, other forms of derivative and nonderivative instruments may be effective. For exam-
ple, in the above illustration, management could have acquired a put option to sell foreign cur-
rency at the transaction date. Alternatively, management could have borrowed dollars for a
short term with a promise to repay the loan with a fixed number of FC. The FC received from
the sales transaction could have been used to settle the loan denominated in FC. Regardless of
the instrument used, the goal of a hedge of a commitment is to reduce the exposure that
exchange rate changes may have on the value or amount of the U.S. (domestic) currency to be
received or paid. Although the above illustration focused on a commitment involving the
receipt of FC in connection with a sale, it is also possible that a commitment might involve the
payment of FC. For example, if a company was committed to acquire inventory to be paid for
in FC, changes in exchange rates could result in the inventory costing more than anticipated.
Such increases in the cost of inventory could reduce gross profits associated with the subsequent
sale of the inventory.
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R E F L E C T I O N
� In a hedge of an existing foreign currency transaction, both the hedging instrument and

the hedged transaction are measured at fair value with resulting gains or losses being

recognized currently in earnings.

� A hedge of a foreign currency commitment is a fair value hedge that is given special

accounting treatment. Changes in the fair value of both the hedging instrument and the

commitment are recognized currently in earnings. When the transaction occurs, the

hedged item is adjusted for the accumulated gain or loss on the commitment.

EXAMPLES OF THE ACCOUNTING
FOR CASH FLOW HEDGES
As previously stated, cash flow hedges may be used to hedge against changes in the cash flows of
either a forecasted foreign currency transaction, the forecasted functional currency equivalent
cash flows associated with a recognized asset or liability, and an unrecognized foreign currency
firm commitment. It is important to note that regarding a recognized asset or liability, standards
allow for the hedge of such an item to be accounted for as either a fair value hedge or a cash flow
hedge. This is a special exception in the case of foreign-currency-denominated transactions.
Furthermore, in order to qualify for hedge accounting, all of the variability in the asset’s or liabi-
lity’s foreign currency cash flows must be eliminated by the hedging instrument. Assuming the
necessary criteria are satisfied, the cash flow hedge will be given special accounting treatment.
This special treatment is characterized as follows:

1. The effective portion of the gain or loss on the derivative instrument will be reported in
other comprehensive income.

2. Although not required, a portion of the derivative instrument’s gain or loss represented by
the time value may be excluded from the assessment of hedge effectiveness. If the time value
is excluded, changes in time value will be recognized currently in earnings rather than as a
component of other comprehensive income.

3. The amounts reported in OCI will be reclassified into recognized earnings in the same
period in which the hedged item affects earnings.

4. Given a hedge of a forecasted transaction, special rules relate to how much of the change in
the value of the derivative instrument can be recognized in OCI relative to the change in the
forecasted transaction. These rules will be discussed in a subsequent section.

Hedging a Foreign Currency Forecasted Transaction

A forecasted transaction is one that is expected to occur in the future at market prices that
will be in existence at the time of the transaction. This is in contrast to a foreign currency
commitment, which involves market prices that have been previously determined or com-
mitted to at the time of the commitment. Because the transaction is forecasted and has not
yet occurred, a forecasted transaction does not provide an entity with any present rights or
obligations and therefore does not have any fixed prices or rates. Because, unlike a firm com-
mitment, no terms are fixed, an entity is exposed to the risk that future cash flows associated
with the forecasted transaction could change. For example, if a company forecasted a pur-
chase of inventory, the cost of the inventory could change. Furthermore, if the forecasted
transaction were denominated in FC, not only could the FC price change, but the number
of dollars needed to acquire the necessary FC could also change. To illustrate, assume that a
company forecasts purchasing inventory for 100,000 FC and that the current spot rate is
1 FC ¼ $1.100. The entity is exposed to the risk that the actual cost of the inventory could

575Chapter 10 FOREIGN CURRENCY TRANSACTIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



exceed 100,000 FC and that the FC could strengthen relative to the dollar. For example, if it
turned out that the inventory actually cost 105,000 FC and that 1 FC ¼ $1.140, then the
transaction that was forecasted to cost $110,000 (100,000 FC � $1.100) would actually cost
$119,700 (105,000 FC � $1.140).

The objective of a hedge of a forecasted transaction is to reduce the variability of cash flows
associated with the transaction by fixing exchange rates. As previously stated, qualifying cash
flow hedges are given special accounting treatment and in the case of a forecasted transaction it
is important to note the following:

1. The accounting for the hedge (the hedging instrument) is separate from the accounting for
the forecasted foreign currency transaction (the hedged item). Furthermore, since the
hedged item is a forecasted transaction, which obviously has not yet occurred or been firmly
committed to, no accounting is necessary until the forecasted transaction actually takes
place. Therefore, there are no recognized gains or losses in the value of the forecasted
transaction being concurrently recognized along with changes in the value of the hedging
instrument.

2. The cumulative amount of OCI, resulting from changes in the value of the hedging instru-
ment, cannot exceed the cumulative change in the value of expected/forecasted cash flows. If
the cumulative amount of OCI exceeds the cumulative change in the value of expected/fore-
casted cash flows, the difference is removed from OCI and recognized currently as earnings.
For example, if a derivative instrument increases $1,000 in value and the forecasted cash
flows decrease in value by $900, a $900 gain will be shown as OCI, and a $100 gain will be
recognized in current earnings. In essence, if the hedge is over effective, that amount will be
taken to earnings rather than OCI.

3. If the change in value of a derivative instrument is less than the change in value of the fore-
casted transaction, all of the change in value of the derivative instrument is recognized as a
component of other comprehensive income.

4. Changes in the value of the hedging instrument should be accrued at the end of a reporting
period.

5. When the forecasted transaction actually affects earnings (versus occurs), the change in the
hedging instrument’s value recognized as a component of OCI is reclassified into current
earnings.

6. If the hedge is perfectly effective, the variability of forecasted cash flows due to changes in
exchange rates will be reduced. The component of OCI that is reclassified into current earn-
ings, when the forecasted transaction actually affects earnings, will reduce the effect that
changes in exchange rates have had on the underlying cash flows. The result of the hedge is
that resulting cash flows are fixed at an exchange rate rather that being allowed to vary as
would be the case without a hedge.

7. The deferral of a loss on a cash flow hedge as a component of OCI is not appropriate if it is
likely to result in a combined basis/cost that exceeds the fair value of the resulting asset or lia-
bility. For example, assume a derivative loss associated with a forecasted purchase of equip-
ment will, when combined with the expected cost of the equipment, result in a total cost in
excess of the item’s fair value. If this is expected, the derivative’s loss should be recognized
immediately in earnings, to the extent that it exceeds the equipment’s fair value.

8. If all or part of a transaction is still forecasted, there may be some gain or loss on a corre-
sponding derivative that is still being classified as a component of OCI. On an ongoing
basis, it is important to make sure that the gain (loss) on a derivative that remains as a
component of OCI does not more than offset the cumulative loss (gain) in the value of
the remaining forecasted transaction. If excessive amounts are classified as OCI, such
excess amounts must be reclassified as a component of current earnings. For example, if
the balance in OCI related to a forecasted transaction represents a gain on the hedging

576 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



instrument of $10,000 and the loss in value of the remaining forecasted transaction is
$8,000, the excess OCI balance of $2,000 must be reclassified as a component of current
earnings.

Illustration of Hedging a Forecasted Transaction with an Option. To illustrate the special
accounting for a cash flow hedge of a forecasted transaction, assume the following:

1. On June 1, a company forecasted the purchase of 5,000 units of inventory from a foreign
vendor. The purchase would probably occur on September 1 and is forecasted to require the
payment of 100,000 FC.

2. Upon purchase of the inventory, it is anticipated that the inventory could be further pro-
cessed and delivered to customers by early October.

3. On June 1, the company purchased an out-of-the-money call option to buy 100,000 FC
at a strike price of 1 FC ¼ $0.550 during September. An option premium of $900 was
paid.

4. Effectiveness of the hedge is measured by comparing changes in the option’s intrinsic value
with changes in the forecasted cash flows based on changes in the spot rates for FC. Changes
in the time value of the option will be excluded from the assessment of hedge effectiveness
and recognized currently in earnings rather than as a component of other comprehensive
income. The hedge is expected to be fully effective because the critical terms (nature of
underlying, notional amounts, delivery dates, settlement date, type of currency, etc.) of the
hedging instrument match the terms of the hedged item.

5. Spot rates, option values, and changes in value over time are as follows:

June 1 June 30 July 31 September 1

Strike price — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . $0.550 $ 0.550 $ 0.550 $ 0.550
Spot rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . $0.530 $ 0.552 $ 0.570 $ 0.575
Fair value of options . . . . . . . . . . . . . . . . . . . . . . . $ 900 $ 1,350 $ 2,400 $ 2,600
Intrinsic value of option . . . . . . . . . . . . . . . . . . . . . 0 200 2,000 2,500

Time value of option . . . . . . . . . . . . . . . . . . . . . . . $ 900 $ 1,150 $ 400 $ 100

Gain (loss) in time value. . . . . . . . . . . . . . . . . . . . . $ 0 $ 250 $ (750) $ (300)
Gain (loss) in intrinsic value. . . . . . . . . . . . . . . . . . $ 0 $ 200 $ 1,800 $ 500
Cumulative change — gain/(loss) in:

(a) Intrinsic value . . . . . . . . . . . . . . . . . . . . . . . . $ 200 $ 2,000 $ 2,500
(b) Value of forecasted cash flows (change in
spot rates over time) . . . . . . . . . . . . . . . . . . . . . . $(2,200) $(4,000) $(4,500)

Lesser (in absolute amount) of (a) or (b) above . . . $ 200 $ 2,000 $ 2,500

6. On September 1, the company purchased 5,000 units of inventory at a cost of 103,000 FC.
The option was settled/sold on September 1 at its fair value of $2,600.

7. After incurring further processing costs of $20,000, the inventory was sold for $95,000 on
October 5.

Illustration 10-6 presents the necessary entries to account for the cash flow hedge of the
above forecasted transaction and the subsequent actual transactions.
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Illustration 10-6
Using an Option as a Cash Flow Hedge of a Forecasted Transaction

The following entries relate to the hedge. There is no corresponding transaction.

June 1
Investment in Call Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
To record purchase of option.

June 30
Investment in Call Option ($1,350� $900). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

Gain on Option (change in time value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250
OCI [($0.552� $0.550)� 100,000 FC] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

To record change in the value of the option.

The change in the time value is excluded from the assessment of hedge effectiveness. The portion of the
gain recorded in OCI equals the change in the option’s intrinsic value, which was zero on June 1 because
the strike price of $0.550 was greater than the spot rate of $0.530.

July 31
Investment in Call Option ($2,400� $1,350) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,050
Loss on Option (change in time value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750

OCI [($0.570� $0.552)� 100,000 FC] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
To record change in the value of the option.

September 1
Investment in Call Option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Loss on Option (change in time value) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300

OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
To record change in value of the option.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,600
Investment in Call Option. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,600

To record net settlement of option.

The remaining entries relate to the inventory purchase and subsequent sale. There is no hedge outstanding.

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,225
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,225

To record payment of 103,000 FC� $0.575.

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

To record additional processing costs.

October 5
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000

Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000
To record sale of inventory.

Cost of Sales ($59,225þ $20,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,225
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,225

To recognize cost of sales.

OCI (balance) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

To adjust cost of sales by the gain accumulated in OCI.
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An analysis of the entries in Illustration 10-6 reveals that the cash flow hedge was effective
in accomplishing the concerns of the U.S. company. At the time of the forecasted transaction,
the company anticipated purchasing inventory for 100,000 FC. At a current spot rate of
1 FC ¼ $0.530, the cash outflow would have been $53,000. However, as the spot rate began to
increase, the cost of the inventory would increase, and the potential gross profit on its eventual
sale would decrease. At the date of the transaction, the spot rate was 1 FC¼ $0.575. If the price
of the inventory had remained at 100,000 FC, the cost of the inventory would have been
$57,500. Acquiring an option to buy FC allowed the company to reduce the variability of cash
flows and acquire FC at a fixed strike price of 1 FC ¼ $0.550. The effect of the cash flow hedge
of the forecasted transaction can be summarized as follows:

Without the
Call Option

With the
Call Option

Sales price of inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000 $ 95,000
Cost of sales—Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (59,225) (59,225)
Cost of sales—Processing costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000) (20,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,775 $ 15,775
Adjustment to cost of sales due to change in the

intrinsic value of the option . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Adjusted gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,775 $ 18,275
Unrealized loss on hedge excluded from assessment of hedge

effectiveness (change in time value). . . . . . . . . . . . . . . . . . . . . . . . . . (800)

Net income effect . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,775 $ 17,475

The adjusted gross profit resulting from the use of a hedge results from the following:

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000
Locked in cost of sales on 100,000 FC at the strike price of $0.550 . . . . . . . . . . . . . . . . . (55,000)
No hedge on the additional cost of 3,000 FC at the transaction date

spot rate of $0.575 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,725)
Processing costs. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)

Adjusted gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,275

An analysis of the entries also shows that the balance in OCI at any point in time never
exceeded the lesser (in absolute amounts) of the derivative’s cumulative gain (loss) in intrinsic
value or the loss (gain) in the value of the expected/forecasted cash flows (as measured by
changes in spot rates).

The cash flow hedge was effective in reducing the variability of cash flows and was accom-
plished at a cost of $800, which represents the change in the time value of the option over the
holding period ($900 – $100). Once again, remember that the variability of cash flows may also
produce a positive effect. For example, if the spot rate had decreased, the purchase of inventory
would have required even less cash flow than originally forecasted, and additional gross profit
may have resulted. However, an option is a useful derivative to employ in such situations.
Remember that the option represents a right, rather than an obligation, to buy FC. If spot rates
had declined below the strike price, the holder of the out-of-the-money option would have
elected not to exercise the option and merely recognize the option premium of $900 as a loss. If
a forward contract to buy FC had been employed, the holder would have been obligated to exer-
cise or settle the contract. In that case, the hedging instrument would have had an unfavorable
effect, offsetting the positive effects associated with variable cash flows.

If financial statements were presented at June 30, the hedge would be reported as follows:

Income Statement Balance Sheet

Assets:
Gain on option . . . . . . . . . . . . . $250 Investment in options . . . . . . . . . . . . . . . . . . . . . . . . $1,350

Stockholders’ Equity:
Other comprehensive income—Gain on option . . . $ 200
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The special accounting treatment given a cash flow hedge of a forecasted transaction
continues unless:

^ The necessary criteria to qualify as a cash flow hedge are no longer satisfied,
^ The derivative instrument expires or is sold, terminated, or exercised,
^ The derivative instrument is no longer designated as a hedge on a forecasted transaction, or
^ The hedging relationship is no longer highly effective based on management’s policies.

If a forecasted transaction is no longer probable, the gain or loss accumulated in OCI should
be recognized immediately in earnings. Once a forecasted transaction actually occurs, however,
it is possible at that time to designate the original derivative, if not expired, or a new derivative
as a hedge on any exposed asset or liability resulting from the actual transaction.

Illustration of Hedging a Forecasted Transaction with a Forward Contract. To illustrate the
special accounting for a cash flow hedge of a forecasted transaction with a forward contract, assume
the same facts as presented above in the case of hedging with an option except the following:

1. On June 1, the company purchased a forward contract to buy 100,000 FC at a forward rate
of 1 FC¼ $0.542 on September 1.

2. Effectiveness of the hedge is measured by comparing changes in the spot rates (intrinsic
value) with changes in the forecasted cash flows based on changes in the spot rates for FC.
Changes in the time value of the forward will be excluded from the assessment of hedge
effectiveness and recognized currently in earnings rather than as a component of other com-
prehensive income.

2. Straight-line amortization of the time value of the hedging instrument is no longer
acceptable. There are several ways to amortize the spot-forward difference over the life of the
instrument. In this current example, the implicit interest rate method will be applied. At
inception of the contract, the difference between the notional amount at the spot rate of
$53,000 (100,000 FC � $0.530) and the notional amount at the forward rate of $54,200
(100,000 FC � $0.542) represents a contract premium (interest expense) of $1,200 to be
recognized over the three months of the contract. Solving for the periodic implicit interest
rate where n is 3 periods, the present value is $53,000, and the future value is $54,200 results
in a period rate of 0.7491%. Based on this rate, the periodic amortization of the contract
premium is as follows:

Period
Beginning
Balance

Interest at
0.7491%

Ending
Balance

1 $53,000 $ 397 $53,397
2 $53,397 $ 400 $53,797
3 $53,797 $ 403 $54,200

$1,200

3. The hedge is expected to be fully effective because the critical terms (nature of underlying,
notional amounts, delivery dates, settlement date, type of currency, etc.) of the hedging
instrument match the terms of the hedged item.

4. Spot rates, forward rates, and changes in value over time are as follows:

June 1 June 30 July 31 September 1

Number of FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000 100,000 100,000
Spot rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.530 $0.552 $0.570 $0.575
Forward rate for remaining time — 1 FC. . . . . . . . . . . . . $0.542 $0.560 $0.572 $0.575
Initial forward rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . $0.542 $0.542 $0.542
Value of spot-forward difference on 100,000 FC . . . . . . $1,200 $ 800 $ 200 $ 0
Change in spot-forward difference between time periods $ 0 $ 400 $ 600 $ 200
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Fair value of forward contract:
Original forward value . . . . . . . . . . . . . . . . . . . . . . . . $54,200 $54,200 $ 54,200
Current forward value . . . . . . . . . . . . . . . . . . . . . . . . . 56,000 57,200 57,500

Change—gain (loss)—in forward value . . . . . . . . . . . $ 1,800 $ 3,000 $ 3,300

Present value of change:
n¼ 2, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,782
n¼ 1, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,985
n¼ 0, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,300

Change in value from prior period:
Current present value . . . . . . . . . . . . . . . . . . . . . . . . $ 1,782 $ 2,985 $ 3,300
Prior present value . . . . . . . . . . . . . . . . . . . . . . . . . . 0 1,782 2,985

Change in present value . . . . . . . . . . . . . . . . . . . . . $ 1,782 $ 1,203 $ 315
Amortization of time value . . . . . . . . . . . . . . . . . . . 397 400 403

Increase (decrease) in OCI . . . . . . . . . . . . . . . . . . . . $ 2,179 $ 1,603 $ 718

Using a forward contract as the hedging instrument, Illustration 10-7 presents the necessary entries to account for the
cash flow hedge of the above forecasted transaction and the subsequent actual transactions.

Illustration 10-7
Using a Forward Contract as a Cash Flow Hedge of a Forecasted Transaction

The following entries relate to the hedge. There is no corresponding transaction.

June 1
Memo: Company acquires a forward contract to buy 100,000 FC at a forward rate of 1 FC¼ $0.542.

June 30
Forward Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,782
Premium Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 397

OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,179
To record change in value of the forward contract and record the amortization of the contract premium.

July 31
Forward Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,203
Premium Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400

OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,603
To record change in value of the forward contract and record the amortization of the contract premium.

September 1
Forward Contract. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 315
Premium Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 403

OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 718
To record change in value of the forward contract and record the amortization of the contract premium.

Foreign Currency. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 57,500
Forward Contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,300
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,200

To record settlement of the forward contract. (continued)
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The remaining entries relate to the inventory purchase and subsequent sale. There is no hedge outstanding.

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,225
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,725
Foreign currency . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 57,500

To record payment of 103,000 FC� $0.575.

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

To record additional processing costs.

October 5
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000

Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000
To record sale of inventory.

Cost of Sales ($59,225þ $20,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,225
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,225

To recognize cost of sales.

OCI (balance) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

To adjust cost of sales by the gain accumulated in OCI.

In the example set forth in Illustration 10-7, the time value of the forward contract, mea-
sured by the spot-forward difference at inception, was excluded from hedge effectiveness. This
resulted in the recognition of a premium expense of $1,200 over the life of the contract and a
total of $4,500 recognized as OCI. Had the time value of the contract been included in the
assessment of effectiveness, there would have been no separate expensing of the contract pre-
mium. Rather it would have been included as part of the adjustment to OCI. A comparison of
the two approaches is as follows:

Over the Life of the Contract

Time Value Is
Excluded

from
Assessment of
Effectiveness

Time Value Is
Included from
Assessment of
Effectiveness

Premium expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200 $ 0
Other comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500 3,300
Change in the value of the forward contract . . . . . . . . . . . . . . . . . . . . . . 3,300 3,300
Actual savings in the cost of inventory (100,000 FC� $0.542 or

$54,200 rather than 100,000 FC� $0.575 or $57,500) . . . . . . .
3,300 3,300

Final adjustment to cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500 3,300

The accounting for the spot-forward difference will definitely be simplified, if the time value
of the forward contract is not excluded from the assessment of hedge effectiveness. If it is
included in the assessment of effectiveness, the change in the value of the hedged item will be
perfectly offset by the change in the value of the forward contract. Not only is the need to sepa-
rately account for the spot-forward difference avoided, but generally volatility in earnings can
be minimized. Given this simplification, unless otherwise stated, the spot-forward difference on
forward contracts will be included in the assessment of effectiveness.
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An analysis of the entries in Illustration 10-7 reveals that the cash flow hedge was effective in
accomplishing the concerns of the U.S. company. Given the use of a forward contract, the effect
of the cash flow hedge of the forecasted transaction can be summarized as follows:

Without the
Forward
Contract

With the
Forward
Contract

Sales price of inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000 $ 95,000
Cost of sales—Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (59,225) (59,225)
Cost of sales—Processing costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000) (20,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,775 $ 15,775
Adjustment to cost of sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Adjusted gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,775 $ 20,275
Unrealized loss on hedge excluded from assessment of

hedge effectiveness . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200)

Net income effect . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,775 $ 19,075

The adjusted gross profit resulting from the use of a hedge results from the following:

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000
Locked in cost of sales on 100,000 FC at the spot rate of $0.530 . . . . . . . . . . . . . . . . . . . (53,000)
No hedge on the additional cost of 3,000 FC at the transaction date

spot rate of $0.575 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,725)
Processing costs. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)

Adjusted gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,275

The above gross profit of $20,275 based on the use of a forward contract is $2,000 greater
than the gross profit of $18,275 traceable to the earlier hedge of a forecasted transaction using an
option (Illustration 10-5). The difference is traceable to the fact that the forward contract was able
to lock in the purchase of inventory at a cost of $53,000 (100,000� $0.530 spot rate) compared
to the option that locked in a cost of inventory of $55,000 (100,000� $0.550 strike price).

Illustration of Hedging the Cash Flows Associated with a Recognized Asset or Liability. As
previously discussed in the section dealing with fair value hedges, the risk associated with recog-
nized assets or liabilities can be hedged with a fair value hedge. However, the cash flows associated
with a recognized asset or liability denominated in foreign currency may also be designated as a
cash flow hedge. However, in order to be designated as a cash flow hedge, all of the variability in the
hedged item’s foreign currency cash flows must be eliminated by the hedging instrument. In the
case of a cash flow hedge, the risk is that the cash flows associated with the recognized asset or liabi-
lity could be affected due to changes in the foreign currency exchange rates. In order to demonstrate
the treatment as a cash flow hedge, the facts of the illustration involving the hedge of a foreign cur-
rency asset with a fair value hedge set forth on page 564 will be used. Those facts are as follows:

1. On November 1, 2015, the company bought inventory from a foreign vendor with payment
due on February 1, 2016, in the amount of 100,000 FC.

2. On November 1, 2015, the company purchased a forward contract to buy 100,000 FC on
February 1, 2016, at a forward rate of 1 FC¼ $0.506.

3. Selected spot and forward rates are as follows:

Date
Spot
Rate

Forward Rate for
Remaining Term of Contract

November 1, 2015 1 FC¼ $0.500 1 FC¼ $0.506
December 31, 2015 1 FC¼$ 0.520 1 FC¼$ 0.530
February 1, 2016 1 FC¼$ 0.550 1 FC¼$ 0.550
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4. Changes in the value of the forward contract are to be discounted at a 6% rate.

5. The contract premium is included in the assessment of hedge effectiveness. Therefore,
changes in the value of the forward contract based on changes in the forward rate are used to
assess effectiveness. There is no separate accounting for the contract premium.

6. Changes in the value of the forward contract over time are as follows:

November 1—

90 Days Remaining
December 31—

30 Days Remaining Transaction Date

Number of FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000 100,000
Spot rate — 1 FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.500 $0.520 $0.550
Forward rate for remaining time — FC . . . . . . . . . . . . . . . . . $0.506 $0.530 $0.550
Initial forward rate — FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.506 $0.506
Fair value of forward contract:

Original forward value . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,600 $50,600
Current forward value . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,000 55,000

Change—gain (loss)—in forward value . . . . . . . . . . . . . . $ 2,400 $ 4,400

Present value of change:
n¼ 1, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,388
n¼ 0, i¼ 6%/12. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,400

Change in value from prior period:
Current present value . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,388 $ 4,400
Prior present value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 2,388

Change in present value . . . . . . . . . . . . . . . . . . . . . . . . $ 2,388 $ 2,012

Illustration 10-8 presents the entries to record the foreign currency transaction and the related for-
ward contract as a cash flow hedge. Once again, in order to emphasize that the value of certain
account balances is not fixed and will change over time, these accounts are identified in boldface type.

Illustration 10-8
Using a Cash Flow Hedge to Hedge a Foreign-Currency-Denominated Liability

Relating to the Purchase of Inventory Relating to the Forward Contract

November 1, 2015
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 Memo: Company acquired a forward

contract to buy 100,000 FC at a forward rate
of 1 FC¼ $0.506.

Accounts Payable—FC . . . . . . . . . 50,000
To record purchase of inventory for
100,000 FC when 1 FC¼ $0.500.

December 31, 2015
Exchange Loss . . . . . . . . . . . . . . . . . . . . . 2,000

Forward Contract . . . . . . . . . . . . . . . . . . . . . . . 2,388Accounts Payable—FC . . . . . . . . . 2,000
OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,388To accrue exchange loss on the

FC-denominated payable when
the spot rate is $0.520.

To record change in the value of the forward
contract and premium expense.

OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . 2,000

To offset impact on earnings of exchange loss
on accounts payable.

(continued)
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February 1, 2016
Accounts Payable—FC . . . . . . . . . . . 52,000 Forward Contract . . . . . . . . . . . . . . . . . . . . . . . 2,012
Exchange Loss . . . . . . . . . . . . . . . . . . . . . 3,000

Foreign Currency. . . . . . . . . . . . . . . . . 55,000
OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,012

To record settlement of the liability
when 1 FC¼ $0.550.

To record change in the value of the forward
contract and premium expense.

OCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Gain on Contract . . . . . . . . . . . . . . . . . . . . . . . . 2,400

To offset impact on earnings of exchange loss
on accounts payable.

Foreign Currency. . . . . . . . . . . . . . . . . . . . . . . . . . 55,000
Forward Contract . . . . . . . . . . . . . . . . . . . . . 4,400
Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,600

To record settlement of contract.

In order to understand the impact of treating a hedge on an existing foreign-currency-denomi-
nated asset or liability as a fair value hedge versus a cash flow hedge, the financial statement impact of
Illustration 10-3 is compared to Illustration 10-8 as follows:

Debit (Credit)
Fair Value Hedge
(Illustration 10-3)

Cash Flow Hedge
(Illustration 10-8)

December 31, 2015, balance sheet values:
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000 $ 50,000
Forward contract . . . . . . . . . . . . . . . . . . . . . . . . 2,388 2,388
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . (52,000) (52,000)
Other comprehensive income . . . . . . . . . . . . . . 0 (388)

2015 income statement values:
Exchange loss . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 2,000
Gain on contract . . . . . . . . . . . . . . . . . . . . . . . . (2,388) (2,000)
Premium expense. . . . . . . . . . . . . . . . . . . . . . . . 0 0
Impact on net earnings. . . . . . . . . . . . . . . . . . . . (388) 0

February 1, 2016, balance sheet values. . . . . . . . No balances No balances

2016 income statement values:
Exchange loss . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 3,000
Gain on contract . . . . . . . . . . . . . . . . . . . . . . . . (2,012) (2,400)
Premium expense. . . . . . . . . . . . . . . . . . . . . . . . 0 0
Impact on net earnings. . . . . . . . . . . . . . . . . . . . 988 600

Total impact on net earnings—2015 and 2016 . . 600 600

Based on the above table, the balance sheet difference between the alternative hedging classifica-
tions relates only to the balance in other comprehensive income resulting from the cash flow treat-
ment. However, the big differences in classifications relate to the income statement. Under the fair
value classification, there is significantly more volatility in reported earnings between periods than
under the cash flow treatment. In fact, under the cash flow treatment, the only periodic net impact
on earnings will be traceable to the amortization of the contract premium or discount that is excluded
from hedge effectiveness. In fact, the periodic impact on net earnings will be known in advance
because the contract premium or discount is known at inception of the contract. Although the overall
impact on net earnings is the same ($600) regardless of the classification of the hedge, the predictabil-
ity of the periodic impact on net earnings associated with the cash flow treatment is a clear advantage.

Summary of Hedging Transactions

When transactions are denominated in one currency and measured in another, changes in cur-
rency exchange rates can expose the transacting party to potential exchange gains or losses. In
order to reduce the uncertainty associated with exchange rate changes, forward contracts and
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other derivatives are often used to hedge against the exposure associated with:

^ A forecasted foreign currency transaction,
^ An unrecognized foreign currency commitment, or
^ A recognized foreign currency denominated asset or liability.

The following table summarizes some of the details relating to these risk-management
techniques:

Transaction Is Forecasted Commit to Transaction Transaction Occurs

Hedge of a Forecasted
Transaction

Hedge of an Identifiable Firm
Commitment

Hedge of a Denominated FC
Asset or Liability

1. Type of hedge. Cash flow hedge. Fair value hedge or cash flow
hedge.

Fair value hedge or cash flow
hedge.

2. Basic purpose of hedge. Hedge against changes in the
cash flows due to exchange
rate risk occurring between the
time of the probable forecasted
transaction and the resulting
actual transaction.

Hedge against exchange rate
risk occurring between the
commitment date and the
transaction date.

Hedge the exchange rate risk
between the transaction date
and the payment/settlement
date.

3. Measurement of the value of
a forward contract at a point
in time.

Measured as the net present
value of the difference between
the notional amount at the
forward rate at inception and
the notional amount at the now
current forward rate.

Measured as the net present
value of the difference between
the notional amount at the
forward rate at inception and
the notional amount at the now
current forward rate.

Measured as the net present
value of the difference between
the notional amount at the
forward rate at inception and
the notional amount at the now
current forward rate.

4. Measurement of the value of
an option at a point in time.

Measured as the quoted option
value.

Measured as the quoted option
value.

Measured as the quoted option
value.

5. Recognition over time of
changes in the value of the
derivative.

Changes in value are
recognized as a component of
other comprehensive income.
When the resulting transaction
affects earning, an offsetting
amount of OCI is also
recognized currently in
earnings.

Changes in value are
recognized currently as a
component of income.

Changes in value are
recognized currently as a
component of income in the
case of a fair value hedge and
as a component of OCI in the
case of a cash flow hedge.

6. Measurement of the time
value of a derivative at
inception.

For a forward contract, the
difference between the initial
forward rate and the initial spot
rate times the notional amount.
For an option, the total value of
the option at inception less the
intrinsic value at inception.

For a forward contract, the
difference between the initial
forward rate and the initial spot
rate times the notional amount.
For an option, the total value of
the option at inception less the
intrinsic value at inception.

For a forward contract, the
difference between the initial
forward rate and the initial spot
rate times the notional amount.
For an option, the total value of
the option at inception less the
intrinsic value at inception.

7. Portion of the time value of a
derivative that is excluded
from assessment of hedge
effectiveness.

May elect to exclude that
portion traceable to the time
value of the derivative.

May elect to exclude that
portion traceable to the time
value of the derivative.

May elect to exclude that
portion traceable to the time
value of the derivative.

(continued)
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Transaction Is Forecasted Commit to Transaction Transaction Occurs

Hedge of a Forecasted
Transaction

Hedge of an Identifiable Firm
Commitment

Hedge of a Denominated FC
Asset or Liability

8. If excluded from the
assessment of hedge
effectiveness, recognition of
the change in time value.

Recognized currently in
earnings with an offsetting
amount being recorded in
OCI.

Recognized currently in
earnings. There is no need to
separately account for the
ineffective portion.

Recognized currently in
earnings if a fair value hedge.
If a cash flow hedge,
recognized currently in
earnings with an offsetting
amount being recorded in
OCI.

9. Recognition of the gain or
loss on the hedged item.

No gain or loss—forecasted
transaction is not recorded.

Recognized currently in
earnings and results in an
adjustment to the basis of the
hedged transaction.

Recognized currently in
earnings.

10. Measurement of the gain
or loss on the hedged item.

No gain or loss—forecasted
transaction is not recorded.

Measured as the change in
spot or forward rates between
the date of the commitment and
the transaction date.

Measured as the change in
spot rates between the date of
the transaction date and the
settlement date.

11. Effect on the basis of the
resulting transaction.

Fixes the dollar basis of the
actual transaction.

Fixes the dollar basis of the
actual transaction.

None.

Disclosures Regarding Hedges of Foreign Currency Exposure

Disclosures regarding foreign currency hedges are required as part of the broader disclosure
requirements for derivative instruments and hedging activity. More specific disclosure require-
ments also exist for fair value and cash flow hedges. Exhibit 10-1 contains an example of certain
disclosures regarding the hedging of foreign currency transactions.

Exhibit 10-1
Johnson Controls, Inc.
Fiscal Year Ended September 30, 2013 SEC Form 10-K
Selected Notes to the Financial Statements

NOTE 11. FAIR VALUE MEASUREMENTS

VALUATION METHODS

Foreign currency exchange derivatives—The Company selectively hedges anticipated transactions that are subject to foreign
exchange rate risk primarily using foreign currency exchange hedge contracts. The foreign currency exchange derivatives are
valued under a market approach using publicized spot and forward prices. As cash flow hedges under ASC 815, the effective por-
tion of the hedge gains or losses due to changes in fair value are initially recorded as a component of accumulated other comprehen-
sive income and are subsequently reclassified into earnings when the hedged transactions occur and affect earnings. Any ineffective
portion of the hedge is reflected in the consolidated statement of income. These contracts were highly effective in hedging the varia-
bility in future cash flows attributable to changes in currency exchange rates at September 30, 2013 and 2012. The fair value of for-
eign currency exchange derivatives not designated as hedging instruments under ASC 815 are recorded in the consolidated
statements of income.

(continued)
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R E F L E C T I O N
� A hedge of a forecasted foreign currency transaction is a cash flow hedge that is given

special accounting treatment. Changes in the fair value of the hedging instrument are

recognized as a component of other comprehensive income. Components of OCI are

subsequently recognized in earnings in the same period(s) as the actual transaction

affects earnings.

� The risk associated with a recognized asset or liability may be hedged with either a fair

value hedge or a cash flow hedge. Hedging with a cash flow hedge results in less volatility

in reported earnings over time as compared to if a fair value hedge were used.

� A company may be exposed to foreign currency exchange risk in several contexts

including forecasted transactions, commitments, and foreign currency transactions. The

hedge used in each area of risk has a unique purpose and requires special measurement

principles.

UNDERSTANDING THE ISSUES

1. If the U.S. dollar was expected to strengthen relative to a foreign currency (FC), what
effect might this have on a U.S. exporter?

2. A U.S. company purchases inventory from a foreign vendor, and purchases are
denominated in the foreign currency (FC). The U.S. dollar is expected to weaken
against the FC. Explain how a forward contract might be employed as a hedge
against exchange rate risk.

3. Explain how a U.S. company’s commitment to purchase inventory with settlement in
foreign currency (FC) might become less attractive over time and how adverse effects
on earnings could be reduced.

4. A company is forecasting the purchase of inventory from an overseas vendor with
payment to be made in a foreign currency (FC). Assume an option were used as a hed-
ging instrument for this forecasted transaction. Explain how changes in the time
value of the option would be measured and accounted for.

NOTE 14. EQUITY AND NONCONTROLLING INTERESTS
The following schedules present changes in accumulated other comprehensive income (AOCI) attributable to Johnson Controls, Inc.
(in millions, net of tax):

Year Ended
September 30,

2013

Year Ended
September 30,

2012

Year Ended
September 30,

2011

Foreign currency translation adjustments
Balance at beginning of period. . . . . . . . . . . . . . . . . . . $413 $634 $743
Aggregate adjustment for the period [net of tax effect of

$19, $(15), and $(3)] . . . . . . . . . . . . . . . . . . . . . . . 21 221 109

Balance at end of period . . . . . . . . . . . . . . . . . . . . . . . . $392 $413 $634
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EXERCISES

Exercise 1 (LO 3, 6) Hedging a foreign currency liability with an option desig-

nated as a fair value hedge. Williams Corporation imports, from a number of German
manufacturers, large machining equipment used in the tooling industry. On June 1, the com-
pany received delivery of a piece of machinery with a cost of 450,000 euros when the spot rate
was 1 euro equals $1.370. Williams had already paid 50,000 euros, when the spot rate was 1
euro equals $1.350, to the German company at the time of placing the order, and the balance
of the invoice was due in 60 days after delivery. On June 15, the company became concerned
that the dollar would weaken relative to the euro and proceeded to purchase an option to buy
euros on July 31 at a strike price of 1 euro equals $1.375. The hedge was designated as a fair
value hedge. At the time of purchase, the out-of-the-money option had a value of $1,400 and a
value of $2,600 at June 30. Euro spot rates are as follows:

1 euro¼

June 15 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1.373
June 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.381
July 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.385

On July 31, the option was settled and the foreign currency was remitted to the German vendor.
Assuming that financial statements are prepared for June and July, identify all relevant

income statement and balance sheet accounts for the above transactions and determine the
appropriate monthly balances.

Exercise 2 (LO 2) Spot rates and forward rates. On January 1, one U.S. dollar can be
exchanged for eight foreign currencies (FC). The dollar can be invested short term at a rate of
4%, and the FC can be invested at a rate of 5%.

1. Calculate the direct and indirect spot exchange rates as of January 1.
2. Calculate the 180-day forward rate to buy FC (assume 365 days per year).
3. If the spot rate is 1 FC ¼ $0.740 and the 90-day forward rate is $0.752, what does this sug-

gest about interest rates in the two countries?
4. Explain why a weak dollar relative to the FC would likely increase U.S. exports.
5. Discuss what would happen to the forward rate if the dollar strengthened relative to the FC.

Exercise 3 (LO 5, 6) Measuring changes in the value of derivatives and account-

ing for such changes. A company has acquired two derivatives: an option to buy foreign
currency (FC) and a forward contract to buy FC. Both derivatives were acquired on the same
day, for the same notional amount and expire on May 31. Relevant information involving the
derivatives is as follows:

February 1 April 30 May 31

Notional amount in FC . . . 100,000 100,000 100,000
Spot rate . . . . . . . . . . . . . . $ 2.05 $ 2.08 $ 2.10
Forward rate . . . . . . . . . . . $ 2.07 $ 2.09 $ 2.10
Strike price. . . . . . . . . . . . . $ 2.05 $ 2.05 $ 2.05
Value of option . . . . . . . . . $ 1,000 $ 3,400 $ 5,000

1. Calculate the intrinsic and the time value of the option for each of the above dates and indi-
cate how the changes in each of these values would be accounted for if the option hedged:
(a) a forecasted FC transaction and (b) a recognized FC-denominated liability.

2. Calculate the value of the forward contract at each of the above dates and indicate how the
changes in each of these values would be accounted for if the contract hedged: (a) an unrec-
ognized FC firm commitment (b) a recognized FC-denominated liability. Assume a 6%
interest rate for any discounting purposes.

3. In part (2), assume that the two hedged items involved the purchase of inventory. Explain
how the changes in value of the hedging instruments would affect the basis of the inventory.
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Exercise 4 (LO 3, 6) Fair value hedge with forward contract. Stark, Inc., placed an
order for inventory costing 500,000 FC with a foreign vendor on April 15 when the spot rate
was 1 FC ¼ $0.683. Stark received the goods on May 1 when the spot rate was 1 FC ¼ $0.687.
Also on May 1, Stark entered into a 90-day forward contract to purchase 500,000 FC at a for-
ward rate of 1 FC ¼ $0.693. Payment was made to the foreign vendor on August 1 when the
spot rate was 1 FC ¼ $0.696. Stark has a June 30 year-end. On that date, the spot rate was
1 FC ¼ $0.691, and the forward rate on the contract was 1 FC ¼ $0.695. Changes in the
current value of the forward contract are measured as the present value of the changes in the
forward rates over time and no separate accounting is given the time value of the contract. The
relevant discount rate is 6%.

1. Prepare all relevant journal entries suggested by the above facts assuming that the hedge is
designated as a fair value hedge.

2. Prepare a partial income statement and balance sheet as of the company’s June 30 year-end
that reflect the above facts.

Exercise 5 (LO 3, 6) Hedging a commitment with an option. Wellington Manufactur-
ing manufactures industrial ovens used primarily in the process of coating or painting metals.
The ovens are sold throughout the world, and units are manufactured to customers’ specifica-
tions. On June 15, the company committed to sell two ovens to a major transnational custo-
mer. One of the ovens has a selling price of $549,600 and is to be paid for with foreign
currency A (FCA). The other unit has a selling price of $297,975 and is to be paid for with for-
eign currency B (FCB). Both units were shipped, FOB shipping point, on September 15, and
payment is due within 30 days of shipment. In order to hedge against exchange rate risks, Well-
ington acquired two put options on June 15 with notional amounts equal to the respective for-
eign currency selling prices. The options expire on October 15, and customer remittances are
also received on October 15. Relevant information concerning the options and exchange rates
is as shown:

Fair Value of Option June 15 September 15 October 15

FCA option (strike price¼ $1.200). . . . . $5,000 $21,000
FCB option (strike price¼ $0.700) . . . . . $8,500 $ 4,300

Spot Rates

FCA . . . . . . . . . . . . . . . . . . . . . . . . $1.200 $1.160 $1.170
FCB . . . . . . . . . . . . . . . . . . . . . . . . $0.685 $0.692 $0.720

1. Assuming that the time value of the options is excluded from the determination of hedge
effectiveness, determine the gain or loss to be recognized on each of the commitments. The
firm commitment is measured based on changes in the spot rate over time.

2. Assuming that the costs of the FCA unit and the FCB unit are $440,000 and $235,000,
respectively, calculate the gross profit margin on each of the units that would have been
experienced with and without the hedge.

Exercise 6 (LO 4, 5) Hedging a commitment; forecasted transaction—forward

contract vs. option. Jackson, a U.S. company, acquires a variety of raw materials from for-
eign vendors with amounts payable in foreign currency (FC). The company needs to acquire
20,000 units of raw materials, and the goods are expected to have a price of 100,000 FC.
Assume that the inventory can be subsequently sold to U.S. customers for $160,000.

Jackson is contemplating committing to the purchase of the inventory on September 1 with
delivery on November 1. However, rather than making a commitment, the company could
forecast a probable purchase of inventory with delivery on November 1. In either case, assume
that on September 1 the company would either (a) acquire a forward contract to buy 100,000
FC with a forward date of November 1 or (b) acquire an option to buy FC in November at a
strike price of $1.250. The option premium is expected to cost $2,100.
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Various spot rates, forward rates, and option values are as follows:

Spot Rate
Forward Rate for

November 1
Time Value of

Option

September 1 . . . . . . . . . . . 1 FC¼ $1.250 1 FC¼ $1.270 $2,100
November 1 . . . . . . . . . . . 1 FC¼ $1.320 1 FC¼ $1.320 0

1. Prepare a schedule that would compare the effect on current earnings of the two alternatives
(commit or forecast), given the alternative hedging instruments. Show the effect on earnings for
the period prior to the transaction date separately from the effect after the transaction date. The
time value component of the hedging instruments is excluded from the assessment of hedge effec-
tiveness. Changes in the value of the commitment are measured by changes in the spot rates.

2. Discuss your conclusion, and explain to Jackson why one alternative might be preferable
over the other.

Exercise 7 (LO 3) Foreign currency transactions involving a building and loan

payable. Regber International is building an addition to one of its overseas manufacturing
facilities with all construction costs being paid in foreign currency (FC) as follows: 200,000 FC,
300,000 FC, 400,000 FC, and 100,000 FC on March 1, June 30, August 31, and September 30,
respectively.

The initial payment was financed by a 2-month note in the amount of 200,000 FC. The
note bears interest at the rate of 4.8% and principal and interest are to be paid on April 30. On
April 30, the company secured a 6-month note in order to finance ongoing construction costs.
This 300,000 FC note bears interest at 6% and calls for quarterly interest payments. On June 1,
the company forecasted remaining construction payments and acquired a forward contract
to buy 400,000 FC at a forward rate of $1.53 with settlement on August 31. Various spot and
forward rates are as shown:

Spot Rate Forward Rate Spot Rate Forward Rate

March 1. . . . . . . . $1.50 June 30 . . . . . . . . $1.55 $1.57
April 30 . . . . . . . . $1.48 July 31 . . . . . . . . . $1.58 $1.59
June 1 . . . . . . . . . $1.52 $1.53 August 31 . . . . . . $1.60 $1.60

September 30 . . . $1.65

Calculate the basis of the building addition including capitalized interest and financing
costs associated with the forward contract. Assume that the construction was completed on
September 30.

Exercise 8 (LO 4, 5) Income statement effects with and without hedging. In the
past, Baxter Manufacturing has engaged in a number of foreign currency transactions but has
never before attempted to hedge these transactions. Baxter has given you three past events and
asked you to illustrate how hedging could have been employed. The events are as follows:

Event A: Purchased raw materials from a foreign supplier for 100,000 FC when 1 FC¼ $1.100.
The supplier was paid 60 days later when 1 FC ¼ $1.150. When the goods were purchased, a 60-
day forward contract to buy FC had a forward rate of 1 FC¼ $1.110.

Event B: Committed to sell inventory (with a cost of $120,000) to a foreign buyer for 200,000
FC when 1 FC ¼ $1.130. Sixty days later, when the inventory was shipped, 1 FC ¼ $1.170, and
90 days later, when the customer paid, 1 FC¼ $1.180. At the date of the commitment, the 90-day
forward rate to sell was 1 FC ¼ $1.150, and at the date of shipment, a 30-day forward rate was 1
FC ¼ $1.172. Changes in the value of the commitment are based on changes in forward rates.
Assume a 6% discount rate.

Event C: Forecasted needing to buy inventory with a cost of 60,000 FC in 60 days in order
to meet a sale in the amount of $100,000. When the inventory was actually purchased, it had a
cost of 68,000 FC. At the time of the forecast, the spot rate was 1 FC ¼ $1.160, and a 60-day
forward contract to buy FC was 1 FC¼ $1.150. At the time the goods were actually purchased,
the spot rate was 1 FC¼ $1.170.

For each of the above events, indicate how income would have been affected with and with-
out the accompanying hedge.
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PROBLEMS

Problem 10-1 (LO 5) FC transactions, commitments, forecasted transactions—

earnings impact. Jarvis Corporation transacts business with a number of foreign vendors and
customers. These transactions are denominated in FC, and the company uses a number of hedging
strategies to reduce the exposure to exchange rate risk. Several such transactions are as follows:

Transaction A: On November 30, the company purchased inventory from a vendor in the
amount of 100,000 FC with payment due in 60 days. Also on November 30, the company pur-
chased a forward contract to buy FC in 60 days. Assume a fair value hedge.

Transaction B: On November 1, the company committed to provide services to a foreign
customer in the amount of 100,000 FC. The services will be provided in 30 days. On Novem-
ber 1, the company also purchased a forward contract to sell 100,000 FC in 30 days. Changes
in the value of the commitment are based on changes in forward rates.

Transaction C: On November 1, the company forecasted a purchase of equipment in 30
days. The forecasted cost is 100,000 FC, and the equipment is to be depreciated over five years
using the straight-line method of depreciation. On November 1, the company acquired a for-
ward contract to buy 100,000 FC in 30 days.

Transaction D: On November 30, the company purchased an option to sell 100,000 FC in
60 days to hedge a forecasted sale to a customer in 60 days. The option sold for a premium of
$1,200 and had a strike price of $1.155. The value of the option on December 31 was $2,000.

Relevant spot and forward rates are as shown below.

Spot Rate
Forward Rate for 30 Days

from November 1
Forward Rate for 60 Days

from November 30

November 1 . . . . . . . . . . . . . 1 FC¼ $1.120 1 FC¼ $1.132
November 15 . . . . . . . . . . . . 1 FC¼ $1.130
November 30 . . . . . . . . . . . . 1 FC¼ $1.150 1 FC¼ $1.146
December 31. . . . . . . . . . . . . 1 FC¼ $1.140 1 FC¼ $1.138

Assuming that the company’s year-end is December 31, for each of the above transactions deter-
mine the current-year effect on earnings. All necessary discounting should be determined by
using a 6% discount rate. For transactions C and D, the time value of the hedging instrument is
excluded from hedge effectiveness and is to be separately accounted for.

Problem 10-2 (LO 3, 6) Hedge with forward contract a commitment and subse-

quent transaction. Kaiser Exporters buys used medical equipment and sells it to various
foreign health care institutions. On June 15, the company committed to sell medical equipment
to a foreign hospital for 800,000 FC. The equipment, with a cost of $325,000, was shipped to
the customer on August 15 with terms FOB shipping point and payment due on October 15.
At the time of the commitment, Kaiser acquired a forward contract to sell 800,000 FC in 120
days. Selected spot and forward rates are as follows:

June 15 June 30 August 15 September 30

Spot rate . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.500 $0.485 $0.480 $0.470
Forward rate . . . . . . . . . . . . . . . . . . . . . . . . 0.510 0.490 0.475 0.468

The relevant discount rate is 6% and changes in the value of the firm commitment are mea-
sured as changes in the forward rate over time. Assume that the hedge is accounted for as a fair
value hedge and that the time value of the hedge is included in the assessment of effectiveness.

Assuming that financial statements are prepared for the second and third quarters, identify
all relevant income statement and balance sheet accounts for the above transactions and deter-
mine the appropriate quarterly balances.

Required

Required
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Problem 10-3 (LO 3, 5) Income statement effects of transactions, commitments,

and hedging. Clayton Industries sells medical equipment worldwide. On March 1 of the
current year, the company sold equipment, with a cost of $160,000, to a foreign customer for
200,000 euros payable in 60 days. At the same time, the company purchased a forward contract
to sell 200,000 euros in 60 days. In another transaction, the company committed, on March
15, to deliver equipment in May to a foreign customer in exchange for 300,000 euros payable
in June. This equipment is anticipated to have a completed cost of $210,000. On March 15,
the company hedged the commitment by acquiring a forward contract to sell 300,000 euros in
90 days. Changes in the value of the commitment are based on changes in forward rates, and all
discounting is based on a 6% discount rate. Assume all hedges are accounted for as fair value
hedges and that the spot-forward difference is included in the assessment of hedge effectiveness.

Various spot and forward rates for the euro are as follows:

Forward Rate for 60 Forward Rate for 90
Spot Rate Days from March 1 Days from March 15

March 1. . . . . . . . . . . . . . . . . . . . . . . . $1.180 $1.181
March 15 . . . . . . . . . . . . . . . . . . . . . . 1.181 1.180 $1.179
March 31 . . . . . . . . . . . . . . . . . . . . . . 1.179 1.178 1.177
April 30 . . . . . . . . . . . . . . . . . . . . . . . . 1.175 1.174

For individual months of March and April, calculate the income statement effect of:

1. The foreign currency transaction.
2. The hedge on the foreign currency transaction.
3. The foreign currency commitment.
4. The hedge on the foreign currency commitment.

Problem 10-4 (LO 3, 6) Hedging foreign currency transactions and commit-

ments. Medical Distributors, Inc., is a U.S. company that buys and sells used medical equip-
ment throughout the United States and Canada. During the month of June, the company had
the following transactions with Canadian parties:

1. Purchased used equipment on June 1 from a hospital located in Toronto for 220,000 Cana-
dian dollars (CA$) payable in 45 days. On the same day, the company paid $1,000 for a call
option to buy 220,000 Canadian dollars during July at a strike price of 1 CA$ ¼ $0.726.
The option had a fair value of $3,200 on June 30. The hedge was designated as a fair value
hedge.

2. Sold equipment on June 1 for 300,000 Canadian dollars to be paid in 30 days. At the same
time, the company purchased a forward contract to sell the Canadian dollars in 30 days and
the hedge was designated as a fair value hedge.

3. Committed to buy equipment on June 15 from a Montreal health care provider for 400,000
Canadian dollars in 45 days. At the same time, the company purchased a forward contract
to buy 400,000 Canadian dollars in 45 days.

4. Paid 30,000 Canadian dollars on June 20 to refurbish the equipment purchased on June 1.
5. Sold the equipment purchased on June 1 on June 20 for 310,000 Canadian dollars to be

received in 30 days.
6. Collected the 300,000 Canadian dollars on June 30 from the sale on June 1.

Selected spot and forward rates are as follows:

Spot Rate Forward Rate
1 CA$ 1 CA$¼

June 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.720 30-day sell rate¼ $0.729
June 15 . . . . . . . . . . . . . . . . . . . . . . . . . . 0.729 45-day buy rate¼ $0.731
June 20 . . . . . . . . . . . . . . . . . . . . . . . . . . 0.732
June 30 . . . . . . . . . . . . . . . . . . . . . . . . . . 0.735 30-day buy rate¼ $0.737

Required
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Prepare all of the necessary journal entries to record the above activities during the month of
June. Changes in the value of the commitment are based on changes in forward rates. All neces-
sary discounting should be determined using a 6% discount rate. The time value of all deriva-
tives is included in the assessment of hedge effectiveness.

Problem 10-5 (LO 6) Cash flow hedges of a commitment, a forecasted transac-

tion and a recognized liability. On March 1, a company committed to acquire 10,000
units of inventory to be delivered on May 31. The purchase price is to be paid in foreign cur-
rency (FC) in the amount of 200,000 FC. Assume that the commitment’s negative values are
$7,960 and $14,000 as of March 31 and May 31, respectively. Also assume that the inventory
will be processed further during the month of June at a cost of $12.50 per unit and will be sold
on July 10 to a customer for $90 per unit. On March 1, the company also forecasted the pur-
chase of a piece of equipment to be delivered on May 31 with a cost of 200,000 FC. The equip-
ment was placed into service at the beginning of July and has a useful life of 10 years and a
salvage value of $74,000. On March 1, the company borrowed 200,000 FC from a foreign
bank at an interest rate of 6.0% with interest and principal to be repaid on May 31.

Assume that on March 1 the company acquired three identical options to buy FC on May
31 with each option to be designated as a hedge for each of the three situations described above.
Information relating to each option is as follows:

For each option March 1 March 31 May 31

Notional amount . . . . . . . . . . . . . . . . . . . 200,000 200,000 200,000
Strike price. . . . . . . . . . . . . . . . . . . . . . . . $ 2.52 $ 2.52 $ 2.52
Spot price . . . . . . . . . . . . . . . . . . . . . . . . $ 2.50 $ 2.54 $ 2.57
Value of option . . . . . . . . . . . . . . . . . . . . $ 1,300 $ 5,000 $ 10,000

For each of the three hedged situations, prepare a schedule to show the impact on earnings for
each of the first three calendar quarters of the year noting that all hedges are to be considered
cash flow hedges.

Problem 10-6 (LO 5, 6) The impact of no hedging versus hedging. In several
instances, Neibler Corporation has been engaged in transactions that were denominated or
settled in foreign currencies (FC). Given recent volatility in exchange rates between the U.S.
dollar and the FC, the company is considering using FC derivatives in a number of instances.
In order to communicate to management the impact of hedging, you have been asked to
develop a schedule relating to several hypothetical situations.

Hypothetical A involves the purchase of inventory in the amount of 100,000 FC with pay-
ment due in 60 days. Assume that the hedge would involve: (a) an option to buy 100,000 FC in
60 days and (b) a forward contract to buy 100,000 FC in 60 days. In both cases, the hedge is to
be considered a fair value hedge.

Hypothetical B involves the same facts as Hypothetical A except that the hedge is to be con-
sidered a cash flow hedge.

Hypothetical C involves a commitment to sell inventory in 90 days for 100,000 FC.
Assume that the hedge would involve: (a) an option to sell 100,000 FC in 90 days and (b) a for-
ward contract to sell 100,000 FC in 90 days. In both cases, the hedge is to be considered a cash
flow hedge. In the case of the option, changes in the value of the commitment are to be mea-
sured by changes in spot rates over time, whereas in the case of the forward contract, changes in
the value of commitment are measured based on changes in forward rates. The inventory sold
has a cost of $100,000.

Hypothetical D involves a 90-day 100,000 FC note receivable bearing interest at 6%. Both
principal and interest are payable at maturity, and it is assumed that an option to sell 100,000
FC will be employed as a cash flow hedge.

Hypothetical E involves a forecasted sale of inventory in 90 days for 100,000 FC. Assume
that the inventory has a cost of $110,000 and a forward contract to sell 100,000 FC in 90 days
is the hedging instrument.

Required

Required
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Selected rate information is as follows:

At Inception After 60 days After 90 days

Derivatives to buy FC
Spot rate . . . . . . . . . . . . . . . . . . . . . . . $ 1.50 $ 1.55
Forward rate . . . . . . . . . . . . . . . . . . . . $ 1.52 $ 1.55
Strike price. . . . . . . . . . . . . . . . . . . . . . $ 1.51 $ 1.51
Option value . . . . . . . . . . . . . . . . . . . . $ 800 $4,000

Derivates to sell FC
Spot rate . . . . . . . . . . . . . . . . . . . . . . . $ 1.50 $ 1.40
Forward rate . . . . . . . . . . . . . . . . . . . . $ 1.48 $ 1.40
Strike price. . . . . . . . . . . . . . . . . . . . . . $ 1.50 $ 1.50
Option value . . . . . . . . . . . . . . . . . . . . $1,000 $10,000

In all hypotheticals, the time value of the derivative is to be excluded from the assessment of
effectiveness. For each of the above hypothetical situations, prepare a schedule to show the activ-
ity in balance sheet accounts and income statement accounts over the course of the events
assuming: (1) no hedging and (2) hedging. With respect to the balance sheet accounts, show the
balance in the derivative just prior to settlement and ignore an analysis of cash or foreign
currency balances.

Problem 10-7 (LO 6) Hedging a forecasted transaction with a forward contract. In
the process of preparing a budget for the second quarter of the current fiscal year, Anderson
Welding, Inc., has forecasted foreign sales of 1,200,00 foreign currency (FC). The company is
concerned that the dollar will strengthen relative to the FC and has decided to hedge one-half
of the forecasted foreign sales with a forward contract to sell FC in 90 days. Assume that all
1,200,000 of the forecasted sales are shipped 60 days after acquiring the contract and that pay-
ment of the sales invoices occurs 30 days after shipment, with terms FOB shipping point.
Selected rate information is as shown below.

Days remaining on forward contract 90 days 60 days 30 days 0 days

Spot rate . . . . . . . . . . . . . . . . . . . . . . . . . $1.900 $1.920 $1.880 $1.850
Forward rate . . . . . . . . . . . . . . . . . . . . . . 1.890 1.910 1.900 1.850

Assume that contract premiums or discounts are to be amortized over the term of the con-
tract using the implicit interest rate of 0.1757% per 30-day period. This results in amortization
of $2,004, $2,000, and $1,996 for the three consecutive periods. All discounting is to be based
on a 6% interest rate.

1. Prepare all entries to record the forecasted sales and the related hedging activity. Assume that
financial statements are prepared every month and that entries should be made monthly.

2. Prepare a schedule to compare the impact on earnings of hedging half of the forecasted sales
versus not hedging the other half. Assume that the total cost of goods sold was $1,800,000,
evenly divided among the sales.

Required

Required
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11
C H A P T E R

11
Translation of Foreign Financial Statements

The previous chapter identified a variety of transactions that may occur between a domestic (U.S.)
company and a foreign entity. These transactions were not dependent on the domestic company’s
having any type of ownership interest in the foreign entity. However, many domestic companies do
have an ownership interest in or control of foreign companies, and accounting for these interests
presents special problems. The accounting treatments of domestic and foreign entity relationships
that involve some degree of control are summarized as follows:

Domestic Entity Foreign Entity Accounting Treatment

Home office Branch Branch accounting
Parent Subsidiary Consolidated financial statements or separate

financial statements
Investor Investee Investment in foreign entity using cost or equity

method, or consolidate if it qualifies as a
variable interest entity (VIE)

The above relationships suggest the need to combine or consolidate the foreign entity finan-
cial statements with those of the domestic entity. The financial statements of a foreign entity
typically are measured in the currency of that foreign country. This currency usually is different
from the reporting currency of the domestic entity. Therefore, a methodology must be devel-
oped to express the foreign entity’s financial statements in the reporting currency of the domes-
tic entity. The process of expressing amounts denominated or measured in foreign currencies
into amounts measured in the reporting currency (dollars) of the domestic entity (U.S.) is
referred to as foreign currency translation.

Learning Objectives

When you have completed this chapter, you should be able to

1. Define the functional currency, and identify factors suggesting the functional currency.

2. Explain the objectives of the translation process.

3. Apply the functional currency translation process to a trial balance, and calculate the
translation adjustment.

4. Explain how the translation adjustment is accounted for and how a hedge may be employed.

5. Describe the consolidation process and the sophisticated equity method, giving particular
attention to modifications due to translation.

6. Apply the remeasurement process to a trial balance, and explain how to account for the
remeasurement gain or loss.

7. Differentiate between the two methods for converting functional currency to the parent/
investor’s currency, and explain the circumstances under which each should be used.
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In addition to establishing a methodology for translation, the process is complicated by the
reality that the foreign financial statements may have been prepared using accounting principles
that are different from those of the domestic reporting entity. Although becoming fewer in
number, due to significant efforts to converge various alternative accounting standards into a
worldwide set of recognized standards, differences in standards continue to exist. Therefore,
prior to translation, the statements of a foreign entity must be adjusted to reflect the generally
accepted accounting principles (GAAP) employed by the domestic reporting entity. For exam-
ple, a foreign subsidiary may not be required to capitalize leases although the lease would be
capitalized if GAAP followed by the parent company were employed. Before proceeding with
translation, the accounting for these leases must be adjusted to conform to the principles
employed by the reporting entity.

STATEMENT OF FINANCIAL ACCOUNTING
STANDARDS NO. 52
A central question to the process of translating foreign currency financial statements into the
currency of the domestic reporting entity is what effect exchange rate changes will have on the
domestic reporting entity. The FASB adopted a functional currency approach which focuses on
whether the domestic reporting entity’s cash flows will be indirectly or directly affected by
changes in the exchange rates of the foreign entity’s currency.

I A S B P E R S P E C T I V E S

IAS 21, The Effects of Changes in Foreign Exchange Rates, addresses the translation of for-

eign financial statements. The concept of a functional currency is applied, and the term

‘‘presentation currency’’ (rather than ‘‘reporting currency’’) is used to describe the cur-

rency in which financial statements are prepared.

Assume a foreign entity operates exclusively in its own country using only its currency (see
Illustration 11-1a). It is questionable whether changes in the exchange rate between its currency
and that of the parent entity would directly affect either the subsidiary’s or the parent’s cash
flows. After all, how could changes in the rate of exchange between the foreign currency and the
dollar affect you if your transactions were primarily denominated in the foreign currency and
not exposed to exchange rate risk? If you transact business only in your own currency, how your
currency changes relative to another currency does not impact you. However, if a foreign entity
operates or functions in a currency other than its own, exchange rate changes between these cur-
rencies presumably will directly affect cash flows of the foreign entity and ultimately the cash
flows of the parent (see Illustration 11-1b). For example, if the foreign subsidiary has to convert
one foreign currency into another type of foreign currency (FCA) in order to pay a foreign sup-
plier, the exposure to exchange rate risk may affect cash flows of the subsidiary and in turn the
parent. If the foreign subsidiary has less cash due to exchange rate changes, then the parent
would, in turn, expect to receive less cash from its investment in the subsidiary. In this instance,
the resulting effect on the parent would be the same as if the parent had engaged in transactions
that were denominated in a foreign currency.

1
O B J E C T I V E

Define the functional

currency, and identify

factors suggesting the

functional currency.
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Functional Currency Identification

In order to achieve the objectives of the translation process, it is critical to identify the foreign
entity’s functional currency. The functional currency is the currency of the primary economic
environment in which the entity generates and expends cash. For example, assume a French
company that is a subsidiary of a U.S. company purchases labor and materials and pays for these
items with euros (see Illustration 11-2a). The finished product of the company is sold, and pay-
ment is received in euros. In this situation, the French company operates or functions in euros
and is therefore not exposed to exchange rate risk between the euro and the dollar. Therefore,
changes in the exchange rate between the euro and the dollar of the U.S. parent do not have an
economic impact on the French company or its U.S. parent. Because of this, the French com-
pany’s day-to-day operations are not dependent on the economic environment of the U.S. par-
ent’s currency (dollars). Therefore, the euro would be considered the functional currency of the
French company.

Illustration 11-1a
Exchange Rate Changes Do Not Affect Parent:

Transactions Are in Subsidiary’s Foreign Currency

U.S.
Parent

Company

Foreign
Subsidiary

No exchange rate impact

Transactions in foreign currency

No ultimate impact on parent 
company’s cash flow

Suppliers/Customers
← ⎯⎯⎯⎯⎯⎯

⎯ →

Illustration 11-1b
Exchange Rate Changes Affect Parent:

Transactions Are Not in Subsidiary’s Foreign Currency

U.S.
Parent

Company

Foreign
Subsidiary

← Exchange rate impact ⎯⎯⎯⎯⎯⎯

⎯ Transactions not in foreign currency→

Ultimate impact on parent company’s
cash flow

Suppliers/Customers
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The functional currency of an entity is not always that of its own country. Assume the
French company discussed above received most of its debt capital in the form of dollars from an
American bank and that its products were sold primarily in the United States with payment
being received in dollars (see Illustration 11-2b). In this case, changes in the exchange rate
between the euro and the dollar would have an impact on the French company’s cash flows and
ultimately those of the parent. The French company’s day-to-day operations are dependent on
the economic environment of the U.S. parent’s currency (dollars). Changes in the foreign
entity’s assets and liabilities will, or will have the potential to, impact the cash flows of the U.S.
parent. In this case, the functional currency is that of the parent (U.S. dollars). It is important
to note that a foreign entity may have a functional currency which is not its domestic currency
or that of the parent entity. Thus, the French company could have the Japanese yen as its func-
tional currency, rather than the euro or the dollar, if the yen is the currency that primarily influ-
ences the company’s cash flows (see Illustration 11-2c). This might be the case if the French
company’s financing, sales, and purchases of goods and services are denominated in yen.

Illustration 11-2b
Foreign Subsidiary Functions in Parent’s Currency (U.S. dollars)

U.S.
Parent

Company
U.S. Bank

French
Subsidiary

(Functional currency:
U.S. dollar)

← Exchange rate impact ⎯⎯⎯⎯⎯⎯

⎯ Transactions in U.S. dollars ⎯⎯⎯→

Ultimate impact on parent
company’s cash flows

U.S. dollars

Suppliers/Customers

Illustration 11-2a
Foreign Subsidiary Functions in Its Own Currency (euros)

U.S.
Parent

Company

French
Subsidiary

(Functional currency:
euro)

← No exchange rate impact ⎯⎯⎯⎯

⎯ Transactions in euros ⎯⎯→

No ultimate impact on parent 
company’s cash flow

Suppliers/Customers
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Identification of the functional currency is not subject to definitive criteria. However, cer-
tain basic economic factors should be considered in making this identification.1 Some of these
factors are summarized in Exhibit 11-1.

These factors should be considered both individually and collectively in order to identify
the functional currency. The selection of a functional currency should be applied consistently
over time, unless significant changes suggest that the functional currency has changed. Changes
should not be accounted for on a retroactive basis but rather prospectively. Therefore, all items

Illustration 11-2c
Foreign Subsidiary Functions in Currency Other than Its Own or Parent’s (Japanese yen)

U.S.
Parent

Company

French
Subsidiary

(Functional currency:
Japanese yen)

← Exchange rate impact ⎯⎯⎯⎯⎯⎯

⎯ Transactions in Japanese yen ⎯⎯→

Ultimate impact on parent 
company’s cash flows

Suppliers/Customers

Exhibit 11-1
Factors Suggesting the Functional Currency

Indicator
Foreign Entity’s Currency Is the
Functional Currency

Parent’s Currency Is the
Functional Currency

Cash flows Cash flows are primarily in the currency of the
foreign entity. Such flows do not impact the parent’s
cash flows.

Cash flows directly impact the parent’s cash flows
and are readily available to the parent.

Sales price Sales prices are influenced by local factors rather
than exchange rates.

Sales prices are influenced by international factors
and exchange rate changes.

Sales market There is an active and primarily local market. The sales market is primarily in the parent’s country.

Expenses Goods and services are acquired locally and
denominated in local currencies.

Goods and services are acquired from the parent’s
country.

Financing Financing is secured locally and denominated in
local currencies. Debt is serviced through local
operations.

Financing is secured primarily from the parent or is
denominated in the parent’s currency.

Intercompany
transaction and
arrangements

Intercompany transaction volume is low. Major
interrelationships between foreign and parent
operations do not exist.

Intercompany transaction volume is high. There are
major interrelationships between entities. A foreign
entity holds major assets and obligations of the parent.

1 FASB ASC 830-10-55-5, Foreign Currency Matters—Overall—Implementation Guidance—The Functional
Currency.
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are translated into the new functional currency using the exchange rate at the date of the change.
Although these factors focus on the parent’s currency as a possible functional currency, remem-
ber that the functional currency may be one other than that of the foreign entity or the parent.

I A S B P E R S P E C T I V E S

International Accounting Standard (IAS) 21, ‘‘The Effects of Changes in Foreign Currency

Rates,’’ addresses the translation of foreign financial statements. The IAS has a hierarchy,

primary and secondary, of factors for identifying the functional currency whereas U.S.

GAAP does not.

Objectives of the Translation Process

The compatibility resulting from translating various financial statements into a common
reporting currency is a practical necessity. However, this process should not alter the significance
of the results and relationships experienced by the individual consolidated entity. Consistent
with this underlying concern, the translation process should accomplish the following objec-
tives. The first objective is explained in this section. The second objective is explained later in
the chapter.

1. Provide information that is generally compatible with the expected economic effects of a rate
change on an enterprise’s cash flows and equity.

2. Reflect in consolidated statements the financial results and relationships of the individual
consolidated entities as measured in their functional currencies in conformity with U.S. gen-
erally accepted accounting principles.2

The first objective recognizes that exchange rate changes may or may not have any substan-
tial or direct effect on the cash flows and economic well-being of the related entities (e.g., sub-
sidiary and parent). If the foreign entity conducts business in its own currency, exchange rate
changes relative to the parent’s currency would not affect the cash flow or economic well-being
of the foreign entity. Therefore, the process of translating the foreign entity’s financial state-
ments into U.S. dollars should not currently impact net income. For example, assume that a
foreign subsidiary borrows 1,000 foreign currencies (FC) from a bank in order to purchase a
tract of land for 1,000 FC when the rate of exchange is 1 FC ¼ $1 (see Illustration 11-3a). If
the land were to be sold for 1,000 FC when the rate of exchange is 1 FC ¼ $0.80, then 1,000
FC would be available to repay the loan. Neither the foreign entity’s nor the parent’s cash flows,
or their economic well-being, would have been adversely affected by the change in exchange
rates because the foreign subsidiary functions in foreign currency, not the U.S. dollar.

However, if the foreign entity conducts business primarily in another currency (e.g., the par-
ent’s currency), changes in the exchange rate would affect the cash flow or economic well-being
of the foreign entity. Therefore, the effect of translation should be included in reported income.
To illustrate, assume the same facts as in the above example except that the funds necessary to
purchase the land were borrowed from a U.S. bank in dollars and then converted to FC with
ultimate repayment of the loan due in dollars (see Illustration 11-3b). If the land were to be sold
for 1,000 FC and the proceeds converted to U.S. dollars when 1 FC¼ $0.80, only $800 would
be available to repay the loan. The French subsidiary would then need to use more cash in order
to pay off the remaining $200 of debt. This would have a negative impact on the cash flows of
the subsidiary and ultimately on those of the U.S. parent. Therefore, the change in exchange
rates would have an effect on both the potential cash flows available to the parent and the

2
O B J E C T I V E

Explain the objectives of

the translation process.

2 FASB ASC 830-10-10, Foreign Currency Matters—Overall—Objectives.
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parent’s economic well-being. This adverse effect of the exchange rate changes should be
reflected in the current-period net income.

The expected economic effects of rate changes must be properly reflected in financial state-
ments and may be analyzed as follows:

Expected Economic Effect
of Rate Changes

Accounting Response to Effect
of Rate Changes

Cash inflows increase, and/or cash outflows
decrease. Economic well-being is affected.

Translation gains should be included in net
income.

Cash inflows decrease, and/or cash outflows
increase. Economic well-being is affected.

Translation losses should be included in net
income.

Cash inflows and/or outflows are not affected.
Economic well-being is not affected.

No translation gain or loss should be included
in net income. The effect of rate changes will
not be realized until the parent’s investment in
the foreign entity is disposed of or liquidated.
Therefore, the effect of translation does not
affect current net income and is shown as a
separate component of other comprehensive
income.

Illustration 11-3a
Exchange Rate Changes Do Not Impact Foreign Enterprise’s Cash Flows and Equity

U.S.
Parent

Company

Foreign
Subsidiary

Bank

Seller
of
Land

Now
1 FC $1.00

←⎯ Borrows 1,000 FC ⎯⎯

Pays 1,000 FC

Receives land

U.S.
Parent

Company

Foreign
Subsidiary

Buyer

Bank

Future
1 FC $0.80

No impact on parent 
from exchange rate 
change

⎯⎯⎯⎯ Sells land ⎯⎯⎯⎯→
←⎯ Receives 1,000 FC ⎯⎯

Repays 1,000 FC

Foreign enterprise’s: Now Future

Functional currency . . . . . . . . . . . . . . . . . . . . . . . . . . FC FC
Asset position. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 FC (land) 1,000 FC (currency)
Current impact on cash flows. . . . . . . . . . . . . . . . . . . No effect No effect
Current impact on net income . . . . . . . . . . . . . . . . . . No effect No effect
Current impact on parent’s cash flows or net income No effect No effect
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Expected Economic Effects of Rate Changes when the Functional Currency Is Not the For-
eign Currency. The first objective of translation seeks to provide accounting information that is
consistent or compatible with the expected economic effects of rate changes. This objective is
satisfied by focusing on the functional currency and may be demonstrated by consideration of
the following example. Assume that a foreign subsidiary is formed on January 1, Year 1, when
the rate of exchange is 1 foreign currency (FC) ¼ $1.00. The subsidiary engaged in the follow-
ing activity in the first year:

1. At the beginning of the year, received a $300,000 equity investment in dollars from the par-
ent in exchange for stock.

2. At the beginning of the year, purchased equipment for $100,000 and inventory for
$200,000.

3. On June 30, sold 40% of the inventory for $120,000 on account.

4. At year-end, the receivable was collected.

At June 30, the rate of exchange was 1 FC ¼ $1.20, and at year-end, the rate of exchange
was 1 FC¼ $1.25.

When evaluating the factors used to identify the functional currency, it would appear that
the dollar, not the foreign currency, is the functional currency, because financing is denomi-
nated in dollars, acquisitions of goods and services are paid for in dollars, and sales are re-
ceivable in dollars. Furthermore, the substance of these transactions suggests that the foreign
subsidiary is merely a conduit through which the U.S. parent conducts business and ex-
periences dollar cash flows. Therefore, if the translation process is sound, it should provide

Illustration 11-3b
Exchange Rate Changes Do Impact Foreign Enterprise’s Cash Flows and Equity

U.S.
Parent

Company

Foreign
Subsidiary

Bank

Seller
of
Land

Now
1 FC $1.00

←⎯ Borrows 1,000 FC ⎯⎯
(worth 1,000 FC)

Pays 1,000 FC

Receives land

U.S.
Parent

Company

Foreign
Subsidiary

Buyer

Bank

Future
1 FC $0.80

Ultimate impact on 
parent from exchange 
rate change loss of 
$200

⎯⎯⎯⎯ Sells land ⎯⎯⎯⎯→

←⎯ Receives 1,000 FC ⎯⎯
(worth $800)

Repays $800 and has to 
acquire another $200
due to exchange
rate changes

Foreign enterprise’s: Now Future

Functional currency . . . . . . . . . . . . . . . . . . . . . . . . . . U.S.$ U.S.$
Asset position. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 (land) $800 (currency)
Current impact on cash flows. . . . . . . . . . . . . . . . . . . No effect $200 negative impact
Current impact on net income . . . . . . . . . . . . . . . . . . No effect $200 negative impact
Current impact on parent’s cash flows or net income No effect $200 negative impact
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information that is compatible with the expected economic effects of rate changes. In this
particular example, the translated dollar amounts for the subsidiary should be identical to the
dollar balances that would have resulted had the U.S. parent engaged in these transactions
without the foreign subsidiary serving as a conduit. If the parent, rather than the subsidiary,
had engaged in the above activities, it would have made the following entries shown in col-
umn A as compared to the entries in column B which were made by the foreign subsidiary
as measured in FC:

Column A in U.S.$ Column B in FC

Jan. 1 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000
Common Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000

To record initial investment when 1 FC¼ $1.00.

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 200,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000
To record initial cash expenditures when
1 FC¼ $1.00.

June 30 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000
Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000

To record sale when 1 FC¼ $1.20, which is the
equivalent of 100,000 FC ($120,000 ‚ $1.20).

Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 80,000

To record cost of sales (40% of available inventory
of $200,000).

Dec. 31 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 96,000
Exchange Loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 4,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000
To record collection of receivable when 1 FC¼ $1.25.
The $120,000 receivable has a 96,000 FC equivalent
($120,000 ‚ $1.25).

Resulting year-end trial balances and analytics measured in dollars and FC are as follows:

Trial Balances Column A in U.S.$ Column B in FC

Cash . . . . . . . . . . . . . . . . . . . . . . . $ 120,000 96,000 FC
Inventory . . . . . . . . . . . . . . . . . . . . 120,000 120,000
Equipment . . . . . . . . . . . . . . . . . . . 100,000 100,000
Common stock. . . . . . . . . . . . . . . . (300,000) (300,000)
Sales revenue . . . . . . . . . . . . . . . . (120,000) (100,000)
Cost of sales. . . . . . . . . . . . . . . . . . 80,000 80,000
Exchange loss . . . . . . . . . . . . . . . . 4,000

Total. . . . . . . . . . . . . . . . . . . . . . . . $ 0 0 FC

Net income . . . . . . . . . . . . . . . . . . $ 40,000 16,000 FC

Current assets to total assets . . . . . 0.71 to 1 (240/340) 0.68 to 1 (216/316)
Gross profit margin . . . . . . . . . . . . 33.33% 20%

In this example, remember that the subsidiary is merely a conduit through which the U.S. par-
ent conducts business and experiences dollar cash flows because the dollar is the functional cur-
rency. Therefore, the subsidiary’s financial statements when translated into U.S. dollars should
be the same as what the financial statements would have been had the U.S. parent recorded the
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transactions (values per column A above). The translation process should translate the values in
FC (the column B values) at exchange rates so that the resulting values in dollars are equal to
the column A values. The following translated trial balances accomplish this goal based on the
suggested relevant exchange rates:

Trial Balances
Column B in

FC
Relevant

Exchange Rate
Column A in

U.S.$

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,000 FC 1.25 $ 120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 1.00 120,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 1.00 100,000
Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) 1.00 (300,000)
Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) 1.20 (120,000)
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 1.00 80,000
Exchange loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000 1.25 5,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 FC $ 5,000
Translation adjustment (to balance)

a component of net income. . . . . . . . . . . . . . (5,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 FC $ 0

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 FC $ 40,000

Current assets to total assets . . . . . . . . . . . . . . . . . . . 0.71 to 1 (240/340)
Gross profit margin . . . . . . . . . . . . . . . . . . . . . . . . . . 33.33%

Note the exchange rates that were necessary to achieve the above desired outcome. Monetary
net assets (cash in this example) were translated at current rates, historical values (inventory and
equipment) were translated at historical rates, common stock was translated at historical rates,
revenues and expenses not involving historical values (sales revenue and exchange loss) were
translated at the rate in existence when the income transaction occurred, and revenues and
expenses representing historical values (cost of inventory sold) were translated at historical rates.

The objective of the translation process was to produce financial statements that reflected the
economic effects of exchange rate changes on an enterprise’s cash flows and equity. In this example,
the U.S. dollar was the functional currency, not the FC. Therefore, the subsidiary was exposed to
exchange rate risk and merely functioned as a conduit through which the U.S. parent conducted
business. The goal of translating the FC statements was to produce identical values to those that
would have resulted if the U.S. parent had engaged in the same transactions. A comparison of the
above financial statements compared to those that would have resulted had the U.S. parent
recorded the transactions reveals that the values are identical. The relevant exchange rates necessary
to accomplish this goal are dependent upon a proper identification of the functional currency. The
first objective of the translation process has been satisfied, and the results confirm the following:

1. The foreign subsidiary merely acted as a conduit through which the U.S. parent operated.

2. The foreign subsidiary’s translated financial statements are identical to those statements that
would have resulted had the transactions been originally recorded in the dollar functional
currency (translated statements into dollars are the same as the original column A values as
though the parent had recorded the transactions).

3. The financial statement relationships (current assets as a percentage of total assets and return
on original equity) for the translated financial statements are identical to those that would
have resulted had the transactions been originally recorded in the dollar functional currency.

4. The transactions of the foreign entity had an immediate or potentially immediate impact
on the dollar cash flows and equity; therefore, the impact was included in net income.
Including the translation adjustment in the translated income results in net income of
$40,000 which is identical to what would have resulted had the transactions been originally
recorded in the dollar functional currency. If the translation adjustment were not included as
a component of net income, then the translated net income would have been only $35,000
which is not the same as what would have resulted had the transactions been originally
recorded in the dollar functional currency.
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In this example, the translation process produced financial statements that reflect the eco-
nomic effects of exchange rate risk and include the effects of that risk as a component of net
income. The total value of the translated assets is $340,000 which is $40,000 more than the initial
$300,000 of assets invested into the subsidiary. Clearly, the $40,000 change could be distributed
as increased cash flow to the parent. This increase has impacted the enterprise’s cash flows and
equity. Therefore, the exchange rate change did have a potentially immediate effect on the cash
flows and economic well-being of the parent and should be included in net income of the period
in which exchange rates change. (This example parallels the one in Illustration 11-2b.)

Expected Economic Effects of Rate Changes when the Functional Currency Is the Foreign
Currency. If the foreign currency (FC) is the functional currency, rate changes are not expected to
have an immediate impact on the parent’s cash flows (as shown in Illustration 11-3a). Therefore,
in response to rate changes, the accounting information should not include any translation adjust-
ment in the determination of current net income. Instead, translation adjustments should be clas-
sified as a separate component of other comprehensive income. This component would be
recognized as a component of net income when realized through the liquidation or disposition of
the foreign entity. In order to demonstrate these concepts, consider the following example:

Assume the facts of the previous example except that all transactions are denominated in FC
as follows:

1. At the beginning of the year, received a 300,000 FC equity investment from the parent in
exchange for stock.

2. At the beginning of the year, purchased equipment for 100,000 FC and inventory for
200,000 FC.

3. On June 30, sold 40% of the inventory for 100,000 FC on account.

4. At year-end, the receivable was collected.

When evaluating the factors used to identify a functional currency, it would appear that the
FC is the functional currency because financing is denominated in FC, acquisitions of goods
and services are paid for in FC, and sales prices are based on local economics and are collected
in FC. Furthermore, the substance of these transactions suggests that the foreign subsidiary
operates independently of the U.S. parent (not as a conduit), and its day-to-day operations are
not dependent on the economic environment of the U.S. parent’s currency but on that of the
foreign country. Therefore, changes in the exchange rate between the FC and the U.S. dollar
would not impact the enterprise’s cash flows or equity. Entries to record the activity on the
books of the foreign subsidiary as measured and denominated in FC are as follows:

Jan. 1 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Common Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

To record initial investment of 300,000 FC.

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
To record initial cash expenditures of 300,000 FC.

June 30 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

To record sale for 100,000 FC.

Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

To record cost of sales (40% of available inventory of
200,000 FC).

Dec. 31 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

To record collection of receivable.
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Since the subsidiary is not exposed to exchange rate risk, it would seem that the relationships
that existed as measured in FC should continue to be the same after the FC are translated into
U.S. dollars. The translation process should not make an entity look fundamentally different if
exchange rate risk does not impact it. Resulting trial balances and analytics measured in FC and
translated into U.S. dollars are as follows:

Trial Balances In FC
Relevant

Exchange Rate In U.S.$

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 FC 1.25 $ 125,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 1.25 150,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 1.25 125,000
Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300,000) 1.00 (300,000)
Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000) 1.20 (120,000)
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 1.20 96,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 FC $ 76,000
Translation adjustment (to balance) a

component of other comprehensive income . (76,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 FC $ 0

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 FC $ 24,000

Current assets to total assets . . . . . . . . . . . . . . . . 0.69 to 1 (220/320) 0.69to1(275/400)
Gross profit margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20% 20%

Note the exchange rates that were necessary to achieve the above desired outcome. All assets
and liabilities were translated at the current rate, common stock was translated at historical
rates, and all revenues and all expenses were translated at the rate in existence when the income
transaction occurred.

Given the above translated trial balance, it is clear that a translation adjustment is needed in
order for the trial balance to balance. The question is how the translation adjustment should be
classified on financial statements. Since the foreign subsidiary’s functional currency is the FC, it
is not exposed to exchange rate risk. Changes in the exchange rates between the FC and the
U.S. dollar have no immediate economic impact on the subsidiary. Therefore, it would not
make sense to include the translation adjustment as a component of current-period net income.
However, it is a balancing amount that needs to be classified somewhere. Since there does not
appear to be any immediate impact on earnings related to exchange rate risk, the translation
adjustment is to be included as a component of other comprehensive income. This solution
does not impact current-period earnings but does allow for the balance sheet to balance.

In comparing the results of the above example to that of the prior example, where the for-
eign entity was merely a conduit and the functional currency was the U.S. dollar, several impor-
tant differences surface.

^ The exchange rate change requires an adjustment to the accounts receivable when the dollar
is the functional currency but not when the foreign currency is the functional currency.

^ When the FC is the functional currency, changes in the exchange rate do not produce an
exchange gain or loss with respect to the accounts receivable because it is denominated in FC
and rate changes have no impact on the settlement value of the receivable.

^ When the FC is the functional currency, there is no indication that the exchange rate
changes will immediately impact the subsidiary’s or the parent’s cash flows or equity.
Therefore, to include the translation adjustment as a component of net income would not
be compatible with the economic effects of the rate change. Because the impact on the cash
flows is unclear, the translation adjustment is included as a separate component of other
comprehensive income rather than as net income.

^ It is important to note that the translation adjustment included as a component of other
comprehensive income is a balance sheet account that may change in value over time as
subsequent exchange rate changes occur. For example, if the trial balance for the subsidiary
changes in year 2 and exchange rates change, the necessary translation adjustment needed to
balance will also change.
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If there is a balance in the cumulative translation adjustment included as a component of
other comprehensive income, its impact on the parent’s cash flows and/or economic well-being is
normally not considered to be immediate or potentially immediate unless the parent liquidates or
disposes of its investment in the foreign subsidiary. At that time, the separate component of other
comprehensive income should be transferred to the income statement and recognized as a compo-
nent of net income. To illustrate, assume that in the above example the foreign subsidiary is liqui-
dated after the first year and all noncash assets (inventory of 120,000 FC plus equipment of
100,000 FC) are disposed of at book value in FC. After converting all assets into cash, 320,000
FC of cash would be remitted to the parent in exchange for its equity investment. The 320,000
FC received by the parent have a value of $400,000 (assuming the exchange rate remains at
1 FC ¼ $1.25). When compared to the historical basis of the parent’s original $300,000 invest-
ment in the equity of the subsidiary, the current equity of $400,000 represents a $100,000
realized gain. The $100,000 gain over time is represented by the year 1 net income of $24,000
and the realization of the $76,000 translation adjustment which was previously classified as a
component of other comprehensive income.

I A S B P E R S P E C T I V E S

IAS 21, The Effects of Changes in Foreign Currency Rates, addresses the translation of for-

eign financial statements. The standard does not use the term ‘‘translation adjustment’’

but rather ‘‘exchange difference’’ to describe the difference resulting from translating a

number of units of one currency into another currency. The methodology for translating

from the functional currency into the presentation currency is the same, and the exchange

difference is recognized in other comprehensive income. In addition to the disposal of an

interest in a foreign entity, the international standard identifies other factors that may

result in the recognition of the exchange differences as a component of income even if

the parent retains an interest in the foreign entity.

As a second objective of the translation process, the FASB stated that the translation process
should produce (consolidated) financial statements that reflect the financial results and relation-
ships of the individual entities as measured in their functional currency. In both of the above
examples, this objective was accomplished as evidenced by the following financial relationships:

First Example:
U.S. Dollar¼ Functional Currency

Second Example:
FC¼ Functional Currency

As Measured in
Functional
Currency

As Measured
in Foreign
Currency

Translated
Statements

As Measured
in Functional

Currency
Translated
Statements

Current assets to
total assets 0.71 to 1 0.68 to 1 0.71 to 1 0.69 to 1 0.69 to 1

Gross profit margin 33.33% 20% 33.33% 20% 20%

The above illustrations emphasize the importance of properly identifying the functional
currency. The expected economic effects of rate changes vary, and the foreign subsidiary’s finan-
cial statements differ significantly, depending upon the identification of the functional currency.
The translation process set forth by the FASB achieves its objectives when the functional cur-
rency is properly identified.

Relative to a parent/subsidiary relationship, a summary of the critical observations asso-
ciated with the identification of the functional currency is as shown on page 610.
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R E F L E C T I O N
� The functional currency is the primary currency in which an entity experiences cash inflows

and outflows. Evaluating cash flows, marketing practices, financing arrangements, and

procurement of necessary factors of production may identify this currency.

� Given a functional currency, the objectives of translation are to provide information that

is reflective of the economic effects of exchange rate changes. Translation should also

reflect the financial results and relationships of entities consistent with their functional

currency and U.S. GAAP.

BASIC TRANSLATION PROCESS: FUNCTIONAL
CURRENCY TO REPORTING CURRENCY
Before beginning the translation process, the financial statements of the foreign entity must
be adjusted to conform to generally accepted accounting principles. Although this is a very
important step in the accounting process, the specifics are not covered in this text. It is assumed
that all of the adjustments to GAAP have already been made. The next step in the translation
process is to identify the functional currency of the foreign entity.

^ If the functional currency is determined to be the foreign entity’s local currency, the current
rate method is used to translate. This is also called the functional or translation method.

^ If the foreign entity’s local currency is not the functional currency, the historical rate method
is used to translate. This is also called the temporal or remeasurement method.

In the following pages, both the current rate/functional method and the historical rate/
temporal method will be fully illustrated.

When the Functional Currency

Is Not the Foreign Currency Is the Foreign Currency

Nature of the subsidiary entity. Operates as a conduit through which
transactions occur in the parent’s functional
currency.

Operates as an independent entity through which
transactions occur in the subsidiary’s functional
currency.

Exchange rate changes. Affect the economic well-being of the parent. Do not affect the economic well-being of the parent.

Effect of exchange rate changes
on net income.

The effect is a gain or loss which is recognized
as a component of net income.

The effect is not currently recognized as a
component of net income but rather as a
component of other comprehensive income.

Effect of exchange rate changes
on the parent’s cash flows.

Changes have an immediate or potentially
immediate impact on cash flows.

Changes do not have an immediate or potentially
immediate impact on cash flows. The impact on cash
flows is currently unclear.

When the translation
adjustment is recognized as a
component of current-period net
income.

The translation adjustment is recognized
immediately in current-period net income.

The translation adjustment is recognized when there is
a partial or complete sale or complete or substantially
complete liquidation of the investment in the foreign
entity.

The subsidiary’s financial
relationships between accounts.

Relationships subsequent to translation are
different than they were prior to translation,
therefore reflecting the economic effect of
exchange rate changes.

Relationships subsequent to translation retain the
same values as they had prior to translation.
Exchange rate changes do not have an economic
effect on the parent.

3
O B J E C T I V E

Apply the functional

currency translation process

to a trial balance, and

calculate the translation

adjustment.
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The basic translation process is applied to a foreign subsidiary’s trial balance prior to its
inclusion in consolidated financial statements, home and branch combined statements, or the
computation of equity income for influential foreign investments.

With respect to consolidated financial statements, recall that one of the primary criteria to
determine if consolidation is appropriate deals with the extent of control the parent entity exer-
cises over the subsidiary. For foreign subsidiaries, effective control is determined, in part, by cur-
rency restrictions and the possibility of nationalization of the operations by foreign
governments. Assuming consolidation is appropriate, the financial statements of the foreign
entity must be translated into dollars. Then intercompany eliminations are made, and the state-
ments are consolidated according to the principles of consolidation discussed earlier in this text.

Demonstrating the Current Rate/Functional Method

If the foreign entity’s currency is the functional currency, then the current rate method would
be used for translation. The current rate/functional method requires that:

1. All assets and liabilities are translated at the current exchange rate at the date of translation.

2. Elements of income are translated at the current exchange rates that existed at the time the
revenues and expense were recognized. As a practical consideration, income elements
normally are translated at a weighted-average exchange rate for the period.

3. Equity accounts other than retained earnings are translated at the historical exchange rate on
the date of investment in the subsidiary.

4. Retained earnings are translated in layers.

a. Retained earnings that exist on the date of investment are translated at the historical
rate on the date of investment.

b. Income additions to retained earnings since the initial acquisition are included as
translated in item (2).

c. Reductions for dividends are translated at the historical exchange rates at the date of
declaration.

5. Components of the statement of cash flows are translated at the exchange rates in effect at
the time of the cash flows. Operations are translated at the rate used for income elements
[see item (2) above]. The reconciliation of the change in cash and cash equivalents during
the period should include the effect of exchange rate changes on cash balances.

6. The translation process will result in a cumulative translation adjustment which is classified
as a component of other comprehensive income (OCI) expressed in the parent/investor’s
currency (U.S. dollars) rather than as a component of net income.

Illustration 11-4 demonstrates the translation of a subsidiary’s financial statements, mea-
sured in its local currency (the functional currency), into U.S. dollars for the purpose of prepar-
ing consolidated financial statements and is based on the following facts:

1. Sori Corporation, a foreign corporation, began operations on January 1, 2014. On January
1, 2015, when net assets totaled 100,000 FC, 90% of Sori stock was acquired by Pome Cor-
poration, a U.S. corporation. Sori’s functional currency is the foreign currency, and it main-
tains its records in the functional currency.

2. Sales to Pome are billed in the foreign currency, and all receivables from Pome have been col-
lected except for the amount shown in the account Due from Pome. All other sales are billed
in the foreign currency as well. The level of sales and purchases was constant over the year.
None of the inventory purchased from Sori remains in Pome’s ending inventory.

3. Selected exchange rates between the functional currency and the dollar are as follows:

Date Rate

January 1, 2014 1 FC¼ $0.98
January 1, 2015 1 FC¼ 1.00
December 31, 2015 1 FC¼ 1.05
2015 average 1 FC¼ 1.03
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Illustration 11-4
Sori Corporation

Trial Balance Translation
December 31, 2015

Account

Balance
in Functional

Currency

Relevant
Exchange

Rate (Dollars/FC)

Balance
in

Dollars

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 FC 1.05 $ 10,500
Accounts Receivable . . . . . . . . . . . . . . . 21,000 1.05 22,050
Allowance for Doubtful Accounts . . . . . (1,000) 1.05 (1,050)
Due from Pome . . . . . . . . . . . . . . . . . . . 14,000 1.05 14,700
Inventory (at market, cost¼ 32,000) . . 30,000 1.05 31,500
Prepaid Insurance . . . . . . . . . . . . . . . . . 3,000 1.05 3,150
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000 1.05 18,900
Depreciable Assets . . . . . . . . . . . . . . . . 120,000 1.05 126,000
Accumulated Depreciation . . . . . . . . . . (15,000) 1.05 (15,750)
Cost of Goods Sold . . . . . . . . . . . . . . . . 180,000 1.03 185,400
Depreciation Expense . . . . . . . . . . . . . . 10,000 1.03 10,300
Income Tax Expense . . . . . . . . . . . . . . . 30,000 1.03 30,900
Other Expenses . . . . . . . . . . . . . . . . . . . 23,000 1.03 23,690

Total (Note B). . . . . . . . . . . . . . . . . . . 443,000 FC $460,290

Accounts Payable . . . . . . . . . . . . . . . . . 20,000 FC 1.05 $ 21,000
Taxes Payable . . . . . . . . . . . . . . . . . . . . 30,000 1.05 31,500
Accrued Interest Payable . . . . . . . . . . . . 1,000 1.05 1,050
Mortgage Payable—Land . . . . . . . . . . . 10,000 1.05 10,500
Common Stock . . . . . . . . . . . . . . . . . . . 80,000 1.00 80,000
Retained Earnings (January 1, 2015) . . 20,000 Note A 20,000
Sales—Pome . . . . . . . . . . . . . . . . . . . . . 80,000 1.03 82,400
Sales—Other. . . . . . . . . . . . . . . . . . . . . 200,000 1.03 206,000
Gain on Sale of Depreciable Assets. . . . 2,000 1.03 2,060
Cumulative Translation

Adjustment (to balance) . . . . . . . 5,780

Total (Note B). . . . . . . . . . . . . . . . . . . 443,000 FC $460,290

Note A: The beginning balance of retained earnings normally is equal to the translated value of the previous
period’s ending retained earnings. However, since 2015 is the first year Pome has owned Sori, the beginning
balance is set equal to the January 1, 2015 (acquisition date), balance of retained earnings in foreign currency
translated at the January 1, 2015, spot rate (in this case, 1.00). The balance sheet for year-end 2015 would show
a translated value for retained earnings equal to the translated beginning balance of retained earnings plus the
translated value of net income less dividends translated at the rate existing on the declaration date.

Note B: If the accounts in this trial balance were arranged in balance sheet and income statement order, the
following totals would be calculated:

Total revenues and gains. . . . . . . . . . . . . . . . . 282,000 FC $290,460
Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . 243,000 250,290

Net income (NI) . . . . . . . . . . . . . . . . . . . . . . 39,000 FC $ 40,170

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 FC $210,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . 61,000 FC $ 64,050
Total equity (including NI) . . . . . . . . . . . . . . . . 139,000 140,170

Total liabilities and equity (including NI) . . . . . 200,000 FC $204,220
Cumulative translation adjustment to balance . 5,780

Total liabilities and equity
(December 31, 2015) . . . . . . . . . . . . . . . . . 200,000 FC $210,000
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Accounting for the Cumulative Translation Adjustment. Translation adjustments result from
the process of translating foreign financial statements from their functional currency into the
domestic entity’s reporting currency. Because various exchange rates (current, historical, and
weighted-average) are used in the translation process, the basic equality of the balance sheet
equation is not preserved. Therefore, from a mechanical viewpoint, the translation adjustment
is an amount necessary to balance a translated entity’s trial balance. Translation adjustments do
not exist in terms of the functional currency and have no immediate effect on the cash flows of
the foreign or domestic entity. At the time of the translation, exchange rate fluctuations do not
have an economic impact on the foreign entity or its domestic parent. Furthermore, any poten-
tial impact on the reporting (parent) entity is uncertain and remote. Therefore, as discussed
above, it would be improper to include the translation adjustment in current reported net
income. However, the translation adjustment must be reported somewhere. Rather than being
included as a component of reported earnings, the translation should be included as a compo-
nent of other comprehensive income. It is important to remember that the translation adjust-
ment on the trial balance is a cumulative amount which changes from period to period.

Direct Calculation of the Current-Period Translation Adjustment. Although the translation
adjustment is a balancing amount necessary to satisfy the balance sheet equation, the current
period’s (not cumulative) adjustment may be calculated directly as follows:

1. The change in exchange rates during the period multiplied by the amount of net assets (i.e.,
owners’ equity) held by the domestic investor at the beginning of the period; plus

2. The difference between the weighted-average exchange rate used in translating income ele-
ments and the end-of-period exchange rate multiplied by the increase or decrease in net
assets for the period traceable to net income, excluding capital transactions; plus (minus)

3. The increase (decrease) in net assets as a result of capital transactions, including investments
by the domestic investor during the period (e.g., stock issuances, retirements, and divi-
dends), multiplied by the difference between the end-of-period exchange rate and the
exchange rate at the time of the transaction.

Based on the information given in Illustration 11-4, the direct calculation of the translation
adjustment is as follows:

Reconciliation of Annual Translation Adjustment

Net assets at beginning of period multiplied by the change
in exchange rates during the period [0a� ($1.05� $1.00)] . . . . . . . . . . . . . . . . . . . . . . . . $ 0

Increase in net assets (excluding capital transactions) multiplied by the
difference between the current rate and the average rate used to
translate income [39,000 FCb� ($1.05� $1.03)]. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 780

Increase in net assets due to capital transactions (including investments
by the domestic investor) multiplied by the difference between
the current rate and the rate at the time of the capital transaction
[100,000 FCc� ($1.05� $1.00)]. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Translation adjustment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,780

aAlthough Sori Corporation began operations in 2014, the parent company, Pome Corporation, had not acquired an
interest until 2015. Therefore, Pome had no investment in Sori as of the beginning of 2015.

bThis is the net income for the period (see Illustration 11-4).
cThis is the original capital balance as of the date of the parent’s acquisition.

The above reconciliation is not a required disclosure but may help in understanding the fac-
tors which contribute to the translation adjustment. Note that the reconciliation explains only the
$5,780 translation adjustment traceable to 2015. After the first year of operation, the annual
translation adjustments will be accumulated and presented as a component of other comprehen-
sive income. For example, if Sori Corporation has a translation adjustment of $4,400 traceable to
2016, the accumulated other comprehensive income portion of equity on the balance sheet at the
end of 2016 will show a cumulative translation adjustment of $10,180 ($5,780þ $4,400).

4
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adjustment is accounted for

and how a hedge may be
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Accomplishing the Objectives of Translation. The translation demonstrated in Illustration 11-4
has accomplished the objectives of translation. The economic effect of the exchange rate change
(i.e., translation adjustment) has been presented as an increase in stockholders’ equity, as a com-
ponent of other comprehensive income, rather than as net income. The spot rate had increased
from a beginning-of-year rate of 1 FC ¼ $1.00 to an end-of-period rate of 1 FC ¼ $1.05. This
change indicates that the foreign currency strengthened relative to the dollar. Therefore, the
domestic company’s investment in the net assets of the foreign subsidiary has increased as evi-
denced by the increase in stockholders’ equity. However, because the foreign entity’s currency is
the functional currency, exchange rate changes do not have an immediate effect on the cash flows
of the foreign or domestic entity. Thus, the translation adjustment is not reported as a compo-
nent of current net income but rather as a component of other comprehensive income. There-
fore, the presentation is compatible with the expected economic effects of exchange rate changes.
In addition, the translated financial statements reflect the same financial results and relationships
of the foreign company as originally measured in its functional currency. For instance, the follow-
ing ratios indicate that the original relationships have been preserved after translation:

Ratio Before Translation After Translation

Current 1.51 (77,000 ‚ 51,000) 1.51 (80,850 ‚ 53,550)
Debt-to-equity 0.44 (61,000 ‚ 139,000)* 0.44 (64,050 ‚ 145,950)**
Gross profit percent 36% (100,000 ‚ 280,000) 36% (103,000 ‚ 288,400)

*See Illustration 11-4, Note B.
**After translation equity includes the cumulative translation adjustment ($140,170þ $5,780).

Subsequent Recognition of the Translation Adjustment. Although translation adjustments have
no immediate effect on reported earnings, they may ultimately affect income when there is a partial or
complete sale or complete or substantially complete liquidation of the investment in the foreign entity.3

Unfortunately, the FASB has not defined what constitutes a substantially complete liquidation. Given
such a sale or liquidation, some or all of the accumulated translation adjustment included in equity
would be removed and included as part of the gain or loss on disposition of the investment. For exam-
ple, assume a company owns 100% of a foreign entity, its investment account has a balance of
$4,200,000, and its owners’ equity includes accumulated other comprehensive income containing a
debit of $320,000 representing the accumulated translation adjustment. If the entire investment in
the subsidiary is sold for $4,750,000, the translation adjustment does affect the gain on sale as follows:

Proceeds from sale of investment . . . . . . . . . . . . . . . . . . $ 4,750,000
Basis of investment account . . . . . . . . . . . . . . . . . . . . . . (4,200,000)

$ 550,000
Balance in cumulative translation adjustment . . . . . . . . (320,000)

Gain on sale of investment. . . . . . . . . . . . . . . . . . . . . . . $ 230,000

The cumulative translation adjustment did ultimately affect reported earnings as a compo-
nent of the gain on the sale of the investment. It is important to note that if only a portion of
the investment in the subsidiary were sold, then only a pro rata portion of the translation adjust-
ment would have been allocated to the sale.

Consolidating the Foreign Subsidiary

Once a foreign subsidiary’s financial statements have been translated into the reporting cur-
rency, certain eliminations and adjustments due to intercompany transactions generally will be
required. With regard to the exchange rate that should be used to translate such transactions,
the FASB concluded that all intercompany balances, except for intercompany profits and
losses, should be translated at the rates used for all other accounts. Intercompany profits
and losses should be translated using the exchange rate that existed at the date of the sale
or transfer. As a practical matter, however, average rates or approximations may be used to
translate such profits and losses.

3 FASB ASC 830-30-40, Foreign Currency Matters—Translation of Financial Statements—Derecognition.

5
O B J E C T I V E

Describe the consolidation

process and the

sophisticated equity

method, giving particular

attention to modifications

due to translation.

614 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



The facts of Illustration 11-4 are used here to demonstrate the consolidation process.
Assume Pome Corporation paid 103,500 FC for its 90% interest in Sori Corporation. Recall
that at the time of acquisition (January 1, 2015), Sori equity consisted of 80,000 FC of com-
mon stock and 20,000 FC of retained earnings. Upon acquisition of Sori, Pome recorded its
investment as follows:

Investment in Sori. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,500
Cash (103,500� $1.00) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,500

Assuming that any excess is traceable to patents with a 10-year useful life, the excess of cost
over book value is determined as follows:

Determination and Distribution of Excess Schedule (In FC)

Company
Implied

Fair Value

Parent
Price
(90%)

NCI
Value
(10%)

Fair value of subsidiary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000 103,500 11,500

Less book value of interest acquired:
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000 100,000

Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90% 10%

Book value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 10,000

Excess of fair value over book value . . . . . . . . . . . . . . . . . . . 15,000 13,500 1,500

Adjustment of identifiable accounts:

Adjustment
Amortization

per Year Life

Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 1,500 10

Notice that the determination of excess is calculated in the foreign currency. The excess will
be translated into the parent’s currency separately. Assume that Pome used the simple equity
method to account for its investment in Sori. The following translation would be required to
determine the subsidiary income recorded by Pome. Note that under the current rate method
the weighted-average exchange rate for the year is used to translate income items.

Account

Balance in
Functional
Currency

Relevant
Exchange

Rate (Dollars/FC)

Balance
in

Dollars

Sales—Pome . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 FC 1.03 $ 82,400
Sales—Other. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 1.03 206,000
Gain on Sale of Depreciable Assets . . . . . . . . . . . . 2,000 1.03 2,060
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) 1.03 (185,400)
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . (10,000) 1.03 (10,300)
Income Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . (30,000) 1.03 (30,900)
Other Expenses (including interest) . . . . . . . . . . . . . (23,000) 1.03 (23,690)

Net Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 39,000 FC $ 40,170

Pome’s share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 90%

Pome’s interest in Sori net income (in dollars) . . . . . $ 36,153

The parent’s entry to record its interest in the foreign subsidiary’s undistributed income
would be as follows:

Investment in Sori. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,153
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,153
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Worksheet 11-1, pages 636 and 637, shows the consolidated financial statements of the
Pome and Sori corporations. The trial balance amounts for Pome are assumed, and Sori’s bal-
ances are based on Illustration 11-4. Entries (CY1) and (EL) in the worksheet follow the usual
procedures of eliminating the current-period entry recording the parent’s share of the subsidiary
net income and its share of the subsidiary equity accounts as of the beginning of the period.

The asset markup is traceable to the parent’s 90% investment. However, 100% of the sug-
gested markup must be reflected on the consolidated financial statements, with 10% of the
markup being traceable to the noncontrolling interest. The total markup is 15,000 FC (13,500
FC ‚ 90% ¼ 15,000 FC) of which 10% is traceable to the noncontrolling interest. Entries to
record 100% of the excess of cost over book value and appropriate depreciation/amortization of
excess are based on translated values and are determined as follows:

Calculations for entry (D)/(NCI):

Distribution of Asset Markup FC Exchange Rate U.S. Dollars

Accounts:
Depreciable Assets and Patents. . . . . . . . . . . . . . . . . . . . 15,000 1.05a $15,750 DR
Investment in Sori Corporation . . . . . . . . . . . . . . . . . . . . 13,500 1.00b 13,500 CR
Retained Earnings—Sori . . . . . . . . . . . . . . . . . . . . . . . . . 1,500 1.00 1,500 CR
Cumulative Translation Adjustment (to balance) . . . . . . . 750 CRc

aUse the current exchange rate for asset markup as used in the current rate method for all asset accounts.
bUse the date of investment exchange rate for crediting the investment account because the objective of the entry is to
eliminate this balance, and it was initially recorded at a 1.00 exchange rate.

cTo be allocated 90% to parent and 10% to subsidiary.

Calculations for entry (A):

Amortization of Asset Markups FC Exchange Rate U.S. Dollars

Accounts:
Accumulated Depreciation and Amortization (15,000/10). 1,500 1.05a $1,575 CR
Depreciation and Amortization Expense. . . . . . . . . . . . . . . . 1,500 1.03b 1,545 DR
Cumulative Translation Adjustment (to balance) . . . . . . . . . . 30 DRc

aUse the current exchange rate for accumulated depreciation and amortization as used in the current rate method for all
asset accounts.

bUse the weighted-average exchange rate for expenses as used in the current rate method for all income items.
cTo be allocated 90% to parent and 10% to subsidiary.

Entry (CT) allocates 90% of Sori’s cumulative adjustment to the controlling interest. These
entries do not require any translating because the balances being eliminated have already been
translated into U.S. dollars. Illustration 11-4 presented the translation of a foreign subsidiary’s
(Sori Corporation) financial statements into dollars. The translation resulted in a current-year
translation adjustment of $5,780. Based on Illustration 11-4 and Worksheet 11-1, the net
amount of the translation adjustment that impacts the parent company’s (Pome Corporation)
OCI is determined as follows:

Cumulative translation traceable to controlling parent and noncontrolling interests:
Interest

DR (CR)
Total

90%
Controlling

10%
Noncontrolling

Translation Adjustment per Illustration 11-4 . . . . . . . . . $5,780 $5,202 $578
Distribution of Asset Markup per Above . . . . . . . . . . . . 750 675 75
Amortization of Asset Markups per Above . . . . . . . . . . (30) (27) (3)

Total Cumulative Translation Adjustment. . . . . . . . . . . . $6,500 $5,850 $650

Entries (IA) and (IS) follow the usual worksheet eliminations and adjustments for intercom-
pany transactions and require no additional translation.

The consolidation procedures just discussed also are applicable to periods subsequent to the
first year of acquisition. Although the methodology is the same, the following should be noted:

1. The parent and noncontrolling interest must both continue to recognize their interests in
the amortization of any original excess of cost over book value.

2. Any additional cumulative adjustment traceable to the excess of cost over book value should
continue to be recognized.

Worksheet 11-1: page 636

616 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



When consolidating a foreign subsidiary, special attention must be paid to the elimination
of intercompany profits. This is true only when the foreign entity’s currency is the functional
currency. The problem arises because the exchange rates used to translate receivables and pay-
ables resulting from intercompany transactions are different from the rates that existed at the
date of the intercompany transaction. In order to illustrate this point, assume that a U.S. parent
sold inventory to a foreign subsidiary and that none of the inventory had been sold by the sub-
sidiary as of the end of the period. In the consolidation process, it would be appropriate to
eliminate the parent’s receivable and the subsidiary’s corresponding payable. Furthermore, the
unrealized intercompany profit on the unsold inventory must also be eliminated. For purposes
of discussion, assume that the intercompany transaction is denominated in foreign currencies in
the amount of 1,000 FC and that relevant exchange rates are as follows:

Date of sale 1 FC¼ $1.00 End of period 1 FC¼ $1.20

Relevant balances at the end of the period would be as follows:

Value in
FC

Exchange
Rate

Value in
U.S. Dollars

Parent’s Accounts:
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 1.20 $1,200
Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 1.00 1,000
Cost of Sales (assume 80%). . . . . . . . . . . . . . . . . . . . . . . . . . . . 800

Subsidiary’s Accounts (translated using current rate method):
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 1.20 $1,200
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 1.20 1,200

It is clear from the preceding schedule of account balances that the dollar values of the parent’s
accounts receivable and the subsidiary’s accounts payable are equal and could be eliminated against
each other. However, the problem arises with the elimination of the unrealized intercompany profit
included in the ending inventory of the subsidiary. If the profit of 20% were eliminated using the
translated value of the inventory, then $240 (20%� $1,200) of profit would be eliminated, which
does not agree with the $200 of intercompany profit that actually existed at the date of the transac-
tion. However, if the intercompany profit is eliminated using the rate of exchange that existed at
the date of the transaction, no inconsistency exists. At the date of the transaction, the inventory
had a dollar equivalent of $1,000 (1,000 FC � $1), and the 20% unrealized profit of $200
(20%� $1,000) would be the appropriate amount of profit to eliminate against the parent’s gross
profit of $200 (sales revenue of $1,000 versus the cost of sales of $800). Therefore, the exchange
rate at the date of the original transaction must always be used to determine the amount of unrea-
lized profit to be eliminated. Once again, this complication will be encountered only when trans-
lating from the functional currency into the parent’s reporting currency.

Gains and Losses Excluded from Income

The other comprehensive income section of equity in which cumulative translation adjustments
are reported also should include gains and losses attributable to:

1. Foreign currency transactions that are designated and effective as economic hedges of a net
investment in a foreign entity, beginning with the designation date.

2. Intercompany foreign currency transactions that are long-term investments in nature (i.e.,
settlement is not planned or anticipated in the foreseeable future) when the entities involved
in the transaction are consolidated, combined, or accounted for by the equity method in the
reporting enterprise’s financial statements.4

Foreign Currency Transactions as Hedges of a Net Investment in a Foreign Entity. When
translating foreign financial statements from their functional currency into dollars, a translation
adjustment is produced and classified as a component of other comprehensive income. Noting

4 FASB ASC 830-20-35-3, Foreign Currency Matters—Foreign Currency Transactions—Subsequent Measurement.
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that OCI is a component of owners’ equity, the translation adjustment has the effect of either
increasing or decreasing the parent company’s equity as a result of its net investment in the for-
eign subsidiary. A parent company would certainly want to minimize any adverse impact on
equity and may decide to hedge against such impacts. This is referred to as a hedge of a net
investment in a foreign entity. Not knowing whether the impact of translation on equity will be
positive or negative, some companies hedge net investments as a matter of policy. Such hedges
may be accomplished through the use of a nonderivative or derivative instrument. The purpose of
the hedging strategy is to offset the negative (positive) effect of the translation adjustment on the
net investment with the gain (loss) on the hedging instrument. The gain or loss on a designated
and effective hedge of a net investment should be classified in the same manner as is the transla-
tion adjustment. Therefore, if the translation adjustment is classified as a component of other
comprehensive income, the gain or loss on the accompanying hedge would also be classified as a
component of other comprehensive income. As discussed in a subsequent section of this chapter,
in some instances, the translation adjustment may be classified as a component of net income. In
these instances, the gain or loss on a hedge of a net investment would also be similarly classified.

In order to demonstrate a hedge of a net investment in a foreign entity, recall the facts sur-
rounding Illustration 11-4 and Worksheet 11-1. The facts supporting Illustration 11-4 were based
on a parent company (Pome Corporation) acquiring a 90% interest in a subsidiary company (Sori
Corporation) when the subsidiary’s net equity was 100,000 FC. Initially not knowing whether
the translation adjustment would have a positive or negative impact on equity, assume that the
parent company, as a matter of policy, hedged its net investment in the foreign subsidiary. Assume
that in order to hedge its investment on January 1, 2015, the parent company secured a foreign
bank loan denominated in the foreign currency when the spot rate was 1 FC ¼ $1.00. The bank
loan has a principal amount of 90,000 FC (90% of the subsidiary’s equity). Interest calculations
are ignored for purposes of this example. The bank loan is designated as a hedge of the net invest-
ment and is considered to have satisfied all necessary criteria. Because the exchange rates have
changed, the value of the hedging instrument has also changed as follows:

Value of loan payable at December 31, 2015 (90,000 FC� $1.050) . . . $94,500
Value of loan payable at inception (90,000 FC� $1.000) . . . . . . . . . . . . 90,000

Change in value of loan payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,500

The entry to record the change in value of the payable is as follows:

OCI—Translation Adjustment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Illustration 11-4 presented the translation of a foreign subsidiary’s (Sori Corporation) finan-
cial statements into dollars. The translation resulted in a current-year translation adjustment of
$5,780. The net amount of the translation adjustment that impacts the parent company’s
(Pome Corporation) OCI is determined as follows based on Worksheet 11-1:

Current-year translation adjustment (from Illustration 11-4). . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,780
Portion allocated to noncontrolling interest (11-1). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (578)

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,202
Increase due to distribution of excess and amortization

[Worksheet 11-1 entry (D)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 675
Decrease due to amortization of excess

[Worksheet 11-1 entry (A)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (27)

Current-year translation adjustment allocated to parent company . . . . . . . . . . . . . . . . . . . . . . $5,850

The above $5,850 translation adjustment that has been allocated to the parent would be
shown as a component of the parent’s OCI. Offset against this amount would be the $4,500 trace-
able to the hedge of the net investment. Therefore, the hedge was considered to be effective.
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Note that the effectiveness of the hedging instrument (the FC denominated bank loan)
against the net investment in the subsidiary is as follows:

Effect on parent’s OCI of translation . . . . . . . . . . . $5,850 credit
Effect on OCI of hedge on net investment . . . . . . . 4,500 debit

Net effect on OCI. . . . . . . . . . . . . . . . . . . . . . . . $1,350 credit

If the change in the value of the hedging instrument exceeds the related translation adjust-
ment recognized during the period of the hedge, the excess is ineffective and recognized in earn-
ings. In the above example, none of the hedge was ineffective. However, if the hedge had
involved a loan for 130,000 FC, the change in the value of the loan payable would have been
$6,500 [130,000 FC � ($1.05 – $1.00)], which would have exceeded the related translation
adjustment. Therefore, the excess change in value that does not offset the translation adjustment
would be recognized in current earnings.

The foreign currency strengthened against the dollar resulting in an increase in equity due to
the translation adjustment. In retrospect, the parent should not have hedged its investment even
though the hedge was effective in offsetting the effect on OCI of the translation. Once again, we
are reminded that exchange rates may not actually change as one had hoped or anticipated.

The above example involved the hedge of a net investment with a nonderivative instrument.
However, it is also possible to employ a derivative instrument such as a forward contract or
foreign currency option and be accorded the same accounting treatment.

Intercompany Foreign Currency Transactions of a Long-Term Nature. The second example
of an exchange gain or loss that may be excluded from income and be included as a component
of equity relates to certain long-term investment transactions between a domestic company and
its foreign subsidiary. For example, assume a U.S. parent borrows funds from a French subsidi-
ary with the loan being denominated in euros. If the settlement of the loan is not planned or
anticipated in the foreseeable future, the effect of rate changes on the loan also would not have a
foreseeable effect on the income of the U.S. parent. Therefore, the effect of rate changes on
long-term investment transactions, such as this loan example, should be reflected in owners’
equity as other comprehensive income, not current net income.

Unconsolidated Investments: Translation for the Cost or Equity Method

Unconsolidated foreign investments are accounted for by either the cost method or the sophisti-
cated equity method. Under the cost method, a complete translation of the foreign financial
statements is not necessary. The parent company must record the cost basis of its investment in
dollars. If the cost is incurred in foreign currency, the exchange rate at the date of acquisition
should be used. Investment income is translated at the exchange rate at the date dividends are
declared.

If the parent’s interest in the foreign subsidiary is considered influential, the subsidiary will
not be consolidated and the sophisticated equity method should be employed. This method
requires the adjustment of subsidiary income or loss for the amortization of differences between
book and market values of the investment and any intercompany profits or losses. Application
of this method to an investment in a foreign entity will be demonstrated using the facts of
Illustration 11-4.

Assume Pome Corporation paid 34,500 FC ($34,500) for a 30% interest in Sori Corpora-
tion on January 1, 2015. Furthermore, assuming that any excess is traceable to patents with a
10-year useful life, the excess of cost over book value is determined as follows:

Price paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,500 FC
Equity purchased:

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 FC
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 FC

30% Interest acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Excess cost traceable to patents. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500 FC
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Pome’s interest in the adjusted net income of Sori is calculated as follows:

Sori net income translated into dollars. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,170
Pome’s share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . �30%

Pome’s interest in Sori net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,051
Amortization of excess related to the patents

(4,500 FC ‚ 10 years� $1.03 average rate) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (464)

Pome’s equity share of Sori net income adjusted for amortization of excess . . . . . . . . . . . . . $11,587

The investor also must recognize its interest in the cumulative translation adjustment for
2015, calculated as follows:

Cumulative translation adjustment (from Illustration 11-4). . . . . . . . . . . . . . . . . . . . . . . . . . $5,780
Pome’s share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 30%

Pome’s interest in the cumulative translation adjustment . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,734

The following entries are to record Pome’s interest in the foreign entity under the sophisti-
cated equity method:

2015
Jan. 1 Investment in Sori Corporation . . . . . . . . . . . . . . . . . . . . . . . . 34,500

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,500
To record the initial investment of 34,500 FC
when the spot rate was 1 FC¼ $ 1.00.

Dec. 31 Investment in Sori Corporation . . . . . . . . . . . . . . . . . . . . . . . . 13,321
Subsidiary Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,587
Cumulative Translation Adjustment . . . . . . . . . . . . . . . . . . . 1,734

To record share of net income adjusted for the
amortization of excess and share of cumulative
translation adjustment.

Notice that under the sophisticated equity method the investor recorded both the amortiza-
tion of the excess of cost over book value and its share of the current year’s translation adjustment.

R E F L E C T I O N
� If the foreign entity’s currency is the functional currency, the current rate method is used

and the translation process is as follows: all assets and liabilities are translated at current

rates, net income at weighted-average rates, and equity accounts (excluding retained

earnings) at historical rates.

� The translation is based on the premise that changes in exchange rates will have no

immediate effect on the cash flows or economic well-being of the foreign entity or

parent/investor. Therefore, the resulting translation adjustment is classified as a

component of other comprehensive income and generally is not recognized in current

earnings until there is a sale or liquidation of the foreign subsidiary.

� The net investment in a foreign entity may be hedged, and the change in value of the

hedging instrument will be recognized as a component of other comprehensive income.

� The consolidation of a parent and a foreign subsidiary involves special adjustments

involving the excess over cost and the elimination of intercompany profits. Under the

sophisticated equity method, the parent must recognize its proportional interest in the

translation adjustment.
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REMEASURED FINANCIAL STATEMENTS: FOREIGN
CURRENCY TO FUNCTIONAL CURRENCY
The previous illustrations of the translation process assumed that the currency of the foreign
entity was the functional currency. However, there are certain instances when the functional
currency is not the currency of the foreign entity. In these instances, the financial statements
of the foreign entity must be remeasured into the functional currency before the financial
statements can be translated into the parent’s domestic currency. The remeasurement process
is intended to produce financial statements that are the same as if the foreign entity’s transac-
tions had been originally recorded in the functional currency. In essence, the historical
exchange rates between the functional currency and the foreign currency are used to remeasure cer-
tain accounts. The adjustment resulting from the remeasurement process is referred to as a
remeasurement gain or loss and is included as a component of net income.

If the foreign entity’s currency is not the functional currency, then the historical rate
method is used for remeasurement/translation. The historical rate/temporal method requires
that:

1. Monetary assets and all liabilities are translated at the current exchange rate at the date of
translation. All other assets are translated at the historical exchange rate on the date the assets
were acquired. (Use the historical rate on the date of the investment if assets were acquired
before the investment was made in the foreign entity.)

2. Elements of income are translated at the weighted-average exchange rate for the period
except for items that can be specifically identified with a date of acquisition. For example,
use the historical rate on the date inventory and fixed assets were acquired for translating cost
of goods sold and depreciation expense, respectively.

3. Equity accounts are translated as they were for the current method.

a. Equity and retained earnings balances on the date of investment are translated at the
historical exchange rate on that date.

b. Income additions to retained earnings are included as translated in item (2).
c. Dividend deductions to retained earnings are translated at the historical exchange rates

at the date of declaration.

4. The remeasurement process will result in a remeasurement gain or loss that is classified as a
component of net income expressed in the functional currency rather than as a component
of other comprehensive income.

The remeasurement process is encountered in two situations. One situation arises when the
entity’s books of record (accounting records) and resulting financial statements are prepared in a
currency that is not the functional currency. Another situation arises when the foreign entity is
in a highly inflationary economy. In that case, the functional currency is the domestic entity’s
reporting currency (dollars for U.S. parent companies).

Books of Record Not Maintained in Functional Currency

Perhaps one of the most common situations in which the books of record are not maintained in
the functional currency is when the functional currency is the parent/investor’s currency. For
example, assume that a U.S. company has a Mexican subsidiary. That parent invested dollars in
that subsidiary, and dollar-denominated loans were arranged on behalf of the subsidiary. As
shown in Illustration 11-5, the Mexican company acquires raw materials from Japanese sup-
pliers that are paid in U.S. dollars and sells the manufactured products throughout Central and
North America. The subsidiary’s sales are denominated in dollars, and distributions of earnings
are remitted to the parent in dollars. Based on the above information, it is clear that the Mexi-
can company’s functional currency is the U.S. dollar even though it maintains its books of
record (BR) in Mexican pesos.

6
O B J E C T I V E

Apply the remeasurement

process to a trial balance,

and explain how to account

for the remeasurement gain

or loss.
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It is also possible that a foreign entity that maintains its books of record in its domestic cur-
rency may have a functional currency that is not the parent/investor’s currency. For instance, as
shown in Illustration 11-6, assume a Mexican subsidiary of an American company purchases
materials from Belgian vendors with amounts due payable in euros. The materials are assembled
in Mexico and then returned to Belgium for resale. Sales revenues are collected in euros. Con-
sidering the factors used to identify the functional currency, the euro would be the Mexican
company’s functional currency. However, the Mexican company maintains its books of record
(accounting records) in pesos although its functional currency is the euro. In this example, a
2-step process is involved. First, the financial statements prepared in pesos would have to be
remeasured into euros, the functional currency. Second, the remeasured financial statements
would have to be translated from euros into dollars.

If the books of record are not maintained in the functional currency, a remeasurement pro-
cess, which differs significantly from the functional currency approach, is employed in order to
express trial balance amounts in the functional currency.

Illustration 11-5
Subsidiary Using Parent/Investor’s Currency as Functional Currency

Outside Vendor Subsidiary Company Parent Company

| (Peso Book of record) |
| (U.S. dollar Functional currency) |
| | |

Japanese Supplier → sells raw materials to → Mexican Manufacturer U.S. Corporation
| ← payment is made in U.S. dollars ← | |

Outside Customers | |
| | |

Central & North | |
American Companies ← buy products ← | |

| → payment is made in U.S. dollars → | |
| → earnings transferred in U.S. dollars → |

Illustration 11-6
Subsidiary Using Functional Currency that Is Not the Parent/Investor’s Currency

Outside Vendor Subsidiary Company Parent Company

| (Mexican peso Book of record) |
| (Euro Functional currency) |
| | |

Belgian Supplier → sells raw materials to → Mexican Manufacturer U.S. Corporation
| ← payment is made in euros ← | |

Outside Customers | |
| | |

Belgian Companies ← buy products ← | |
| → payment is made in euros → | |

| → earnings transferred in U.S. dollars → |
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Furthermore, the adjustment resulting from the remeasurement is included as a component of
net income rather than as a component of other comprehensive income. It is important to remember
that once the trial balance is remeasured into the functional currency, further translation may or
may not be necessary. Possible scenarios are as follows:

1. Books of record currency (not U.S. dollars) remeasured to U.S. dollar functional
currency. Therefore, no further translation is necessary. This is demonstrated in Illustration
11-7.

2. Books of record currency (not U.S. currency) remeasured into functional currency
(not U.S. dollars). Therefore, further translation is necessary in order to translate the
functional currency (not U.S. dollars) into U.S. dollars. This is demonstrated in Illustration
11-8.

Remeasurement when Functional Currency Is the Same
as the Parent/Investor’s Currency

Illustration 11-7 demonstrates the remeasurement process and is based on the same facts as
Illustration 11-4 with the following additional information:

1. The U.S. dollar, rather than the books of record, is determined to be the functional
currency.

2. Inventory is recorded at its market value of 30,000 FC even though its historical cost is
32,000 FC. The historical cost of sales is based on the FIFO method of costing. Ending
inventory consists of the following:

10,000 FC acquired October 1, 2015
22,000 FC acquired November 1, 2015

3. The prepaid insurance represents amounts that were incurred on October 1, 2015.

4. The depreciable assets, with 10-year lives, were acquired as follows:

80,000 FC acquired on January 1, 2014*
60,000 FC acquired on July 1, 2015

*20,000 FC of these assets were sold on July 1, 2015, for $19,760 U.S.

5. The cost of sales consists of the following purchases:

20,000 FC acquired December 1, 2014
60,000 FC acquired March 1, 2015
80,000 FC acquired July 1, 2015
20,000 FC acquired October 1, 2015

6. The other expenses include 3,000 FC of insurance expense that was originally prepaid on
October 1, 2015. The balance of other expenses was incurred uniformly throughout the
year.

7. The land and the related mortgage were acquired on March 1, 2015.

8. Selected exchange rates between the FC and the U.S. dollar functional currency are as
follows:

Jan. 1, 2014 1 FC¼ $0.98 July 1, 2015 1 FC¼ $1.04
July 1, 2014 1 FC¼ 1.01 Oct. 1, 2015 1 FC¼ 1.045
Dec. 1, 2014 1 FC¼ 0.99 Nov. 1, 2015 1 FC¼ 1.043
Jan. 1, 2015 1 FC¼ 1.00 Dec. 31, 2015 1 FC¼ 1.05
Mar. 1, 2015 1 FC¼ 1.015 2015 average 1 FC¼ 1.03
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A special remeasurement rule is necessary for inventory when the rule of cost or market
value, whichever is lower, is applied. Before the rule is applied, the inventory cost and
market values must be expressed in the functional currency. A possible result is for an inventory
write-down to occur in the functional currency, even if no write-down is suggested in the books
of record currency. It also is possible for a write-down in the books of record currency to no
longer be appropriate in the functional currency. This special rule is demonstrated in
Illustration 11-7.

In reviewing Illustration 11-7, it is important to note the following:

1. If amounts are to be remeasured at historical exchange rates that are traceable to transactions
occurring prior to the parent’s date of acquisition, they should be remeasured at the historical
exchange rate existing at the parent’s date of acquisition.

2. The remeasurement gain or loss is recognized as a component of income rather than as a
component of other comprehensive income. Remeasurement gains or losses from prior years
would be included in the remeasured amount of retained earnings at the beginning of the
current year.

3. Because the functional currency is the U.S. dollar in this example, only the remeasurement
process was necessary. If the functional currency had been in a different currency than that
of the parent, it would have been necessary to first remeasure into the functional currency
and then translate into the currency of the parent/investor. For example, if the book of
record currency is the Japanese yen, the functional currency is the euro, and the currency of
the parent/investor is the U.S. dollar, it would be necessary to remeasure the Japanese yen
financial statements into euros and then translate the euros to U.S. dollars.

4. The remeasurement process resulted in a gain that favorably affects net income. This is
because the FC strengthened against the dollar and made the parent’s net investment in the
subsidiary more valuable. If the FC had weakened, a remeasurement loss would have likely
occurred. If the parent’s management felt a remeasurement loss might occur, it might
employ some type of financial instrument to hedge against the loss.

5. If the investor is using the equity method of accounting for its investment in the investee,
income from the investment should include the investor’s share of the remeasurement gain
or loss. Therefore, the investment account must be adjusted to reflect the investor’s interest
in the remeasurement gain or loss. For example, if an investor has a 30% interest in an inves-
tee and there is a current remeasurement gain of $50,000, the following entry would be
made under the equity method:

Investment in Investee . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Illustration 11-7
Sori Corporation

Trial Balance Remeasurement
December 31, 2015

Account

Balance in
Books of

Record (BR)
Currency

Relevant
Exchange

Rate (Dollars/FC)

Balance in
Functional

Currency (Dollars)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 BR 1.050 $ 10,500
Accounts Receivable . . . . . . . . . . . . . . . . 21,000 1.050 22,050
Allowance for Doubtful Accounts . . . . . . (1,000) 1.050 (1,050)
Due from Pome . . . . . . . . . . . . . . . . . . . . 14,000 1.050 14,700
Inventory (at market, cost¼ 32,000) . . . 30,000 Note A 31,500
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Prepaid Insurance . . . . . . . . . . . . . . . . . . 3,000 1.045 3,135
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000 1.015 18,270
Depreciable Assets . . . . . . . . . . . . . . . . . 120,000 Note B 122,400
Accumulated Depreciation . . . . . . . . . . . (15,000) Note C (15,120)
Cost of Goods Sold . . . . . . . . . . . . . . . . . 180,000 Note D 185,000
Depreciation Expense . . . . . . . . . . . . . . . 10,000 Note E 10,120
Income Tax Expense . . . . . . . . . . . . . . . . 30,000 1.030 30,900
Other Expenses . . . . . . . . . . . . . . . . . . . . 23,000 Note F 23,735

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,000 BR $456,140

Accounts Payable . . . . . . . . . . . . . . . . . . 20,000 BR 1.050 $ 21,000
Taxes Payable . . . . . . . . . . . . . . . . . . . . . 30,000 1.050 31,500
Accrued Interest Payable . . . . . . . . . . . . . 1,000 1.050 1,050
Mortgage Payable—Land . . . . . . . . . . . . 10,000 1.050 10,500
Common Stock . . . . . . . . . . . . . . . . . . . . 80,000 1.000 80,000
Retained Earnings . . . . . . . . . . . . . . . . . . 20,000 Note G 20,000
Sales—Pome . . . . . . . . . . . . . . . . . . . . . . 80,000 1.030 82,400
Sales—Other. . . . . . . . . . . . . . . . . . . . . . 200,000 1.030 206,000
Gain on Sale of Depreciable Assets . . . . 2,000 Note H 2,760
Remeasurement Gain (to balance) 930

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . 443,000 BR $456,140

Note A—Inventory:

The historical cost and fair value of the ending inventory must be remeasured into the functional currency before
the rule of cost or market, whichever is lower, may be applied.

FC Exchange Rate U.S. Dollars

Historical cost (10,000� $1.045) . . . . . . . . . . . . . $10,450
(22,000� $1.043) . . . . . . . . . . . . . 22,946

. . . . . . . . . . . . . $33,396

Fair value (30,000� $1.05) . . . . . . . . . . . . . $31,500

Because the fair value in functional currency is still less than the historical cost in functional currency, fair value will
be the carrying basis.

Note B—Depreciable Assets:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency (Dollars)

January 1, 2014, acquisition . . . . . . . . . . . . . 80,000 BR 1.00* $ 80,000
July 1, 2015, acquisition. . . . . . . . . . . . . . . . . 60,000 1.04 62,400
July 1, 2015, disposition . . . . . . . . . . . . . . . . . (20,000) 1.00 (20,000)

120,000 BR $122,400

*Note that the exchange rate on the parent’s date of acquisition is used rather than any earlier historical
exchange rates.

(continued)
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Note C—Accumulated Depreciation:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency (Dollars)

January 1, 2014, acquisition (60,000 BR ‚ 10� 2) 12,000 BR 1.00 $12,000
July 1, 2015, acquisition (60,000 BR ‚ 10�½) . . . 3,000 1.04 3,120

15,000 BR $15,120

Note D—Cost of sales is remeasured as follows:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency(Dollars)

December 1, 2015, acquisition . . . . . . . . . 20,000 BR 1.000* $ 20,000
March 1, 2015 . . . . . . . . . . . . . . . . . . . . . . 60,000 1.015 60,900
July 1, 2015 . . . . . . . . . . . . . . . . . . . . . . . . 80,000 1.040 83,200
October 1, 2015. . . . . . . . . . . . . . . . . . . . . 20,000 1.045 20,900

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000 BR $185,000

*Note that the exchange rate on the parent’s date of acquisition is used rather than any earlier historical
exchange rates.

Note E—Depreciation Expense:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency (Dollars)

January 1, 2014, acquisition (60,000 BR ‚ 10) . 6,000 BR 1.00 $ 6,000
July 1, 2015, disposal (20,000 BR ‚ 10�½) . . 1,000 1.00 1,000
July 1, 2015, acquisition (60,000 BR ‚ 10�½) 3,000 1.04 3,120

10,000 BR $10,120

Note F—Other expenses are remeasured as follows:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency (Dollars)

Insurance expense. . . . . . . . . . . . . . . . . . . . . . 3,000 BR 1.045 $ 3,135
Balance of expense . . . . . . . . . . . . . . . . . . . . . 20,000 1.030 20,600

$23,735

Note G—Retained Earnings:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency (Dollars)

January 1, 2015, balance (date of
investment) . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 BR 1.00 $20,000
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The beginning balance of retained earnings normally is equal to the remeasured value of the previous period’s
ending retained earnings. However, since 2015 is the first year Pome has owned Sori, the beginning balance is
set equal to the January 1, 2015 (acquisition date), balance of retained earnings in foreign currency remeasured
at the January 1, 2015, spot rate. The balance sheet for 2015 would show a remeasured value for retained
earnings equal to the remeasured beginning balance of retained earnings plus the remeasured value of net
income less dividends remeasured at the rate existing on the declaration date.

Note H—Gain on Sale of Depreciable Assets:

Balance
in BR

Exchange
Rate (Dollars/FC)

Remeasured
Functional

Currency (Dollars)

Cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 BR
Accumulated depreciation . . . . . . . . . . . . (3,000)

Book value. . . . . . . . . . . . . . . . . . . . . . . . . 17,000 BR 1.00 $ 17,000

Selling price in U.S. dollars . . . . . . . . . . . . (19,760)

Gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,760

Worksheet 11-2, pages 640 and 641, shows the consolidated financial statements of the
Pome and Sori corporations. The trial balance for Sori has been remeasured into dollars based
on Illustration 11-7 (see page 624). Note that the remeasurement gain is included in the sub-
sidiary income distribution schedule.

Remeasurement and Subsequent Translation when Functional
Currency Is Not the Same as the Parent/Investor’s Currency

Illustration 11-8 demonstrates the remeasurement of a subsidiary’s trial balance into the
functional currency and the subsequent translation into the parent’s reporting currency.
This might be the case if, by way of example, the subsidiary records in Japanese yen,
functions in euros, and has a U.S. parent. Illustration 11-8 is based on the following
information:

1. Chen Corporation began operations on January 1, 2015, as a wholly owned foreign subsidi-
ary of Drake Inc., a U.S. company. Chen maintains its financial statements in the books of
record currency, and its functional currency is the FC.

2. Inventory in the books of record currency is carried at fair value even though its historical
cost is 16,000 BR. Inventory was acquired uniformly throughout the year. The weighted-
average cost method is used to determine the cost of sales.

3. Depreciable assets were acquired (sold) on the following dates:

Date Cost

January 1, 2015 10,000 BR
90,000

May 1, 2015 30,000
July 1, 2015 (10,000)

3. The asset sold was acquired on January 1, 2015. The selling price of this asset was
11,000 BR.

4. Depreciation is based on the straight-line method and a 10-year useful life.

Worksheet 11-2: page 640
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5. Relevant direct exchange rates are as follows:

Date FC/BR Dollars/FC

January 1, 2015 1 BR¼ 2.0 FC 1 FC¼ $1.40
May 1, 2015 1 BR¼ 2.1 FC 1 FC¼ 1.30
July 1, 2015 1 BR¼ 2.4 FC 1 FC¼ 1.10
December 31, 2015 1 BR¼ 2.8 FC 1 FC¼ 1.00
2015 average 1 BR¼ 2.5 FC 1 FC¼ 1.25

Highly Inflationary Economies. When a foreign entity’s financial statements are expressed in
the functional currency, the statements are translated directly into the parent’s reporting cur-
rency. However, this procedure is not followed for a foreign entity in a country that has a highly
inflationary economy. The FASB defines such an economy as one that has a cumulative infla-
tion rate of approximately 100% or more over a 3-year period. Other factors, such as the trend
of inflation, also may suggest a highly inflationary economy.5

If a foreign entity’s currency has lost its utility as a measure of value and lacks stability, its
use as a functional currency is likely to produce misleading results. The translation of noncur-
rent assets of a foreign company in a highly inflationary economy at current rates of exchange
produces curious results. The translated amounts may not represent reasonable dollar-
equivalent measures of those assets’ historical costs.

Suppose a foreign company acquires a fixed asset for a cost of 100,000 FC when the
exchange rate is 1 FC ¼ $1.00. Since that time, the foreign country has experienced a 3-year
cumulative rate of inflation of 270%, and the current rate of exchange is 1 FC ¼ $0.40. If the
fixed asset was translated using the current-rate method, the translated value of the asset would
be $40,000 versus its original translated cost of $100,000. One proposed solution to this curi-
ous result would be to adjust the foreign financial statements for inflation rates since acquisition
and then apply the current-rate method. The inflation-adjusted value of the fixed asset would
be 270,000 FC (100,000 FC � 270%), and its translated value at current rates would be
$108,000 (270,000 FC � $0.40). This translated amount is more meaningful than the
$40,000 value previously determined. The FASB decided against adjusting foreign amounts for
inflationary effects and instead decided that the domestic currency (dollars) should serve as the
foreign entity’s functional currency. Thus, the foreign entity’s statements should be remeasured
into the functional currency (U.S. dollars). Applying this to the fixed asset example would
require the use of the original historical rate of exchange and result in a remeasured value of
$100,000 (100,000 FC � $1.00). This value is more meaningful than the $40,000 value pre-
viously determined, and it does not commingle historical and inflation-adjusted values into the
same set of financial statements. It is important to note that (1) this will result in the remeasure-
ment of the statements into dollars, making any further translation unnecessary, and (2) the
remeasurement gain or loss should be included in the net income for the period.

I A S B P E R S P E C T I V E S

IAS 21, The Effects of Changes in Foreign Currency Rates, addresses the translation of for-

eign financial statements. The international standard addresses procedures to be employed

when an entity’s functional currency is the currency of a hyperinflationary economy. These

procedures differ from the U.S. standard and require the application of International

Accounting Standards 29 involving the restatement of financial statement amounts by

applying changes in general price levels (i.e., the inflation-adjusted approach).

5 FASB ASC 830-10-45-11, Foreign Currency Matters—Overall—Other Presentation Matters—The Functional
Currency in Highly Inflationary Economies.
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Illustration 11-8
Chen Corporation

Trial Balance Translation
December 31, 2015

Account
Balance

in BR

Relevant
Exchange

Rate
(FC/BR)

Balance
in FC

Relevant
Exchange

Rate
(Dollars/FC)

Balance
in Dollars

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 BR 2.80 28,000 FC 1.00 $ 28,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . 28,000 2.80 78,400 1.00 78,400

Inventory (at fair value)* . . . . . . . . . . . . . . . . . 15,000 Note A 40,000 1.00 40,000
Prepaid Expenses . . . . . . . . . . . . . . . . . . . . . . 5,000 2.50 12,500 1.00 12,500
Depreciable Assets . . . . . . . . . . . . . . . . . . . . . 120,000 Note B 243,000 1.00 243,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . 145,000 2.50 362,500 1.25 453,125
Depreciation Expense . . . . . . . . . . . . . . . . . . . 11,500 Note C 23,200 1.25 29,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . 27,000 2.50 67,500 1.25 84,375
Income Tax Expense . . . . . . . . . . . . . . . . . . . . 16,500 2.50 41,250 1.25 51,562
Remeasurement Loss . . . . . . . . . . . . . . . . 58,650 1.25 73,313

Total Debits . . . . . . . . . . . . . . . . . . . . . . . . . 378,000 BR 955,000 FC $1,093,275

Accounts Payable . . . . . . . . . . . . . . . . . . . . . . 7,500 BR 2.80 21,000 FC 1.00 $ 21,000
Accrued Expenses . . . . . . . . . . . . . . . . . . . . . . 12,000 2.80 33,600 1.00 33,600
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . 84,000 2.80 235,200 1.00 235,200
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . 40,000 2.00 80,000 1.40 112,000
Cumulative Transaction Adjustment . . 0 0 (33,075)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . 0 Note D 0 0
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 2.50 550,000 1.25 687,500
Gain on Sale of Depreciable Assets . . . . . . . . 1,500 Note E 7,400 1.25 9,250
Allowance for Doubtful Accounts . . . . . . . . . . 2,000 2.80 5,600 1.00 5,600
Accumulated Depreciation . . . . . . . . . . . . . . . 11,000 Note F 22,200 1.00 22,200

Total Credits. . . . . . . . . . . . . . . . . . . . . . . . . 378,000 BR 955,000 FC $1,093,275

*In more complex instances, the remeasurement of ending inventory and cost of sales will depend on the inventory valuation method used. LIFO
ending inventory will consist of the (1) beginning inventory multiplied by the applicable exchange rate(s) plus (2) unsold current purchases multiplied
by the applicable exchange rate(s).

Note A—Inventory:

The historical cost and fair value of the ending inventory must be remeasured into the functional currency before the rule of cost or market, whichever
is lower, may be applied.

BR� Exchange Rate FC

Historical cost (16,000 BR� 2.50). . . . . . . . . . . . . . . . . . . . 40,000
Fair value (15,000 BR� 2.80) . . . . . . . . . . . . . . . . . . . . . . . 42,000

Because the historical cost in functional currency is less than the fair value in functional currency, historical cost will be the carrying basis.

(continued)
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Note B—Depreciable Assets:

Balance
in BR

Exchange
Rate (FC/BR)

Remeasured
Functional

Currency (FC)

January 1, 2015, acquisition . . . . . . . . . . 90,000 BR 2.00 180,000 FC
January 1, 2015, acquisition . . . . . . . . . . 10,000 2.00 20,000
May 1, 2015, acquisition . . . . . . . . . . . . . 30,000 2.10 63,000
July 1, 2015, disposition . . . . . . . . . . . . . . (10,000) 2.00 (20,000)

120,000 BR 243,000 FC

Note C—Depreciation Expense:

Balance
in BR

Exchange
Rate (FC/BR)

Remeasured
Functional

Currency (FC)

January 1, 2015, acquisition (90,000 BR ‚ 10) . . . . 9,000 BR 2.00 18,000 FC
May 1, 2015, acquisition (30,000 BR ‚ 10� 2=3) . . 2,000 2.10 4,200
July 1, 2015, disposal (10,000 BR ‚ 10�½) . . . . . 500 2.00 1,000

11,500 BR 23,200 FC

Note D—Retained Earnings:

The remeasured value of zero for retained earnings represents the beginning-of-period value. The balance sheet for 2015 would show a remeasured
value for retained earnings equal to the remeasured value of undistributed net income. This value also would represent the remeasured value for
beginning retained earnings in the 2016 trial balance.

Note E—Gain on Sale of Depreciable Assets:

The remeasured value of the gain must be inferred, based on the following entry to record the sale of the asset:

Cash (11,000 BR� 2.40). . . . . . . . . . . . . . . . . . . . . 26,400
Accumulated Depreciation (500 BR� 2.00) . . . . . . 1,000

Depreciable Assets (10,000 BR� 2.00). . . . . . . . 20,000
Gain on Sale of Depreciable Assets . . . . . . . . . . . 7,400

Balance
in BR

Exchange
Rate (FC/BR)

Remeasured
Functional

Currency (FC)

Cost (see Note B) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 BR 2.00 20,000 FC
Accumulated depreciation (see Note F) . . . . . . . . . . . . . . . . . . (500) 2.00 (1,000)

Book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,500 BR 19,000 FC

Selling price. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000 BR 2.40 (26,400)

Gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500 BR 7,400 FC

Note F—Accumulated Depreciation:

Balance
in BR

Exchange
Rate (FC/BR)

Remeasured
Functional

Currency (FC)

Annual expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,500 BR see Note C 23,200 FC
Asset disposed. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500) 2.00 (1,000)

11,000 BR 22,200 FC
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Summary of Translation and Remeasurement Methodologies

This chapter has discussed the translation and/or remeasurement of foreign financial statements
into the reporting currency (dollars) of the domestic parent/investor entity. The situations
requiring the use of a particular translation and/or remeasurement methodology are summa-
rized in Exhibit 11-2 and the flowchart in Exhibit 11-3.

Exhibit 11-2 compares the methodologies applicable to the remeasurement and translation
processes. The following factors regarding Exhibit 11-2 should be noted:

1. When remeasuring, the exchange rates represent the relationship between the books of
record currency and the functional currency. When translating, the exchange rates represent
the relationship between the functional currency and the parent/investor currency.

2. Examples of accounts that should be remeasured (versus translated) at historical rates in
order to measure them in terms of their functional currency include the following:

^ Marketable securities carried at cost
^ Inventories carried at cost
^ Prepaid expenses such as insurance, advertising, and rent
^ Property, plant, and equipment
^ Accumulated depreciation on property, plant, and equipment
^ Patents, trademarks, licenses, and formulas
^ Goodwill
^ Other intangible assets
^ Deferred charges and credits except deferred income taxes and policy acquisition costs for

life insurance companies
^ Deferred income
^ Common stock
^ Preferred stock carried at issuance price
^ Examples of revenues and expenses related to nonmonetary items:

Cost of goods sold
Depreciation of property, plant, and equipment
Amortization of intangible items such as patents and licenses
Amortization of deferred charges or credits except deferred income taxes and policy acquisition

costs for life insurance companies6

3. If amounts to be remeasured at historical exchange rates are traceable to transactions occur-
ring prior to the parent’s date of acquisition, the historical exchange rate existing at the date
of acquisition should be used.

4. The remeasurement gain or loss reflected in the remeasured functional currency trial balance
is included as a component of net income. The translation adjustment only results from
translating the remeasured trial balance into the parent/investor’s (U.S. dollars) currency.
The resulting translation adjustment reflected in the translated trial balance is not included
as a component of net income but rather as a component of other comprehensive income.

7
O B J E C T I V E

Differentiate between the

two methods for converting

functional currency to the

parent/investor’s currency,

and explain the

circumstances under which

each should be used.

6 FASB ASC 830-10-45-18, Foreign Currency Matters—Overall—Other Presentation Matters—Accounts to be
Remeasured Using Historical Exchange Rates.
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Exhibit 11-2
Remeasurement and Translation Methodologies

Remeasurement Translation

Investee’s books of record remeasured
into functional currency—historical rate/
temporal method

Functional currency translated into parent/
investor’s reporting currency—current
rate/functional method

When to use When functional currency is not the
books of record (local) currency or
when the functional currency is highly
inflationary

When functional currency is the books
of record (local) currency or when the
functional currency is not highly
inflationary

Assets and Liabilities:

Monetary items* or measured at
current values

Remeasure using current exchange rate Translate using current exchange rate

Not monetary items or not
measured at current values

Remeasure using historical exchange rates Translate using current exchange rate

Equity Accounts:

Equity accounts (excluding
retained earnings)

Remeasure using historical exchange rates** Translate using historical exchange rates**

Retained earnings Beginning remeasured balance plus (minus)
remeasured net income (loss) less dividends
(remeasured using historical exchange rates)

Beginning translated balance plus (minus)
translated net income (loss) less dividends
(translated using historical exchange rates)

Revenues and Expenses:

Representing amortization of
historical amounts

Remeasure using historical exchange rates Translate using weighted-average exchange
rate for the period

Other income and expense items Remeasure using weighted-average
exchange rate for the period

Translate using weighted-average exchange
rate for the period

Accounting for remeasurement gain
or loss and translation
adjustment

Remeasurement gain or loss recorded as a
component of current-period net income

Cumulative translation adjustment recorded
as a component of other comprehensive
income. The translation adjustment is
recognized as a component of current-
period net income when there is a partial or
complete sale or complete or substantially
complete liquidation of the investment in the
foreign entity.

*Monetary items represent rights to receive or pay an amount of money which is (1) fixed in amount or (2) determinable without reference to future prices

of specific goods/services; that is, its value does not change according to changes in price levels.
**If amounts are to be remeasured or translated at historical exchange rates which are traceable to transactions occurring prior to the parent’s date of

acquisition, they should be remeasured/translated at the historical exchange rate existing at the parent’s date of acquisition.
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Exhibit 11-3
Translation/Remeasurement Flowchart—The U.S. $ is the Reporting (Presentation) Currency

Start

End

End

End

A

A

Use historical rate/
temporal method
to get into 
functional currency.

Use current rate/
functional method
to get FC into $s.

Use historical
rate/temporal
method.

Use historical
rate/temporal
method.

Is
FC =
a highly

inflationary
currency?

Is
BR = FC?

Is
FC = $?

Identify the books of
record (BR) currency
and the functional
currency (FC).

Convert foreign
financial statements
to GAAP.

No

No

No

Yes

Yes

Yes
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FASB standards require that foreign currency transaction and hedging gains or losses included
in the determination of net income be disclosed in the financial statements or the accompanying
notes. An analysis of the separate component of other comprehensive income affected by certain
foreign currency transactions and hedges and translation adjustments should be presented. The
analysis may be in a separate statement, in a note to the financial statements, or as part of the state-
ment of changes in equity. At a minimum, the analysis should disclose the following:

1. Beginning and ending amount of cumulative translation adjustments.

2. The aggregate adjustment for the period resulting from translation adjustments and gains
and losses from certain hedges and intercompany balances.

3. The amount of income taxes for the period allocated to translation adjustments.

4. The amounts transferred from cumulative translation adjustments and included in deter-
mining net income for the period as a result of the sale or complete or substantially complete
liquidation of an investment in a foreign entity.7

Although the various effects of rate changes subsequent to the end of the period normally
are not disclosed, their effects on unsettled balances arising from foreign currency transactions
should be disclosed if significant.

Exhibit 11-4 contains examples of the accounting policies notes accompanying the financial
statements of The Procter and Gamble Company, which illustrate how both translation and
remeasurement are applied to the foreign subsidiaries of a company.

Exhibit 11-4
The Procter and Gamble Company
Fiscal Year Ending June 30, 2013 Annual Report
Selected Notes to the Financial Statements

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

CURRENCY TRANSLATION

Financial statements of operating subsidiaries outside the United States generally are measured using the local currency as the func-
tional currency. Adjustments to translate those statements into U.S. dollars are recorded in other comprehensive income (OCI). Cur-
rency translation adjustments in accumulated OCI were a gain of $353 at June 30, 2013 and a loss of $357 at June 30, 2012. For
subsidiaries operating in highly inflationary economies, the U.S. dollar is the functional currency. Re-measurement adjustments for
financial statements in highly inflationary economies and other transactional exchange gains and losses are reflected in earnings.

NOTE 5. RISK MANAGEMENT ACTIVITIES AND FAIR VALUE MEASUREMENTS

NET INVESTMENT HEDGING

We hedge certain net investment positions in foreign subsidiaries. To accomplish this, we either borrow directly in foreign currencies
and designate all or a portion of the foreign currency debt as a hedge of the applicable net investment position or we enter into for-
eign currency swaps that are designated as hedges of net investments. Changes in the fair value of these instruments are recognized
in OCI to offset the change in the value of the net investment being hedged. Currency effects of these hedges reflected in OCI were
after-tax gains of $156 and $740 in 2013 and 2012, respectively. Accumulated net balances were after-tax losses of $3,550 and
$3,706 as of June 30, 2013 and 2012, respectively. The ineffective portion, which was not material in any year presented, was
immediately recognized in interest expense.

7 FASB ASC 830-30-45-18, Foreign Currency Matters—Translation of Financial Statements—Other Presentation
Matters—Analysis of Changes in Cumulative Translation Adjustment.
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R E F L E C T I O N
� If the foreign entity’s functional currency is not its books of record (local) or reporting

currency, the historical rate or temporal method is applied in order to remeasure the

financial statements into the functional currency. This method is based on the premise

that changes in the exchange rate between the books of record currency and the

functional currency affect the cash flows and economic well-being of the foreign entity

and parent/investor.

� The remeasurement process follows the historical rate/temporal method that remeasures

foreign financial statements from their reporting currency into the functional currency.

This method remeasures balances representing historical amounts using historical

exchange rates.

� The remeasurement gain or loss is recognized as a component of current-period earnings.

� If the foreign entity’s functional currency is not the parent/investor’s currency, the

remeasured functional currency financial statements must be translated into the parent/

investor’s currency. The current-rate or functional method is used to translate the

remeasured functional currency financial statements into the parent/investor’s currency.
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Worksheet 11-1

Consolidating the Foreign Subsidiary
Pome Corporation and Subsidiary Sori Corporation
Worksheet for Consolidated Financial Statements (in dollars)
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.)

In U.S. dollars

Trial Balance

Pome Corporation Sori Corporation

1 Cash 58,300 10,500

2 Accounts Receivable 112,000 22,050

3 Allowance for Doubtful Accounts (5,600) (1,050)

4 Due from Pome 14,700

5 Inventory, December 31, 2015 154,700 31,500

6 Prepaid Insurance 9,050 3,150

7 Investment in Sori Corporation 139,653

8

9

10 Land 125,000 18,900

11 Depreciable Assets and Patents 500,000 126,000

12 Accumulated Depreciation and Amortization (100,000) (15,750)

13 Accounts Payable (112,000) (21,000)

14 Taxes Payable (150,000) (31,500)

15 Accrued Interest Payable (16,000) (1,050)

16 Mortgage Payable—Land (105,000) (10,500)

17 Common Stock (350,000) (80,000)

18 Paid-In Capital in Excess of Par (100,000)

19 Retained Earnings, January 1, 2015 (116,000) (20,000)

20 Cumulative Translation Adjustment—Sori (5,780)

21

22 Cumulative Translation Adjustment—Pome

23

24 Sales—Pome (82,400)

25 Sales—Other (908,600) (206,000)

26 Gain on Sale of Depreciable Assets (8,600) (2,060)

27 Cost of Goods Sold 703,850 185,400

28 Depreciation and Amortization Expense 45,600 10,300

29 Income Tax Expense 108,000 30,900

30 Other Expenses (including interest) 51,800 23,690

31 Subsidiary Income (36,153)

32 0 0

33 Consolidated Net Income

34 To Noncontrolling Interest

35 Balance to Controlling Interest

36 Total Noncontrolling Interest

37 Retained Earnings, Controlling Interest, December 31, 2015

38
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Worksheet 11-1 (see page 616)

Eliminations & Adjustments Consolidated
Income

Statement
Noncontrolling
Interest (NCI)

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

68,800 1

134,050 2

(6,650) 3

(IA) 14,700 4

186,200 5

12,200 6

(CY1) 36,153 7

(EL) 90,000 8

(D) 13,500 9

143,900 10

(D) 15,750 641,750 11

(A) 1,575 (117,325) 12

(IA) 14,700 (118,300) 13

(181,500) 14

(17,050) 15

(115,500) 16

(EL) 72,000 (8,000) (350,000) 17

(100,000) 18

(EL) 18,000 (NCI) 1,500 (3,500) (116,000) 19

(A) 30 (D) 750 (650) 20

(CT) 5,850 21

(CT) 5,850 (5,850) 22

23

(IS) 82,400 24

(1,114,600) 25

(10,660) 26

(IS) 82,400 806,850 27

(A) 1,545 57,445 28

138,900 29

75,490 30

(CY1) 36,153 31

246,428 246,428 32

(46,575) 33

3,862 (3,862) 34

42,713 (42,713) 35

(16,012) (16,012) 36

(158,713) (158,713) 37

0 38
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Eliminations and Adjustments:

(CY1) Eliminate the entries in the subsidiary income
account against the investment in Sori account to
record the parent’s 90% controlling interest in the
subsidiary.

(EL) Eliminate 90% of the subsidiary’s January 1, 2015,
equity balances against the balance of the investment
account.

(CT) Distribute the cumulative translation adjustment
between controlling interest and NCI. ($6,500�
90%¼ $5,850)

(D)/(NCI) Distribute the excess of cost over book value of 13,500 FC
to patent and NCI adjustment of 1,500 FC. Includes the
exchange rate adjustment. (90% is allocated to the parent.)

(A) Record appropriate patent amortization. Includes
exchange rate adjustment. (90% is allocated to the
parent.)

(IA) Eliminate the intercompany trade balances.
(IS) Eliminate the intercompany sales assuming that none of

the goods purchased from Sori remain in Pome’s
ending inventory.
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Subsidiary Sori Corporation Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . . . $40,170

Patent amortization . . . . . . . . . . . . . . . . . . . . . . . (A) $1,545 Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $38,625

Noncontrolling share. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . �10%

NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,862

Parent Pome Corporation Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . . . . . $ 7,950
Share of subsidiary income (90%� $38,625) . . . . . . . . . . 34,763
Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,713
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Worksheet 11-2

Consolidating the Foreign Subsidiary
Pome Corporation and Subsidiary Sori Corporation
Worksheet for Consolidated Financial Statements (in dollars)
For Year Ended December 31, 2015

(Credit balance amounts are in parentheses.)

In U.S. dollars

Trial Balance

Pome Corporation Sori Corporation

1 Cash 58,300 10,500

2 Accounts Receivable 112,000 22,050

3 Allowance for Doubtful Accounts (5,600) (1,050)

4 Due from Pome 14,700

5 Inventory, December 31, 2015 154,700 31,500

6 Prepaid Insurance 9,050 3,135

7 Investment in Sori Corporation 141,601

8

9

10 Land 125,000 18,270

11 Depreciable Assets and Patents 500,000 122,400

12 Accumulated Depreciation and Amortization (100,000) (15,120)

13 Accounts Payable (112,000) (21,000)

14 Taxes Payable (150,000) (31,500)

15 Accrued Interest Payable (16,000) (1,050)

16 Mortgage Payable—Land (105,000) (10,500)

17 Common Stock (350,000) (80,000)

18 Paid-In Capital in Excess of Par (100,000)

19 Retained Earnings, January 1, 2015 (116,000) (20,000)

20 Remeasurement Gain (930)

21

22

23 Sales—Pome (82,400)

24 Sales—Other (908,600) (206,000)

25 Gain on Sale of Depreciable Assets (8,600) (2,760)

26 Cost of Goods Sold 703,850 185,000

27 Depreciation and Amortization Expense 45,600 10,120

28 Income Tax Expense 108,000 30,900

29 Other Expenses (including interest) 51,800 23,735

30 Subsidiary Income (38,101)

31 0 0

32 Consolidated Net Income

33 To Noncontrolling Interest

34 Balance to Controlling Interest

35 Total Noncontrolling Interest

36 Retained Earnings, Controlling Interest, December 31, 2015

37
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Worksheet 11-2 (see page 627)

Eliminations & Adjustments Consolidated
Income

Statement
Noncontrolling
Interest (NCI)

Controlling
Retained
Earnings

Consolidated
Balance
SheetDr. Cr.

68,800 1

134,050 2

(6,650) 3

(IA) 14,700 4

186,200 5

12,185 6

(CY1) 38,101 7

(EL) 90,000 8

(D) 13,500 9

143,270 10

(D) 15,000 637,400 11

(A) 1,500 (116,620) 12

(IA) 14,700 (118,300) 13

(181,500) 14

(17,050) 15

(115,500) 16

(EL) 72,000 (8,000) (350,000) 17

(100,000) 18

(EL) 18,000 (NCI) 1,500 (3,500) (116,000) 19

(930) 20

21

22

(IS) 82,400 23

(1,114,600) 24

(11,360) 25

(IS) 82,400 806,450 26

(A) 1,500 57,220 27

138,900 28

75,535 29

(CY1) 38,101 30

241,701 241,701 31

(48,785) 32

4,084 (4,084) 33

44,701 (44,701) 34

(15,584) (15,584) 35

(160,701) (160,701) 36

0 37
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Eliminations and Adjustments:

(CY1) Eliminate the entries in the subsidiary income account
against the investment in the Sori account to record the
parent’s 90% controlling interest in the subsidiary.

(EL) Eliminate 90% of the subsidiary’s January 1, 2015,
equity balances against the balance of the investment
account.

(D)/(NCI) Distribute the excess of cost over book value of
15,000 FC.

(A) Record appropriate amortization of patent.
(IA) Eliminate the intercompany trade balances.
(IS) Eliminate the intercompany sales assuming that none of

the goods purchased from Sori remain in Pome’s
ending inventory.

Subsidiary Sori Corporation Income Distribution

Patent amortization . . . . . . . . . . . . . . . . . . . . . . . . . . .(A)$1,500 Internally generated net income . . . . . . . . . . . . . . . . . $42,335*

Adjusted income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,835
Noncontrolling share. . . . . . . . . . . . . . . . . . . . . . . . . . �10%
NCI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,084

*This amount includes the remeasurement gain of $930.

Parent Pome Corporation Income Distribution

Internally generated net income . . . . . . . . . . . . . . . . . $ 7,950
Share of subsidiary income (90%� $40,835) . . . . 36,751

Controlling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . $44,701
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UNDERSTANDING THE ISSUES

1. A foreign company maintains its books and records in its domestic currency. Identify
several factors that might suggest that the domestic currency is not the entity’s func-
tional currency.

2. Assume that a U.S. company has a French subsidiary whose functional currency is the
euro. Explain why the translation adjustment is not included as a component of net
income on the consolidated income statement.

3. Explain how a German subsidiary’s year-end balance in retained earnings is expressed
in dollars assuming that the euro is the functional currency.

4. Assume that a U.S. company has a foreign subsidiary whose functional currency is the
U.S. dollar. Explain how exchange rates between the foreign currency and the dollar
would have to change in order to result in a current-year remeasurement loss and
how the company could use a foreign currency loan receivable or payable to hedge
against its net investment in the foreign subsidiary.

5. Explain why functional currency should be remeasured, rather than translated, when
a foreign entity’s functional currency is highly inflationary.

EXERCISES

Exercise 1 (LO 3, 4) Measurement of the translation adjustment and hedging an

investment. Brico Enterprises, a U.S. corporation, acquired an 80% interest in Bandar Dis-
tributors in June 2012 when 1 FC equaled $1.62. Bandar is a foreign corporation whose func-
tional currency is the FC. The condensed preclosing comparative trial balance for Bandar for
the current year ended December 31, 2015, is as follows:

Debit (Credit)

December 31, 2015 December 31, 2014

Current Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 165,000 FC 185,000 FC
Long-Lived Assets (net) . . . . . . . . . . . . . . . . . . . . . . . . . 420,000 400,000
Other Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 165,000
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 525,000 425,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 205,000 260,000
Current Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (175,000) (135,000)
Other Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (125,000) (225,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (820,000 (865,000)
Dividends Declared . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 30,000
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000 (100,000)
Retained Earnings (beginning) . . . . . . . . . . . . . . . . . . (290,000) (140,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0

Dividends are declared on March 1 of each year and are paid on March 31 of that year. The
translated balance in retained earnings at the beginning of 2014 was $227,300.
1. Determine the balance in the cumulative translation adjustment account as of

December 31, 2015.
2. Determine how much of the cumulative translation adjustment balance as of December 31, 2015,

is traceable to the years prior to 2015.
3. Given your answer to part (2), verify your answer by using an alternative approach to calculating

the amount of the cumulative translation adjustment that is traceable to years prior to 2015.
4. Assume that Brico borrowed 100,000 FC on March 1, 2015, as a hedge against its invest-

ment in the subsidiary. Determine how much of the parent’s interest in the current-year
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translation adjustment could have been offset by this hedge assuming that the loan remains
unpaid as of year-end 2015.

Relevant exchange rates are as follows:

1 FC equalsBeginning of
Year March 1 March 31 Average End of Year

2014 . . . . . . . . . . . . $1.75 $1.82 $1.85 $1.92 $1.95
2015 . . . . . . . . . . . . $1.95 $2.02 $2.00 $1.96 $1.92

Exercise 2 (LO 6) Remeasurement of shareholders’ equity. Lakey International is a
foreign corporation that maintains its books of record in foreign currency (FC), although its
functional currency is the U.S. dollar. Lakey originally began operations on July 1, 2012, by
issuing no par common stock in the amount of 200,000 FC. At the beginning of 2014, a U.S.
corporation acquired an 80% interest in Lakey’s shareholders’ equity consisting of 200,000 FC
of common stock and 50,000 FC of retained earnings. The U.S. corporation maintained its
80% interest in 2014, when additional stock in the amount of 140,000 FC was issued when the
rate of exchange of 1 FC was equal to $1.68.

Condensed income statements for Lakey expressed in FC are as follows:

2014 2015

Net sales (recognized uniformly throughout the year). . . . . . . $1,350,000 $ 2,240,000
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900,000) (1,400,000)
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (21,000) (29,000)
Other expenses (incurred uniformly throughout the year) . . . . (210,000) (320,000)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 219,000 $ 491,000

Lakey accounts for its inventory using the LFO method and goods available for sale con-
sisted of the following for the years 2014 and 2015:

2014 2015

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 60,000 $ 370,000
Purchases throughout first quarter . . . . . . . . . . . . . . . . . . . . . . 100,000 0
Purchases throughout second quarter . . . . . . . . . . . . . . . . . . . 610,000 700,000
Purchases throughout third quarter . . . . . . . . . . . . . . . . . . . . . 500,000 300,000
Purchases throughout fourth quarter . . . . . . . . . . . . . . . . . . . . 0 500,000

Total goods available for sale . . . . . . . . . . . . . . . . . . . . . . . . . $1,270,000 $1,870,000

Lakey began operations with 300,000 FC of equipment and then added additional equip-
ment as follows: 60,000 FC and 150,000 FC on September 30, 2014, and July 1, 2015, respec-
tively. All equipment is depreciated using the straight-line method over a 15-year useful life.
Although no dividends were paid in 2014, Lakey did pay a 20,000 FC dividend in the second
quarter of 2015 when 1 FC equaled $1.72.

Determine the remeasured value of shareholders’ equity, excluding the remeasurement gain
or loss, for the years 2014 and 2015. Additional selected rates of exchange are as follows:

1 FC¼ 1 FC¼

July 1, 2012 . . . . . . . . . . . . . . . . . . . . $1.58 December 31, 2014 . . . . . . . . . . . . . . $1.67
January 1, 2014 . . . . . . . . . . . . . . . . . 1.61 July 1, 2015 . . . . . . . . . . . . . . . . . . . . 1.74
Average first quarter 2014 . . . . . . . . . 1.60 Average first quarter 2015 . . . . . . . . . 1.64
Average second quarter 2014 . . . . . . 1.62 Average second quarter 2015 . . . . . . 1.73
Average third quarter 2014 . . . . . . . . 1.64 Average third quarter 2015 . . . . . . . . 1.75
Average fourth quarter 2014 . . . . . . . 1.66 Average fourth quarter 2015 . . . . . . . 1.68
Average 2014. . . . . . . . . . . . . . . . . . . 1.63 Average 2015. . . . . . . . . . . . . . . . . . . 1.70
September 30, 2014 . . . . . . . . . . . . . 1.65 December 31, 2015 . . . . . . . . . . . . . . 1.69
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Exercise 3 (LO 5) Net investment under the sophisticated equity method. On
June 30, 2015, the shareholders’ equity of Fabinet, a foreign corporation, was 10,500,000 FC.
At that time, Newcore, a U.S. corporation, acquired 40% in Fabinet by paying $3,120,000
when 1 FC was equal to $0.60. Equipment, with a fair market value that exceeded cost by
$240,000, accounted for a portion of the cost in excess of book value. The equipment was
expected to have a remaining useful life of 10 years and be depreciated using the straight-line
method. The balance of the cost in excess of book value was traceable to goodwill.

During the last six months of 2015, Fabinet reported net income of 1,260,000 FC of which
126,000 FC was declared and paid as a dividend. At the end of 2015, Newcore tested the good-
will for impairment and recognized an impairment loss of $100,000. Additional exchange rates
are as follows:

Weighted average for last six months of 2015 . . . . . . . . . . . . . . . 1 FC¼ $0.64
Date of dividend declaration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 0.66
December 31, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 0.68

Prepare all relevant entries to record Newcore’s interest in Fabinet under the sophisticated
equity method.

Exercise 4 (LO 5, 6) Remeasured financial statements and sophisticated equity

method. Champos Corporation is a foreign corporation that was formed on June 30, 2015. On
July 1, 2016, Magnum Ventures, a U.S. venture capital firm, paid $700,000 to acquire a 30% inter-
est in the equity of Champos. At the time of the acquisition, Champos had net assets as follows:

Monetary net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 FC
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Depreciable assets (net). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800,000

For the 6-month period ending December 31, 2016, Champos reported the following
condensed income statement:

Condensed Income Statement

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,022,000 FC
Expenses:

Cost of inventory sold (excluding depreciation). . . . . . . . . . . . . . . . . . 480,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Other operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 620,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 402,000 FC

Selected exchange rates are as follows:

June 30, 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ $1.05
December 31, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.10
July 1, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.15
Second quarter 2016 average . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.14
Third quarter 2016 average . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.18
Fourth quarter 2016 average . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.20
Last six months of 2016 average. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.19
December 31, 2016 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 FC¼ 1.23

Campos employs the FIFO inventory method, and inventory layers during the second half of
2016 consisted of the following: 150,000 FC, 220,000 FC, and 210,000 FC, acquired during the
second through fourth quarters of 2016, respectively. All depreciable assets were acquired on June
30, 2015. Of the excess over book value paid by Magnum Ventures, $54,000 is to be allocated to
depreciable assets with a remaining useful life of nine years, and the balance is traceable to goodwill.
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Determine the amount that Magnum Ventures should report for its investment in Champos
Corporation as of December 31, 2016, under the sophisticated equity method.

Exercise 5 (LO 3, 5) Cumulative translation adjustment and determination of

the noncontrolling interest. Dontelli Enterprises began operations on July 1, 2012, as a
manufacturer of heat sensitive valves used in the plumbing industry. Effective at the beginning
of 2014, Platco, an American company, acquired an 80% interest in Dontelli paying 400,000
FC. Of the purchase price in excess of book value, 42,000 FC was allocated to patents having a
remaining useful life of 10 years and the balance was allocated to goodwill. It has been deter-
mined that the functional currency is the FC.

Dontelli’s condensed trial balances, expressed in FC, at selected rates are as follows:

December 31,

2013 2014 2015

Cash and Cash Equivalents . . . . . . . . . . . . . . . . . . . . . . 40,000 71,000 52,000
Accounts Receivables . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 148,000 120,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 136,000 105,000 140,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000 360,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . (30,000) (50,000) (73,000)
Patents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,000 96,000 96,000
Accumulated Amortization . . . . . . . . . . . . . . . . . . . . . . (12,000) (20,000) (28,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (70,000) (80,000) (74,000)
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (180,000) (160,000) (120,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (106,000) (106,000) (106,000)
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (254,000) (204,000) (264,000)
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (620,000) (700,000)
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 372,000 420,000
Depreciation and Amortization Expense. . . . . . . . . . . . 28,000 31,000
All Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 146,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 0

Additional equipment was purchased on April 1, 2015. Dividends were paid on June 30 of
2014 and 2015. At the end of 2015, goodwill traceable to the acquisition of Dontelli was tested
for impairment, and accordingly, the goodwill was written down by 20%.

Calculate the balance of the cumulative translation adjustment as of year-end 2014 and
2015. Given the consolidated income statement for years 2014 and 2015, determine the
amount of consolidated net income that is traceable to the noncontrolling interest.

Selected exchange rates are as follows:

1 FC¼ 1 FC¼

July 1, 2012 . . . . . . . . . . . . . . $1.10 April 1, 2015 . . . . . . . . . . . . $1.31
December 31, 2013 . . . . . . . . 1.25 June 30, 2015. . . . . . . . . . . . 1.28
Average 2014. . . . . . . . . . . . . 1.32 Average 2015. . . . . . . . . . . . 1.26
June 30, 2014. . . . . . . . . . . . . 1.30 December 31, 2015 . . . . . . . 1.21
December 31, 2014 . . . . . . . . 1.35

Exercise 6 (LO 6) Remeasurement of selected accounts. Baxter Industries, Inc., is a
U.S. company that has a wholly owned subsidiary. The subsidiary maintains its book and
records in a foreign currency (FC) and the majority of its local expenses such as payroll, utilities,
rent, etc., are paid in FC. However, the U.S. dollar is considered to be its functional currency.
Selected exchange rates are as follows:

1 FC¼ 1 FC¼

March 1, 2013 . . . . . . . . . . . . $1.50 First quarter 2015 . . . . . . . . . $1.50
November 1, 2013. . . . . . . . . 1.53 Second quarter 2015 . . . . . . 1.75
Third quarter 2014 . . . . . . . . . 1.62 Third quarter 2015 . . . . . . . . 1.71
Fourth quarter 2014 . . . . . . . . 1.65 Fourth quarter 2015 . . . . . . . 1.66
June 30, 2015. . . . . . . . . . . . . 1.70 December 31, 2015 . . . . . . . 1.65
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1. Identify several specific factors that would suggest that the U.S. dollar is the functional cur-
rency in spite of the fact regarding local expenses.

2. For each of the following compute the remeasured amount to be included as a component
of the subsidiary’s net income measured in its functional currency.

a. Cost of sales for Product A is based on the FIFO method, and 6,200 units were sold
during the current year 2015. The 2014 ending inventory consisted of 1,300 units pur-
chased as follows: 400 units purchased at a cost of 53 FC per unit throughout the third
quarter of 2014 and 900 units purchased at a cost of 55 FC per unit throughout the
fourth quarter of 2014. Purchases during the year 2015 were as follows: 1,200 units at a
cost of 58 FC per unit throughout the first quarter, 3,000 units at a cost of 59 FC per
unit throughout the third quarter, and 1,700 units at a cost of 57 FC per unit through-
out the fourth quarter. Determine the 2015 cost of sales for Product A.

b. Equipment is depreciated over a 10-year life using the straight-line method of depreciation.
Equipment was purchased at the beginning of March and November of 2013 in the amounts
of 360,000 FC and 120,000 FC, respectively. Determine the 2015 depreciation expense.

c. Also, on March 1, 2013, the subsidiary acquired a patent for $108,000. At that time, it
was estimated that the patent would have a useful life of 12 years. At June 30, 2015, the
value of the patent became impaired, and the subsidiary reclassified the assets as ‘‘held
for resale’’ and carried the asset at its net realizable value of 32,000 FC. Determine the
2015 amortization expense and impairment loss associated with the patent.

d. On June 30, 2015, the subsidiary borrowed 10,000 foreign currency A (FCA) from a
foreign bank when 1 FCA was equal to 1.20 FC. Interest accrues semiannually at the
annual rate of 6%, and the principal and accrued interest are due on June 30, 2016. At
year-end 2015, 1 FCA was equal to 1.24 FC. Determine the effect on 2015 remeasured
income as a result of this transaction.

Exercise 7 (LO 3, 5) Translation of selected accounts and selected elimination

entries. Techno Builders has acquired a 70% interest in the equity of a foreign company, Pre-
fabco, whose functional currency is the FC. Although Prefabco began operations in June 2012
when 1 FC equaled $1.95, Techno did not acquire its interest until March 31, 2013, when
1 FC equaled $2.08. Techno paid 400,000 FC for its interest in Prefabco when the subsidiary’s
condensed preclosing trial balance was as follows:

Debit FC Balances Credit FC Balances

Current assets . . . . . . . . . . . . 250,000 Accounts payable . . . . . . . . . 166,000
Depreciable assets (net). . . . . 350,000 Other liabilities . . . . . . . . . . . 194,000
Other assets. . . . . . . . . . . . . . 125,000 Capital stock . . . . . . . . . . . . . 140,000
Cost of sales. . . . . . . . . . . . . . 504,000 Retained earnings . . . . . . . . . 134,000
Other expenses . . . . . . . . . . . 125,000 Sales . . . . . . . . . . . . . . . . . . . 720,000

Total. . . . . . . . . . . . . . . . . . . . 1,354,000 Total. . . . . . . . . . . . . . . . . . . . 1,354,000

Prefabco had net income and dividends, declared at year-end and paid in the first quarter of
the next year, subsequent to Techno’s acquisition as follows along with selected rates of exchange:

Net Income Dividends
Average

Dollar/FC
Year-end
Dollar/FC

Last 9 months of 2013 . . . . . . . . . . . . . . . . . 240,000 72,000 2.10 2.18
2014 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 305,000 91,500 2.25 2.21
2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 420,000 126,000 2.34 2.40

Prepare a schedule to determine the balance in Techno’s account ‘‘Investment in Prefabco’’ as of
year-end 2015 and also prepare all of the entries that would be necessary to eliminate the invest-
ment account in a worksheet to consolidate the parent company and its subsidiary for the year
2015. Techno uses the simple equity method to account for its interest in the subsidiary.
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PROBLEMS

Problem 11-1 (LO 6, 7) Remeasuring a trial balance and analyzing results. In order
to demonstrate the use of the remeasurement process, assume that at the beginning of the year a
U.S. parent company invested 100,000 foreign currency B (FCB) to form a 100% owned sub-
sidiary. The subsidiary immediately invested the foreign currency in land at a cost of 50,000
FCB and inventory with a cost of 50,000 FCB. At midyear, 50% of the inventory was sold for
40,000 FCB. At year-end, assume that the sale is still uncollected. Although FCB is the subsidi-
ary’s functional currency, the subsidiary maintains its books of record in foreign currency A
(FCA). Assume the following exchange rates:

Beginning of Year Mid Year End of Year

1 FCB equals . . . . . . 12.5 FCA 8 FCA 10 FCA
1 FCA equals . . . . . . 0.08 FCB 0.125 FCB 0.10 FCB
1 FCA equals . . . . . . $0.20 $0.40 $0.30
1 FCB equals . . . . . . $2.50 $3.20 $3.00

1. Prepare the entries to record the above transactions: (a) as they would have been recorded on
the books of the subsidiary and (b) as they would have been recorded had they been recorded
in terms of FCB. Also, prepare the trial balance that would have resulted under each of the
recording models.

2. Prepare a schedule to remeasure the FCA trial balance into an FCB trial balance and then
translate into U.S. dollars.

3. Prepare a schedule to directly calculate the translation adjustment to be reported in other
comprehensive income.

4. Compare the remeasured FCB trial balance to the FCB trial balance in part (1) and com-
ment regarding whether the objectives of translation have been achieved.

Problem 11-2 (LO 6) Remeasure equity accounts and determine noncontrolling

interest values. WTC Manufacturing, Inc., has an 80% interest in a foreign subsidiary,
Mofoco Manufacturing. Relevant details regarding WTC’s investment in Mofoco are as follows:

Date of acquisition. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . April 30, 2016
Price paid for an 80% interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600,000
Mofoco credit balances as of June 30, 2016, in foreign currency (FC):

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 FC
Contributed capital in excess of par value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800,000 FC
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 FC

Excess of cost over book value traceable to: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Equipment with a remaining useful life of 8 1/3 years . . . . . . . . . . . . . . . . . . . . . 100,000 FC
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . The balance

Although Mofoco maintains its books of record in the foreign currency (FC), its functional
currency is the U.S. dollar. The partial preclosing trial balance for the year ended 2017 as it
relates to shareholders’ equity of Mofoco is as follows:

Debit (Credit)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200,000) FC
Contributed Capital in Excess of Par Value . . . . . . . . . . . . . . . . . . . . . . . . (1,800,000)
Retained Earnings as of December 31, 2016 . . . . . . . . . . . . . . . . . . . . . . (1,000,000)*
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,100,000)
Cost of Inventory Sold (excluding depreciation) . . . . . . . . . . . . . . . . . . . . 2,200,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 179,500
Patent Amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Other Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 294,500
Loss on Disposal of Depreciable Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

*The remeasured value of retained earnings on December 31, 2016, was $1,390,000.
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Mofoco employs the FIFO inventory method, and inventory available for sale during 2017
consisted of a beginning balance of 300,000 FC, acquired in the fourth quarter of 2016, and
purchases during quarters 1 through 4 of 2017 of 400,000 FC, 620,000 FC, 700,000 FC, and
380,000 FC, respectively. Depreciation expense is based on a 10-year useful life, no residual or
salvage values, and the straight-line method. The 2017 depreciation expense is traceable to
depreciable assets acquired as follows:

January 1, 2015, acquisition . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,060,000 FC
June 30, 2016, acquisition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
March 31, 2017, acquisition . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

When the depreciable assets were acquired on March 31, 2017, Mofoco also disposed of
depreciable assets with historical costs as follows: 160,000 FC acquired on January 1, 2015, and
60,000 FC acquired on June 30, 2016. The sales proceeds from the disposition of assets were
120,000 FC for the assets acquired on January 1, 2015 and 58,000 FC for the assets acquired
on June 30, 2016. The patent amortization is traceable to a patent that was acquired on
June 30, 2016, and is being amortized over 12 years by the straight-line method.

Relevant exchange rates are as follows:

January 1, 2015 . . . 1 FC¼ $1.40 December 31, 2017 . . . . . . . . . . . . 1 FC¼ $1.32
April 30, 2016 . . . . 1 FC¼ 1.41 Fourth quarter 2016 average . . . . . 1 FC¼ 1.35
June 30, 2016. . . . . 1 FC¼ 1.38 First quarter 2017 average . . . . . . . 1 FC¼ 1.34
March 31, 2017 . . . 1 FC¼ 1.36 Second quarter 2017 average . . . . 1 FC¼ 1.35
2016 Average. . . . . 1 FC¼ 1.42 Third quarter 2017 average . . . . . . 1 FC¼ 1.32
2017 Average. . . . . 1 FC¼ 1.35 Fourth quarter 2017 average . . . . . 1 FC¼ 1.31

1. Given the preclosing trial balance for the year ended 2017 as it relates to shareholders’ equity
of Mofoco, calculate the remeasured U.S. dollar values.

2. Calculate the amount of 2017 consolidated net income that is traceable to the noncontrol-
ling interest.

Problem 11-3 (LO 3, 5) Translate a trial balance and prepare a consolidation

worksheet with excess of cost over book value traceable to equipment. Due to
increasing pressures to expand globally, Pueblo Corporation acquired a 100% interest in Soren-
son Company, a foreign company, on January 1, 2016. Pueblo paid 12,000,000 FC, and Soren-
son’s equity consisted of the following:

Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000,000 FC
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,200,000 FC

On the date of acquisition, equipment with a 10-year life was undervalued by 500,000 FC. Any
remaining excess of cost over book value is attributable to additional equipment with a 20-year life.
The trial balances for Pueblo and Sorenson as of December 31, 2018, are as follows:

Pueblo Corporation Sorenson Company

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,050,000 2,840,000 FC
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,270,000 3,990,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,540,000 5,800,000
Investment in Sorenson . . . . . . . . . . . . . . . . . . . . . . . . . 20,969,000
Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000,000 15,000,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . (12,560,000) (6,800,000)
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,450,000) (1,580,000)
Long-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000,000) (5,000,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000,000) (3,000,000)
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . (6,500,000) (2,000,000)
Retained Earnings, January 1, 2018. . . . . . . . . . . . . . . (12,180,000) (7,950,000)
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Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (26,000,000) (10,000,000)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,380,000 7,500,000
Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,210,000 1,200,000
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,729,000)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 0 FC

The investment in Sorenson consists of the following:

Initial investment (12,000,000 FC� $1.20) . . . . . . . . . . . . . . . . $14,400,000
2016 Income (1,750,000 FC� $1.28) . . . . . . . . . . . . . . . . . . . . 2,240,000
2017 Income (2,000,000 FC� $1.30) . . . . . . . . . . . . . . . . . . . . 2,600,000
2018 Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,729,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,969,000

Relevant exchange rates are as follows:

1FC¼
January 1, 2016 . . . . . . . . . . . . . . . . . . . $1.20
2016 Average. . . . . . . . . . . . . . . . . . . . . 1.28
January 1, 2017 . . . . . . . . . . . . . . . . . . . 1.25
2017 Average. . . . . . . . . . . . . . . . . . . . . 1.30
December 31, 2018 . . . . . . . . . . . . . . . . 1.31
2018 Average. . . . . . . . . . . . . . . . . . . . . 1.33

Assuming the FC is Sorenson’s functional currency, prepare a consolidated worksheet.

Problem 11-4 (LO 3, 5) Translation and elimination entries. On October 1, 2013,
Kemper International acquired a 90% interest in the equity of Spruco Manufacturing when the
subsidiary’s equity was 8,000,000 foreign currency (FC), including retained earnings with a bal-
ance of 3,000,000 FC. Kemper paid 8,100,000 FC, when 1 FC ¼ $1.18, for its 90% interest.
The excess over book value was allocated to a patent in the amount of 360,000 FC with the bal-
ance being traceable to goodwill. It was estimated that the patent had a remaining useful life of
10 years and was to be amortized using the straight-line method.

Spruco’s functional currency is the FC, and Kemper records its investment in the subsidiary
under the simple equity method. Since its acquisition, relevant information regarding Spruco’s
net income and dividends is as follows:

Remainder of 2013 2014 2015

Net income:
Amount in FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 920,000 740,000
Average exchange rate for period (1 FC¼) . . . . . $1.20 $1.30 $1.25

Dividends declared:
Amount in FC . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 350,000 300,000
Exchange rate at date of declaration (1 FC¼) . . . $1.25 $1.32 $1.24

On December 31, 2015, when 1 FC ¼ $1.22, Spruco reported total assets of 13,890,000
FC and liabilities of 5,030,000 FC.

Prepare the necessary entries to eliminate Kemper’s investment in Spruco account at year-end 2015
and to record the depreciation/amortization on the relevant items of cost in excess of book value.

Problem 11-5 (LO 4, 6) Remeasurement and subsequent translation of financial

statements and hedging against a translation adjustment. Moser International, a
U.S. corporation, acquired a 100% interest in Gilmore Enterprises, a foreign corporation,
which manufactures avionic components. Although Gilmore accounts for its activity using for-
eign currency A (FCA), it has been determined that its function currency is foreign currency B
(FCB). A forecasted condensed trial balance as of Gilmore’s year-end December 31, 2015,
expressed in FCA, is as follows:

Required
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Expressed in FCA

Debit Credit

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,230,000
Depreciable Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,250,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 387,500
All Other Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,688,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,170,000
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 860,000
Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,057,500
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,980,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
All Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,377,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,675,000 11,675,000

Inventory available for sale during 2015 is projected to consist of the following along with
the applicable rate of exchange between FCA and FCB that existed when the goods were
acquired. Inventory is accounted for by the FIFO method.

FCA 1 FCA¼

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 940,000 $0.48 FCB
First quarter purchases. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,470,000 0.46
Second quarter purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 0.44
Third quarter purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,740,000 0.42
Fourth quarter purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 860,000 0.40

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,210,000

The depreciable assets were acquired as follows: two-thirds at the beginning of 2013 and the
balance on March 31, 2014. These assets are depreciated over 15 years per the straight-line
method. All other assets including 600,000 FCA of cash and the balance of other assets were
incurred uniformly throughout the last quarter of 2015. Net sales and all other expenses occur uni-
formly throughout the year. Of the common stock, 2,000,000 FCA was issued at the beginning of
2013 when Moser acquired its 100% interest and another 200,000 FCA was issued on March 31,
2015. The remeasured value of retained earnings as of December 31, 2014, was 560,000 FCA.

Moser is experiencing extreme competitive pressure in its U.S. markets, and shareholders are
concerned about declines in reported consolidated net income. In response, Moser will be hed-
ging against the negative impact of possible 2015 remeasurement losses and negative cumulative
translation adjustments. On March 31, Moser borrowed FCB at a stated interest rate of 8%.

Various actual and expected exchange rates are as follows:

1 FCA¼ 1 FCB¼

January 1, 2013 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.50 FCB $0.40
March 31, 2014 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.52 0.50
December 31, 2014 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.49 0.47
March 31, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.47 0.45
Average fourth quarter 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.40 0.39
Average 2015. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.43 0.35
December 31, 2015 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.39 0.30

1. Prepare a remeasured forecasted trial balance for Gilmore Enterprises for the year 2015.
2. Prepare a translated forecasted trial balance for Gilmore Enterprises for the year 2015.

Assume that the translated value of beginning 2015 retained earnings is $241,000.
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3. Prepare a schedule to determine how much of the cumulative translation adjustment per
item (2) above is traceable to the forecasted activity for 2015.

4. Based on the above results, determine the amount of the FCB bank loan that would be
necessary to eliminate the forecasted 2015 remeasurement loss and the translation adjust-
ment traceable to 2015.

Problem 11-6 (LO 3, 5) Calculation of the cumulative translation adjustment

and the allocation of such between controlling and noncontrolling interests.
Prospect International, a U.S. company, acquired an 80% controlling interest in the equity of a
foreign corporation, Aspic Developments. At the time of the acquisition, January 1, 2014,
Prospect paid 880,000 foreign currency (FC) for its interest, which was considerably more than
the proportionate amount of book value equity of the subsidiary.

The parent’s cost in excess of Aspic’s book value was to be allocated as follows:

Item Value in FC Comment

Undeveloped land. . . . . . . . . . . 90,000 To be held for future development.
Equipment . . . . . . . . . . . . . . . . . 120,000 To be depreciated over 15 years using straight-line.
Licensing agreements . . . . . . . . 80,000 To be amortized over 5 years using straight-line.
Goodwill . . . . . . . . . . . . . . . . . . 110,000 To be tested for impairment annually.

Total. . . . . . . . . . . . . . . . . . . . . . 400,000

Condensed financial values, expressed in FC, related to the subsidiary are as follows:

For the Year Ended December 31,

2013 2014 2015

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,340,000 1,560,000 1,860,000
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 740,000 830,000 870,000

Net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 730,000 990,000

Shareholders’ equity: . . . . . . . . . . . . . . . . . . . . . . . . . .
Common stock (beginning) . . . . . . . . . . . . . . . . . . . . 300,000 300,000 300,000
Common stock isssuance . . . . . . . . . . . . . . . . . . . . . . 0 0 100,000
Retained earnings (beginning) . . . . . . . . . . . . . . . . . 220,000 300,000 430,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 180,000 210,000
Dividends paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (40,000) (50,000) (50,000)

Total equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 730,000 990,000

The dividends are paid in equal amounts on March 31 and September 30 of each year. The
2015 issuance of common stock occurred on November 1, 2015, and Prospect continued to
hold an 80% interest.

The subsidiary’s functional currency is the FC, and relevant exchange rates between the FC
and the U.S. dollar are as follows:

2013 2014 2015

1 FC¼ 1 FC¼ 1 FC¼

March 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1.10 $1.52 $1.40
Yearly average . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.20 1.44 1.43
September 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.25 1.42 1.39
November 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.34 1.40 1.42
December 31. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.50 1.38 1.45

1. Calculate the cumulative translation adjustment traceable to each year 2014 and 2015.
2. Given the consolidated balance sheet at the end of 2014 and 2015, calculate the amount of

the cumulative translation adjustment that is traceable to the controlling and noncontrolling
interest.
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Problem 11-7 (LO 5) Elimination entries for a translated subsidiary. Campione
Manufacturing acquired an 80% interest in DaLuca Distributors, a foreign corporation established
on November 1, 2010, for 650,000 foreign currency units (FC). Campione acquired its 80% inter-
est on June 30, 2012, when DaLuca’s shareholders’ equity consisted of capital stock, paid-in capital
in excess of par, and retained earnings in the amounts of 100,000 FC, 210,000 FC, and 300,000
FC, respectively. The excess of cost over book value was allocated to goodwill and depreciable assets
in the amounts of 120,000 FC and 42,000 FC, respectively. The goodwill is annually tested for
impairment, and no impairment in the value has been suggested. The depreciable assets are to be
depreciated over 10 years assuming the straight-line method. DaLuca’s income and dividends over
the period from July 1, 2012, through the end of 2014 were as follows:

FC Net Income FC Dividends

Last half of 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 —

2013 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000 60,000
2014 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 80,000

The above dividends were declared at year-end.
DaLuca’s condensed trial balance in FC as of December 31, 2015, is as follows:

Balances Balances

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 Accounts Payable . . . . . . . . . . . . . . 126,000
Receivables (net) . . . . . . . . . . . . . . . . . . . . . . . 169,000 Dividends Payable. . . . . . . . . . . . . . 100,000
Prepaid Assets . . . . . . . . . . . . . . . . . . . . . . . . . 24,000 Notes Payable . . . . . . . . . . . . . . . . . 94,000
Invetory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 304,000 Bonds Payable. . . . . . . . . . . . . . . . . 274,000
Depreciable Assets (net) . . . . . . . . . . . . . . . . . 780,000 Captial Stock . . . . . . . . . . . . . . . . . . 100,000
Other Assets . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000 Paid-In Captial in Excess of par Value 210,000
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . 315,000 Retained Earnings . . . . . . . . . . . . . . 530,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . 60,000 Sales . . . . . . . . . . . . . . . . . . . . . . . . 640,000
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . 147,000
Dividends Declared . . . . . . . . . . . . . . . . . . . . . 100,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,074,000 Total. . . . . . . . . . . . . . . . . . . . . . . . . 2,074,000

The current-year dividend was declared on November 30, 2015. The FC is DaLuca’s func-
tional currency, and selected exchange rates between the FC and the dollar are as follows:

1 FC¼ 1 FC¼

November 1, 2010. . . . . . . . . . . . . . $1.80 December 31, 2013 . . . . . . . . . . . . . . $2.07
June 30, 2012. . . . . . . . . . . . . . . . . . 1.90 2014 Average. . . . . . . . . . . . . . . . . . . 2.02
Last 6 months of 2012 average . . . . . 0.92 December 31, 2014 . . . . . . . . . . . . . . 2.00
December 31, 2012 . . . . . . . . . . . . . 1.94 2015 Average. . . . . . . . . . . . . . . . . . . 1.95
2013 Average. . . . . . . . . . . . . . . . . . 2.05 November 30, 2015. . . . . . . . . . . . . . 1.94

December 31, 2015 . . . . . . . . . . . . . . 1.93

Prepare the translated trial balance for DaLuca and prepare all of the elimination and adjusting
entries necessary to prepare consolidated financial statements. Assume that Campione uses the
simple equity method.

Problem 11-8 (LO 3, 5) Translate a trial balance and prepare a consolidation work-

sheet. Useful comparison with Problem 11-9. Balfour Corporation acquired 100% of
Tobac, Inc., a foreign corporation, for 33,000,000 FC. The acquisition, which was accounted
for as a purchase, occurred on July 1, 2015, when Tobac’s equity, in FC, was as follows:

Common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,000,000 FC
Paid-in capital in excess of par . . . . . . . . . . . . . . . . 8,480,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . 2,520,000

Any excess of cost over book value is traceable to equipment which is to be depreciated over
10 years. Balfour uses the simple equity method to account for its investment in Tobac.

Required
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On April 1, 2017, Tobac acquired additional equipment costing 4,000,000 FC. Equipment
is depreciated by the straight-line method over 10 years. No other equipment had been acquired
or disposed of since 2014. Tobac employs the LIFO inventory method. Ending inventory on
December 31, 2017, consists of the following:

Acquired in the first quarter of 2014 . . . . . . . . . . . . . . . . 1,000,000 FC
Acquired in the first quarter of 2015 . . . . . . . . . . . . . . . . 500,000
Acquired in the first quarter of 2017 . . . . . . . . . . . . . . . . 6,500,000

The cost of sales is traceable to goods purchased during 2017 as follows:

Acquired uniformly over the last 9 months. . . . . . . . . . . . . 23,400,000 FC
Acquired in the first quarter . . . . . . . . . . . . . . . . . . . . . . . . 4,200,000

Other expenses were incurred evenly over the year.
On April 1, 2017, Tobac borrowed $1,280,000 from the parent company in order to help

finance the purchase of equipment. The note is due in one year and bears interest at a rate of
8%. Principal and interest amounts are due to the parent in dollars.

Various spot rates are as follows:

1 FC¼ 1 FC¼

First quarter, 2014 average . . . . . . . $0.46 December 31, 2016 . . . . . . . . . . . . . . $0.60
2014 Average. . . . . . . . . . . . . . . . . . 0.49 First quarter, 2017 average . . . . . . . . 0.62
January 1, 2015 . . . . . . . . . . . . . . . . 0.51 April 1, 2017 . . . . . . . . . . . . . . . . . . . 0.64
First quarter, 2015 average . . . . . . . 0.53 2017 Average. . . . . . . . . . . . . . . . . . . 0.67
July 1, 2015 . . . . . . . . . . . . . . . . . . . 0.55 Last 9 months, 2017 average . . . . . . . 0.66
December 31, 2015 . . . . . . . . . . . . . 0.58 December 31, 2017 . . . . . . . . . . . . . . 0.65
Last 6 months, 2015 average . . . . . . 0.57
2016 Average. . . . . . . . . . . . . . . . . . 0.58

The December 31, 2017, trial balances for Tobac and Balfour are as follows:

Balfour
Corporation

Tobac,
Inc.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,463,200 3,087,385 FC
Net Accounts Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,350,000 12,000,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,300,000 8,000,000
Due from Tobac . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,356,800
Investment in Tobac—See Note A . . . . . . . . . . . . . . . . . . . . . . . . . 23,712,363
Depreciable Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000,000 34,000,000
Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (42,000,000) (12,300,000)
Due to Balfour . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,087,385)
Other Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (27,000,000) (3,700,000)
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,000,000) (19,000,000)
Paid-In Capital in Excess of Par Value . . . . . . . . . . . . . . . . . . . . . . (2,000,000) (8,480,000)
Retained Earnings, January 1, 2017. . . . . . . . . . . . . . . . . . . . . . . (4,500,000) (7,520,000)
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (98,000,000) (40,000,000)
Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 64,000,000 27,600,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,076,800 3,300,000
Interest Expense on Balfour

Loan (accrued on December 31, 2017)—See Note B . . . . . . . 118,154
Exchange Gain on Balfour Loan—See Note B . . . . . . . . . . . . . . . (30,769)
Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000,000 5,012,615
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (76,800)
Subsidiary Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,682,363)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 0 FC

654 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Note A—Balfour’s investment in Tobac consists of the following:

Initial investment (33,000,000 FC� $0.55) . . . . . . . . . . . . . . . . $18,150,000
Last 6 months, 2015 income (2,000,000 FC� $0.57) . . . . . . . . 1,140,000
2016 Income (3,000,000 FC� $0.58) . . . . . . . . . . . . . . . . . . . . 1,740,000
2017 Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,682,363

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $23,712,363

Note B—The original loan from Balfour was 2,000,000 FC, or $1,280,000 (2,000,000 FC
� $0.64). On December 31, 2017, it would require 1,969,231 FC ($1,280,000 ‚ $0.65) to settle
the loan. This represents an exchange gain of 30,769 FC (2,000,000 FC – 1,969,231 FC).

The year-end balance due to Balfour is determined as follows:

Principal balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,969,231 FC
Accrued interest ($1,280,000� 8 %� 9/12 ‚ $0.65) . . . . . . . . 118,154

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,087,385 FC

The interest is accrued at year-end; therefore, interest expense should be translated at the
year-end rate.

Assuming the FC is Tobac’s functional currency, translate Tobac’s trial balance, and prepare
a consolidating worksheet.

Problem 11-9 (LO 5, 6) Same facts as Problem 11-8 except involve remeasure-

ment. Useful comparison with Problem 11-8. Assume the same facts as Problem 11-8
with the following exceptions:

a. Tobac’s functional currency is the U.S. dollar.
b. Balfour’s investment in Tobac consists of the following:

Initial investment (33,000,000 FC� $0.55) . . . . . . . . . . . . . . . . . . . . . . . . . $18,150,000
Last 6 months, 2015 income (including the remeasurement gain or loss) . . . 1,610,000
2016 income (including the remeasurement gain or loss) . . . . . . . . . . . . . . . 1,860,000
2017 income (excluding the remeasurement gain or loss) . . . . . . . . . . . . . . . 3,495,363

Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,115,363

Note that the balance has not yet been adjusted for the 2017 remeasurement gain or loss.
c. The trial balances for Tobac and Balfour are the same as in Problem 11-8 with the following

exceptions:

Balfour
Investment in Tobac. . . . . . . . . . . . . . . . . . . . . . . . $25,115,363
Retained earnings, January 1, 2017. . . . . . . . . . . . (5,090,000)
Subsidiary income . . . . . . . . . . . . . . . . . . . . . . . . . (3,495,363)

Remembering that Tobac’s functional currency is the U.S. dollar, translate Tobac’s trial balance
and prepare a consolidating worksheet.

Remember that transactions traceable to pre-July 1, 2015, should be remeasured at the rate
in effect on July 1, 2015. This is because on July 1, 2015, Balfour acquired its interest in Tobac
and established the dollar basis of net assets existing at that time.

Required

Required
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1
O B J E C T I V E

Explain the goal of interim

reporting and how the

interim period is viewed

relative to an annual period.

Interim Reporting and Disclosures
about Segments of an Entity

This chapter focuses on two areas of significance to most large, publicly held entities: interim
reporting and segmental disclosure. The relevance of financial information is enhanced if the
information is provided on a timely basis. Interim financial reporting addresses the need for
timely information and provides users with relevant data that may be used to evaluate the present
and help to project future results. The division of an annual reporting period into shorter
interim periods results in some unique accounting problems, which are addressed in this chap-
ter. Disclosure about segments of an entity is designed to provide relevant information about the
various business activities in which an entity is involved. Such disclosures also provide informa-
tion about the economic environments in which entities operate. Many entities consist of oper-
ating segments that differ significantly from each other in terms of products, economic
environments, markets served, and manufacturing methods. The disclosure of segmental infor-
mation follows a management approach that emphasizes how management organizes the seg-
ments of the entity for decision-making purposes and evaluation of performance. This approach
will allow users of such information to better understand the activities and environments that
affect an entity’s performance, cash flows, and business risks. The disclosures called for by this
approach for both annual and interim reporting purposes are discussed in this chapter.

INTERIM REPORTING
To satisfy the need for timely financial information, many business entities have developed
interim reporting models that provide financial information on a monthly or quarterly basis or
at other defined intervals. These interim data may consist of statements of financial position

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain the goal of interim reporting and how the interim period is viewed relative to an
annual period.

2. Demonstrate how principles of revenue and expense recognition may be modified for interim
reporting purposes.

3. Show how income tax expense or benefits tied to income from continuing operations are
determined for an interim period.

4. Determine the income tax expense or benefit for nonordinary items of income and loss
reported for interim periods.

5. Explain why segmental reporting is important, and define an operating segment.

6. Apply the criteria used to determine which segment is reportable.

7. Describe the information about a reportable segment that must be disclosed.

8. State which entity-wide disclosures must be provided.
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and retained earnings, income statements, and statements of cash flows. However, primary
emphasis is placed on the public disclosure of interim income data.

A substantial amount of empirical research has been devoted to an examination of the utility
of publicly disclosed interim financial reports. This research has identified significant stock mar-
ket reaction to the issuance of interim reports and has noted the influence of interim reports on
actual investment decisions. Interim reports provide such an important basis for the prediction
of annual income that the demand for these reports nearly parallels the demand for annual
reports.

The established utility of interim data emphasizes the importance of applying generally
accepted accounting principles, including the principle of adequate disclosure, to interim
reports. Therefore, the American Institute of Certified Public Accountants, the National Asso-
ciation of Accountants, the Financial Executives Institute, the Financial Analysts Federation,
the Financial Accounting Standards Board, the Securities and Exchange Commission (SEC),
and the principal stock exchanges have directed efforts toward the development and improve-
ment of interim financial reporting.

Approaches to Reporting Interim Data

Earlier forms of interim reporting provided the user of such data with various disclosures
other than the computation of net income. However, as the importance of interim income
statements became more apparent, different views of the interim period developed. One view
of the interim period is that it represents a distinct, independent accounting period, separate
from the annual accounting period. Therefore, interim net income should be determined by
using the same principles and estimations as would be used if the interim period were an
annual accounting period. For example, annual research and development incurred during
the interim period should be expensed in that period rather than deferred to future interim
periods.

Another view of the interim period is that it is an integral part of the annual period and
does not stand as a distinct, independent period. Therefore, interim data should include
appropriate adjustments and estimates so that they can be used to predict annual amounts.
For example, assume annual income normally includes a year-end accrual for executive
bonuses in the amount of $120,000. If the interim statements are to serve as a predictor of
annual values, it would seem appropriate that quarterly income statements should include a
proportionate amount of this year-end adjustment. Including a $30,000 adjustment for
bonuses in the quarterly income statement would allow one to predict annual bonuses in the
amount of $120,000. If this interim adjustment were not made, bonuses would be reflected
only in the fourth quarter, and previous quarters would not have provided the user with a
basis for predicting this annual amount. From this example, one can see that an interim per-
iod is viewed as an integral part of a larger annual period. This view of the interim period
has been adopted as the underlying theory used to formulate interim accounting principles
and practices.

Accounting Principles Applicable to Interim Reporting

The accounting principles relating to interim financial reporting are in response to a growing
interest in the credibility of interim data and to the apparent need for an authoritative statement
from the accounting profession regarding generally accepted accounting principles for such data.
These principles are based on a fundamental conclusion that an interim period should be viewed
as an integral part of the annual period, not as a distinct, independent period. Furthermore, the
financial statements for each interim period should be based on the same accounting principles and
practices that are used for the preparation of annual financial statements. However, certain modifi-
cations of these principles and practices that relate to costs and expenses may be necessary so that
the reported results of an interim period are more indicative of anticipated annual income state-
ment amounts. Modifications of accounting principles and practices also are necessary in order to
provide timely information.

Modifications for Costs and Expenses. Those costs that are directly related or allocated to prod-
ucts sold or to services rendered for annual reporting purposes should be given similar treatment

2
O B J E C T I V E

Demonstrate how principles

of revenue and expense

recognition may be

modified for interim

reporting purposes.
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for interim reporting purposes. However, the following modifications are acceptable in the area
of inventory costing:

1. The gross profit method or other estimation methods that are not acceptable for annual pur-
poses may be used for interim purposes in those instances where taking an interim physical
inventory would be too costly or where perpetual inventory records are lacking or unreliable.
Furthermore, use of the gross profit method provides a timely measurement, which may not
be the case if other methods of inventory accounting were employed. The inventory method
used for interim purposes should be disclosed. Significant differences between estimates of
the perpetual annual inventory and the annual physical inventory also should be recorded in
interim statements on a proportionate basis.

2. Use of the LIFO method for interim purposes may result in inventory liquidations that will
be replaced by year-end. To compensate for these interim liquidations, the interim cost of
goods sold should include the replacement cost of temporarily liquidated inventory rather
than its historical cost.

3. The use of lower of cost or market may suggest inventory losses for the interim period.
Recoveries of these losses in subsequent periods should be recognized as gains to the extent
of the losses previously recognized in interim periods within the same fiscal year. An excep-
tion to this rule is that temporary market declines that can reasonably be expected to be
restored in the fiscal year need not be recognized for the interim period.

4. The use of standard costs for determining inventory generally should be applied on the same
basis as is required for annual purposes. Price and volume variances that are planned and
expected to be absorbed by year-end should be deferred at interim reporting dates.1 However,
unplanned or unanticipated variances should be reported at the end of an interim period.

Illustration of an Interim Liquidation of Inventory. In order to illustrate the special treat-
ment given interim liquidations, assume a company’s LIFO inventory available for sale during
the third quarter consisted of beginning inventory of 1,200 units at a cost of $20 each and cur-
rent purchases of 2,000 units at a cost of $30 each. Assume 2,500 units were sold during the
quarter with the expectation that they would be replaced for $32 a unit. Management antici-
pates that the annual ending inventory will be 1,100 units. Therefore, although the beginning
inventory has been liquidated by 500 units, management expects to replenish 400 of these units
by year-end. Assuming the company anticipates paying $32 each to replenish the inventory, the
third-quarter cost of sales would be calculated as follows:

Current purchases (2,000 units @ $30) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,000
Prior inventory (500 units @ $20 original cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Excess replacement cost (400 units @ $12) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800

$74,800

The entry to record the third-quarter cost of sales would be as follows:

Cost of Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 74,800
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Excess of Replacement Cost for Temporary Liquidation. . . . . . . . . . . . . . . . . 4,800

To record cost of sales with a historical cost of $70,000 and an excess of
additional replacement cost equal to $4,800 ($12� 400 units).

The Excess of Replacement Cost for Temporary Liquidation is classified as a current liability
on the interim financial statements. When the 400 units are replenished in the fourth quarter at
an assumed cost of $32, the entry shown on page 660 is made.

1 FASB ASC 270-10-45-6, Interim Reporting—Overall—Other Presentation Matters—Costs Associated with
Revenue.
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Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Excess of Replacement Cost for Temporary Liquidation . . . . . . . . . . . . . . . . . 4,800

Accounts Payable (cash) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,800
To record replenishment of inventory previously liquidated.

Notice that the 400 units replenish the inventory account at a cost of $20 each as though no
liquidation had occurred. That is, the inventory now consists of 1,100 units (700 at the end of
the third quarter plus the 400 replenished) at a cost of $20 each.

Illustration of Cost or Market for Interim Inventory. Assume at the end of the second quarter,
ending inventory has a cost of $380,000 and a fair value of $350,000. The use of lower of cost
or market would require a $30,000 loss due to market declines to be recognized in the second
quarter. At the end of the third quarter, the company has ending inventory with a cost of
$520,000 and a fair value of $560,000. Of the $40,000 excess of fair value over cost, the com-
pany can recognize $30,000 of this amount as a recovery of the second-quarter loss. Therefore,
the third-quarter financial statements would include a $30,000 gain due to market recoveries.

Reporting of Costs Unrelated to Inventory. In reporting costs and expenses that are not allo-
cated to products sold or to services rendered but are charged against income in the interim
period, the following standards apply:

a. Costs and expenses other than product costs should be charged to income in interim pe-
riods as incurred or be allocated among interim periods based on an estimate of time expired,
benefit received, or activity associated with the periods. Procedures adopted for assigning spe-
cific cost and expense items to an interim period should be consistent with the bases followed
by the company in reporting results of operations at annual reporting dates. However, when a
specific cost or expense item charged to expense for annual reporting purposes benefits more
than one interim period, the cost or expense item may be allocated to those interim periods.

b. Some costs and expenses incurred in an interim period, however, cannot be readily identi-
fied with the activities or benefits of other interim periods and should be charged to the
interim period in which they were incurred. Disclosure should be made as to the nature and
amount of such costs unless items of a comparable nature are included in both the current
interim period and in the corresponding interim period of the preceding year.

c. Arbitrary assignment of the amount of such costs to an interim period should not be made.
d. Gains and losses that arise in any interim period similar to those that would not be deferred

at year-end should not be deferred to later interim periods within the same fiscal year.2

To illustrate the above concepts, assume the following expenditures have occurred at the
beginning of the second quarter:

1. A 12-month insurance premium was paid in the amount of $1,200.

2. Research costs in the amount of $18,000 were paid and are expected to benefit the company
over the next 18 months.

3. A contribution in the amount of $1,000 was made, although the benefits to subsequent
quarters are uncertain.

The expenses to be recognized in the second quarter are as follows:

Insurance expense ($1,200 ‚ 12� 3 months) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300
Research costs ($18,000 ‚ 3 quarters—not to be deferred beyond year-end) . . . . . . . . . . . . . . 6,000
Contribution expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

$ 7,300

Certain costs and expenses of an entity are subject to year-end adjustments, such as inven-
tory shrinkage, allowance for uncollectible accounts, and year-end bonuses. These adjustments
should not be recognized totally in the final interim period if they relate to activities of other

2 FASB ASC 270-10-45-8, Interim Reporting—Overall—Other Presentation Matters—All Other Costs and Expenses.
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interim periods. Therefore, to generate interim financial reports that contain a reasonable por-
tion of annual expenses, a portion of estimated year-end adjustments should be allocated to
each interim period on the basis of a revenue or a cost relationship. For example, a company
that estimates an expected material year-end adjustment to its perpetual inventory, based on a
physical inventory, should allocate a portion of that estimated adjustment to each interim pe-
riod. In this case, a portion of the annual estimated inventory shrinkage could be allocated to
the quarter using a ratio of current quarter cost of sales to annual estimated cost of sales.
Changes in earlier quarters’ estimates should be accounted for in the current quarter.

The costs and expenses as well as revenues of some businesses are subject to seasonal varia-
tions. Since interim reports for such businesses must be considered as representative of the
annual period, professional standards state that:

. . . such businesses should disclose the seasonal nature of their activities, and consider sup-
plementing their interim reports with information for twelve-month periods ended at the
interim date for the current and preceding years.3

Adjustments Related to Prior Interim Periods. Normal recurring adjustments that result from
the use of estimates should not be treated as adjustments to prior interim periods of the current
fiscal year. For example, changes in the estimated provision for uncollectible accounts or the
effective annual income tax rate should not be treated as a prior period adjustment. Instead,
such adjustments or corrections should be accounted for in the current interim period and pro-
spectively, as is the case with other changes in estimates. However, certain items are treated as
adjustments related to prior interim periods of the current fiscal year. These items include an
adjustment or settlement of litigation or similar claims, income taxes, renegotiation proceed-
ings, or utility revenue under rate-making processes. Treating these items as prior-period adjust-
ments is appropriate if all of the following criteria are met:

a. The effect of the adjustment or settlement is material in relation to income from continuing
operations of the current fiscal year or in relation to the trend of income from continuing
operations or is material by other appropriate criteria, and

b. All or part of the adjustment or settlement can be specifically identified with and is directly
related to business activities of specific prior interim periods of the current fiscal year, and

c. The amount of the adjustment or settlement could not be reasonably estimated prior to the
current interim period but becomes reasonably estimable in the current interim period.4

If such an item occurs in other than the first interim period of the current fiscal year and if
all or part of the item is an adjustment related to prior interim periods of the current fiscal year,
it should be reported as follows:

a. The portion of the item that is directly related to business activities of the entity during the
current interim period, if any, shall be included in the determination of net income for that
period.

b. Prior interim periods of the current fiscal year shall be restated to include the portion of the
item that is directly related to business activities of the entity during each prior interim
period in the determination of net income for that period.

c. The portion of the item that is directly related to business activities of the entity during the
prior fiscal years, if any, shall be included in the determination of net income of the first
interim period of the current fiscal year.5

Disclosure also is required regarding adjustments related to prior interim periods of the cur-
rent year in the period in which the adjustment occurs. Disclosures should be made for each

3 FASB ASC 270-10-45-11, Interim Reporting—Overall—Other Presentation Matters—Seasonal Revenue, Costs,
or Expenses.

4 FASB ASC 270-10-45-17, Interim Reporting—Overall—Other Presentation Matters—Adjustments Related to
Prior Interim Periods of the Current Fiscal Year.

5 Ibid.
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prior period of the current year setting forth both the effect on and actual adjusted amount of
income from continuing operations, net income, and related per-share amounts.

Accounting for Income Taxes in Interim Statements

Keeping in mind that the interim period is viewed as an integral part of a larger annual period,
interim financial statements should reflect a proportionate amount of the estimated annual
income taxes. Each interim period will not be viewed as a separate tax period; therefore, esti-
mates of annual tax amounts and rates become critical. The basic objective of accounting for
income taxes in interim periods is to estimate the annual effective tax rate and apply that rate to
the interim periods’ pretax net incomes.6 The following general guidelines are applicable to
the determination of an effective tax rate for interim purposes that are representative of the
estimated annual effective tax rate:

1. The effective tax rate for the annual fiscal period must be estimated at the end of each
interim period and applied to year-to-date interim income from ordinary continuing opera-
tions. The current interim period’s tax expense or benefit is the difference between (a) the
year-to-date tax expense or benefit and (b) the amounts of tax reported in previous interim
periods of the current year.

2. The estimated effective tax rate should reflect tax planning alternatives, such as capital gains
rates, permanent differences, and tax credits.

3. Nonordinary items of income or loss (unusual or infrequently occurring items, extraordin-
ary items, and discontinued operations) are not included in the computation of the esti-
mated annual effective tax rate, nor are these items prorated over the balance of the fiscal
period. The tax effect on these items is determined incrementally.

4. Changes in tax legislation are to be accounted for in interim periods subsequent to the effec-
tive date of the legislation.

The first guideline is designed to ensure that the interim income tax rate is representative of
the tax rate applicable to the entire fiscal period. For example, if income from continuing opera-
tions during the first interim period is $25,000, under a graduated taxing system the effective
tax rate at this level of income might be 15%. However, if the annual ordinary income is
expected to be $335,000, the effective annual tax rate might be approximately 34%. Therefore,
the latter rate should be used as the interim tax rate. If this estimated annual effective tax rate
were not used, a reader of the first interim period’s financial statements might conclude that
income is taxed at only 15%.

Mechanically speaking, the first guideline also provides a simple way of accounting for
changes in the estimated annual effective tax rate. As mentioned earlier, normal recurring cor-
rections and adjustments that result from the use of estimates are accounted for in the current
interim period. Applying the estimated annual effective tax rate to the year-to-date income and
then subtracting (adding) the tax expenses (benefits) traceable to prior interim periods of the
current year results in a difference that represents:

1. The tax on the current interim period’s pretax income at the present estimated annual effec-
tive tax rate, and

2. Corrections of previous interim periods’ tax expenses or benefits resulting from a change in
the estimated annual effective tax rate.

To illustrate, assume that the first quarter’s pretax income of $40,000 was taxed at a 30%
rate, resulting in a $12,000 tax expense. At the end of the second quarter, the estimated annual
effective tax rate is 32%, and the second quarter’s pretax income is $50,000. The tax on the
year-to-date pretax income of $90,000 ($40,000 þ $50,000) is $28,800 (32% � $90,000).

3
O B J E C T I V E

Show how income tax

expense or benefits tied to

income from continuing

operations are determined

for an interim period.

6 FASB ASC 740-270-30, Income Taxes—Interim Reporting—Initial Measurement.

662 Part 2 MULTINATIONAL ACCOUNTING AND OTHER REPORTING CONCERNS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Subtracting from this year-to-date amount the first-quarter tax expense of $12,000 results in a
current second-quarter tax expense of $16,800. The $16,800 consists of:

1. The tax on the second quarter’s pretax income at the present estimated
annual effective tax rate ($50,000� 32%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,000

2. Corrections of prior interim period’s tax expense resulting from a change
in the estimated annual effective tax rate [$40,000� (32%� 30%)] . . . . . . . . . . . . . . . . 800

$16,800

If necessary, the estimated effective annual tax rate should be revised each interim period
in order to reflect changed expectations. The guidelines indirectly emphasize that changes in
the estimated annual effective tax rate should be accounted for as a change in estimate.
Therefore, such changes in the tax rate from period to period should be reflected in the tax
expense or benefit of the current period in which the change occurs. The second guideline
emphasizes that tax planning alternatives should be reflected in the determination of the esti-
mated effective annual tax rate. For example, if it is estimated that pretax operating income
will include some tax-exempt income (a permanent difference), this should be reflected in a
lower estimated tax rate. Tax credits and/or lower capital gains tax rates will also have the
effect of lowering the estimated rate. Tax allocation principles resulting from the existence of
timing differences would be factored into the calculation of the estimated effective annual
tax rate as well.

The third guideline recognizes that nonordinary items of income or loss may have a distor-
tive effect on estimated annual effective tax rates; therefore, they are excluded from such calcula-
tions. Furthermore, such items are required to be shown individually on a net of tax basis.
Therefore, a separate incremental tax calculation, apart from the calculation of tax on ordinary
continuing operations, must be made. The separate determination of the tax employs an incre-
mental approach, which is demonstrated in a later section of this chapter.

The fourth guideline echoes the underlying theory of the first guideline in that changes in
estimated tax rates are to be accounted for currently and prospectively. Changes in tax legisla-
tion are just one possible explanation for a change in estimated annual effective tax rates.

The computation of the estimated effective tax rate and the handling of a change in the esti-
mated effective tax rate are demonstrated in Cases 1 through 3 on pages 664 and 665.

Year-to-Date Operating Losses. In some instances, an interim year-to-date (YTD) operating
loss may be present. Given this loss, a question arises as to the potential tax benefit associated
with the loss. The potential tax benefit is a function of several factors.

The YTD loss first must be combined with the projected income or loss for the remaining
interim periods of the current fiscal year. If the YTD loss is offset by the projected income, a tax
benefit traceable to the YTD loss may be recognized. However, if it is more likely than not that
some portion of the projected income will not be recognized, then the recognized tax benefit
traceable to the loss will be reduced accordingly. The concept of ‘‘more likely than not’’ means a
level of likelihood at least more than 50% and requires the consideration of many sources of evi-
dence, both positive and negative.7 For example, a backlog of unfilled orders and/or a strong
earnings history exclusive of the YTD loss would suggest that, more likely than not, losses may
be offset by projected income. A history of operating losses or unsettled circumstances or
economic conditions may suggest that, more likely than not, losses will not be offset totally by
projected income.

7 Further discussion of the phrase ‘‘more likely than not’’ can be found in FASB ASC 740-10-30-7, Income
Taxes—Overall—Initial Measurement—Income Taxes Payable or Refundable.
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Case 1
Income in All Interim Periods—Tax Credit; No Permanent Differences

Year-to-date (YTD) pretax income is $170,000, and projected pretax income for the balance of the fiscal year is $30,000. No per-
manent differences exist, and it is anticipated that an annual tax credit of $13,250 will be available. Corporate income is taxed as
follows: first $50,000 at 15%, next $25,000 at 25%, next $25,000 at 34%, amounts over $100,000 up to $335,000 at 39%.
The effective tax rate is computed as follows:

Pretax Income
(Pretax Loss)

YTD income. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 170,000
Projected income . . . . . . . . . . . . . . . . . . . . . . 30,000

Estimated annual income . . . . . . . . . . . . . . . . $ 200,000
Permanent differences . . . . . . . . . . . . . . . . . . 0

Estimated adjusted income . . . . . . . . . . . . . . . $ 200,000

Tax on estimated adjusted income . . . . . . . . . $ 61,250*
Tax credits. . . . . . . . . . . . . . . . . . . . . . . . . . . . (13,250)

Net tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 48,000

Effective tax rate . . . . . . . . . . . . . . . . . . . . . . . (24%) ($48,000 ‚ $200,000)

*[($50,000� 15%)þ ($25,000� 25%)þ ($25,000� 34%)þ ($100,000� 39%)]

Case 2
Income in All Interim Periods—Tax Credit; Permanent Difference; No Tax Credit

Year-to-date (YTD) pretax income is $30,000, and projected pretax income for the balance of the fiscal year is $90,000. Annual
income includes $10,000 of expense, which is never deductible for tax purposes (i.e., a permanent difference). Assume that corpo-
rate income is taxed at the rates set forth in Case 1 above. The effective tax rate is computed as follows:

Pretax Income
(Pretax Loss)

YTD income. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000
Projected income . . . . . . . . . . . . . . . . . . . . . . 90,000

Estimated annual income . . . . . . . . . . . . . . . . $120,000
Permanent differences . . . . . . . . . . . . . . . . . . 10,000

Estimated adjusted income . . . . . . . . . . . . . . . $130,000

Tax on estimated adjusted income . . . . . . . . . $ 33,950*
Tax credits. . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

Net tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 33,950

Effective tax rate . . . . . . . . . . . . . . . . . . . . . . . (28%) ($33,950 ‚ $120,000)**

*[($50,000� 15%)þ ($25,000� 25%)þ ($25,000� 34%)þ ($30,000� 39%)]
**Note that the rate always is based on estimated annual pretax income versus adjusted income.
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Case 3
Income in All Interim Periods—Change in Effective Tax Rate

In the third quarter, a change in the estimated annual income results in a change in the effective tax rate.

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $30,000 $ 30,000 28% $ 8,400 — $ 8,400
Second 40,000 70,000 28 19,600 $ 8,400 11,200
Third 20,000 90,000 32 28,800 19,600 9,200
Fourth 50,000 140,000 32 44,800 28,800 16,000

After considering the projected income or loss for the balance of the current year, an esti-
mated annual operating loss may exist. The potential tax benefit traceable to this estimated
annual operating loss is a function of the following factors:

1. The extent to which the operating loss may be offset by income of the prior two fiscal years
included in the carryback period and/or

2. The extent to which the operating loss may be offset by subsequent years’ annual income
that is more likely than not to be recognized in the 20-year carryforward period.

The basic concern addressed by these factors is whether the operating loss is able to be offset
against operating income and, therefore, result in a tax benefit. If the facts suggest that such
a benefit is more likely than not, the benefit should be recognized in the calculation of the effec-
tive annual tax rate.8

Offsetting YTD Operating Losses against Subsequent Interim Income. The benefit associated
with a YTD operating loss should be recognized if: (a) the benefit is expected to be realized dur-
ing the year or (b) the benefit is recognizable as a deferred tax asset at the end of the year. If the
benefit of the loss is recognized in case (a) above, the loss is expected to be offset against income
in later interim periods of the current fiscal year. This offset against income may be recognized
if it is more likely than not that such income will be recognized. Although ‘‘more likely than
not’’ is a subjective concept, knowledge of a company’s past performance, existing commit-
ments relating to the future, and seasonal patterns must be considered.

The offset of an established seasonal loss by subsequent interim income is demonstrated in
Case 4 that follows.9 Case 5 demonstrates a YTD loss whose tax benefit is not initially certain
but later becomes recognizable. It is important to note that, in both Cases 4 and 5, it is assumed
that no pretax income is available in prior and/or subsequent years to absorb the current year’s
operating losses.

8 For additional examples involving the tax benefit of operating losses beyond those presented in the chapter, see
FASB ASC 740-270-55, Income Taxes—Interim Reporting—Implementation Guidance and Implementation.

9 Note that throughout this chapter the effective tax rates used in the illustrative examples are not based on the
actual corporate tax rates but, rather, are only for illustrative purposes.
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Case 4
Seasonal YTD Loss Offset by Subsequent Interim Income

That Is ‘‘More Likely Than Not’’ and No Pretax Income Available in Other Years

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $(30,000) $(30,000) 40% $(12,000) $(12,000)
Second 20,000 (10,000) 40 (4,000) $(12,000) 8,000
Third 40,000 30,000 40 12,000 (4,000) 16,000
Fourth 40,000 70,000 40 28,000 12,000 16,000

Case 5
YTD Loss where Tax Benefit Is Initially Uncertain
and No Pretax Income Available in Other Years

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $(30,000) $(30,000) 0%
Second 20,000 (10,000) 0
Third 40,000 30,000 40 $12,000 $12,000
Fourth 40,000 70,000 40 28,000 $12,000 16,000

Offsetting YTD or Annual Operating Losses against Income of Prior Fiscal Years. In certain
instances, a current YTD interim loss may not be offset entirely by income in later interim pe-
riods of the current fiscal year. However, as suggested by the first factor discussed above, the tax
benefit of the YTD loss should be recognized to the extent that the loss may be carried back
against the prior two years of income. Loss carrybacks must begin with the earliest of the prior
two years and then proceed to the next earlier year. The tax benefit traceable to the loss, there-
fore, is a function of the tax rate applied to a prior year’s income. Case 6 involves the carryback
of a YTD loss. Note that, in this case, the loss is not offset completely against prior income.
However, the tax benefit is recognized to whatever extent possible.

The same carryback principles apply if an annual loss is anticipated. For example, if a com-
pany has a YTD loss of $40,000 and an anticipated annual loss of $100,000, the amount of tax
benefit would be dependent upon the extent to which the $100,000 loss may be carried back. If
a company has a year-to-date income of $60,000 and an anticipated annual loss of $20,000, the
estimated annual effective tax rate would be dependent upon the tax benefit associated with the
annual loss of $20,000. These principles are demonstrated in Case 7.
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Case 6
YTD Loss with No Assurance of Subsequent Interim Income; $30,000 of Prior Two Years’ Income Taxed at 50%

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $(40,000) $(40,000) 37.5% $(15,000)* $(15,000)
Second 10,000 (30,000) 50 (15,000) $(15,000)
Third 35,000 5,000 40** 2,000 (15,000) 17,000
Fourth 30,000 35,000 40 14,000 2,000 12,000

*Only $30,000 of the $40,000 loss can be offset against the prior years’ income, resulting in a tax benefit of $15,000;

$15,000 ‚ $40,000 = 37.5%.
**The current-year statutory tax rate is assumed to be 40%.

Case 7
YTD and Anticipated Annual Loss (of $100,000) with $60,000 of Prior Two Years’ Income Taxed at 50%

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $(40,000) $ (40,000) 30%* $(12,000) $(12,000)
Second (30,000) (70,000) 30 (21,000) $(12,000) (9,000)
Third 5,000 (65,000) 30 (19,500) (21,000) 1,500
Fourth (35,000) (100,000) 30 (30,000) (19,500) (10,500)

*The effective tax rate of 30% is based on a $30,000 tax benefit of ($60,000� 50%) expressed as a percentage of the $100,000 anticipated

annual loss.

Offsetting Annual Operating Losses against Future Annual Income. To the extent that losses
are not absorbed by income in later interim periods of the current fiscal year and/or the prior two
years of income, tax benefits still may be recognized currently as a deferred asset. In essence, future
events are more likely than not such that the benefit of the current year’s annual operating loss will
be realized in a future year thus allowing for recognition in the current year of loss. Losses not
already offset may be carried forward against future annual income that more likely than not will be
recognized in the 20-year carryforward period. Estimating whether future annual income will more
likely than not be recognized is one of the most difficult aspects of determining the estimated annual
effective tax rate associated with operating losses. Certain amounts of future annual income may
have a low level of likelihood that they will be recognized. For example, if an entity has a history of
operating losses and is in an industry experiencing a significant number of bankruptcies, a low level
of likelihood would seem reasonable. Alternatively, certain amounts of future annual income have a
high level of likelihood. For example, the future taxable amounts represented by deferred tax liabil-
ities are considered to have a very high level of likelihood. Therefore, such future taxable amounts
will more likely than not be recognized and serve as a basis for offsetting a current annual operating
loss. Another example might involve a company that has unfilled orders or contracts that will be rea-
lized in the near future such that it is more likely than not that there will be future income against
which the current year operating loss can be offset. The principles of offsetting current annual oper-
ating losses against likely future annual income are demonstrated in Case 8.
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Case 8
YTD and Anticipated Annual Loss (of $80,000) with Carrybacks and Carryforwards Available

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $(20,000) $(20,000) 30%* $ (6,000) $ (6,000)
Second 15,000 (5,000) 30 (1,500) $ (6,000) 4,500
Third (35,000) (40,000) 30 (12,000) (1,500) (10,500)
Fourth (40,000) (80,000) 30 (24,000) (12,500) (12,000)

*The calculation of the effective tax rate is based on the following:

Prior 2 years’ total income of $10,000 taxed at a prior rate of 40%. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000

Deferred tax liability reversing within the next 20 years based on the current tax rate
of 40% ($50,000 of temporary differences) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Total tax benefit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000

$24,000 ‚ $80,000 anticipated annual loss¼ 30%

Note: In Case 5, the likely future income for offsetting the loss is $50,000, resulting from temporary timing differences. However, if
likely future income in the carryforward period had been at least $70,000, a tax benefit would have been recognized on the
entire current operating loss of $80,000. The $80,000 of loss would have been carried back in the amount of $10,000 and
carried forward in the amount of $70,000.

Operating Losses That Are Not Offset. If present net operating losses cannot be offset totally
by any of the options discussed (subsequent interim income of the current fiscal year, income in
the carryback or carryforward years), the potential tax benefit is reduced accordingly and no tax
benefit is recognized currently on those losses that are not offset. However, the potential tax
benefit associated with those losses that are not currently offset may be subsequently recognized
by offsetting the losses against future years’ recognized income or additional deferred tax liabili-
ties that may arise in the carryforward period. When the tax benefit associated with these
remaining losses is recognized, it is classified the same as the item against which the losses were
offset. For example, if the remaining losses were offset against subsequent income from continu-
ing operations, the benefit would become a component of income from continuing operations.
However, if the remaining losses were offset against a subsequent extraordinary item, the tax
benefit would be classified as extraordinary. To demonstrate these principles, consider the facts
of Case 8. In this instance, the annual anticipated loss of $80,000 was used to offset $10,000 of
prior years’ income and $50,000 of likely future income in the carryforward period taxed at
40%. Therefore, the equivalent of $60,000 ($10,000 þ $50,000) of the loss was offset in order
to generate the $24,000 tax benefit. The remaining loss of $20,000 (original $80,000 �
$60,000 offset) may offset future income or deferred tax liabilities arising in the 20-year carry-
forward period. Assuming the subsequent year has a recognized pretax income from continuing
operations of $25,000 that would be taxed at 40%, a tax benefit of $8,000 ($20,000 � 40%),
representing the offsetting of the remaining $20,000 loss against the income from continuing
operations, would be recognized. The subsequent year’s net tax expense on the continuing
income would be $2,000 [($25,000 � $20,000) � 40%], for an effective tax rate of 8%
($2,000 ‚ $25,000). The net tax expense results from the tax expense of $10,000 on the
$25,000 of income reduced by the $8,000 tax benefit.

Case 9 demonstrates a special limitation of the tax benefits associated with operating losses.
This special limitation arises when a YTD operating loss exceeds the annual operating loss.
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Case 9
YTD and Anticipated Annual Loss (of $48,000) with a $40,000 Carryback at 30% Available

Ordinary Pretax Income (Loss) Tax Expense (Benefit)

Interim
Period

(Quarter)
Current
Period

Year-to-
Date

Effective
Tax
Rate

Year-to-
Date

Previously
Reported

Current
Period

First $(10,000) $(10,000) 25%* $ (2,500) $(2,500)
Second (20,000) (30,000) 25 (7,500) $ (2,500) (5,000)
Third (30,000) (60,000) Note (12,000) (7,500) (4,500)
Fourth 12,000 (48,000) 25 (12,000) (12,000)

*The calculation of the effective tax rate is based on the following:

Prior 2 years’ total income of $40,000 taxed at a prior rate of 30%. . . . . . . . . . . . . . . . . . . . . . . . $12,000

The effective tax rate of 25% is based on the $12,000 total tax benefit expressed as a percentage of the $48,000 anticipated annual pretax loss
($12,000 ‚ $48,000).

Note: If the rate of 25% were used, a YTD tax benefit of $15,000 would be suggested. However, a YTD loss of $60,000 could
receive a benefit of only $12,000 (30% � $40,000 prior year’s income). Therefore, the YTD benefit is limited to $12,000.
This special rule arises ONLY when a YTD operating loss exceeds the annual anticipated operating loss. Notice that both
YTD and annual amounts must be losses. In this case, the YTD tax benefit is limited to the amount ($12,000) that would be
recognized if the YTD loss were the expected loss for the entire fiscal year ($48,000).

Nonordinary Items of Income or Loss. Certain elements making up an entity’s net income are
reported separately and/or shown net of tax. These elements may include unusual or infre-
quently occurring items, discontinued operations, and extraordinary items. For purposes of dis-
cussion, these items are referred to as nonordinary items. There also are interim gains or losses
that are directly accounted for as a component of owners’ equity. The tax impact on these items
should be determined by the same methodology as is used for nonordinary items. As previously
stated, these items are not included in the determination of the estimated effective tax rate
applied to ordinary income. The estimated effective tax rate applied to ordinary income may
not be appropriate for nonordinary items of income for a variety of reasons, including the
following:

1. Nonordinary items may be taxed at different statutory tax rates, such as capital gains tax
rates, than ordinary items.

2. Nonordinary items, when combined with ordinary items, may cause the total income to
increase (decrease), and a higher (lower) progressive tax rate will then become applicable.

3. Nonordinary items may, in total, represent a loss whose tax benefit is limited because there
are not adequate sources of other income that can be offset by the loss.

4. Nonordinary items may, in total, represent income that provides a source against which
ordinary losses may find tax benefit.

Therefore, the tax effect of these nonordinary items must be determined independently on
an incremental basis.

If one nonordinary item exists, the incremental income tax is the difference between:

1. The income tax expense (benefit) traceable to the estimated annual pretax ordinary income
(loss), and

2. The income tax expense (benefit) traceable to the total pretax income (loss) (the sum of the
estimated annual pretax ordinary income or loss and the nonordinary income or loss).

4
O B J E C T I V E

Determine the income tax

expense or benefit for

nonordinary items of

income and loss reported

for interim periods.
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For example, assume an estimated annual tax expense of $22,250 on estimated annual pre-
tax ordinary income of $100,000. Also assume that total pretax income is $120,000 after
including a nonordinary item of $20,000, with a resulting tax expense of $30,050. Therefore,
the tax expense traceable to the nonordinary item is $7,800 ($30,050� $22,250).

When several nonordinary items exist, the calculation of their individual tax impact
becomes more complex. This complexity usually occurs because of differences in tax rates for
nonordinary items, surtax charges, and tax credit limitations. If several nonordinary items exist,
the incremental tax traceable to each nonordinary item or category is determined as follows:

1. The incremental income tax expense (benefit) traceable to all nonordinary categories (loss
categories and gain categories) is the difference between:

a. The income tax expense (benefit) traceable to the estimated annual pretax ordinary income
(loss) and

b. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss).

2. The incremental income tax benefit traceable to all nonordinary loss categories is the differ-
ence between:

a. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss)
(Step 1b) and

b. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss)
excluding all nonordinary losses.

3. The incremental income tax expense traceable to all nonordinary gain categories is the
difference between:

a. The incremental income tax expense (benefit) traceable to all nonordinary items (Step 1) and
b. The incremental income tax benefit traceable to all nonordinary loss categories (Step 2).
Note that the incremental tax expense or benefit traceable to all nonordinary items from Step
1 has been allocated between nonordinary losses (Step 2) and nonordinary gains (Step 3).

4. Next, the incremental income tax benefit traceable to each individual nonordinary loss cate-
gory is the difference between:

a. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss)
(Step 1b) and

b. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss),
excluding the individual nonordinary loss category.

Note that this step is repeated for each nonordinary loss category. Furthermore, it is likely
that the sum of each of the incremental tax benefits will not equal the total tax benefit asso-
ciated with all nonordinary losses, as calculated in Step 2 above.

5. Then, the incremental income tax benefit traceable to all nonordinary loss categories (Step 2)
is apportioned ratably to each individual loss category based on the incremental income tax
benefit of each individual nonordinary loss category (Step 4).

6. The incremental income tax expense traceable to each individual nonordinary gain category
is the difference between:

a. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss)
(Step 1b) and

b. The income tax expense (benefit) traceable to the total of all sources of pretax income (loss),
excluding the individual nonordinary gain category.

Note that this step is repeated for each nonordinary gain category. Furthermore, it is likely
that the sum of each of the incremental tax expenses will not equal the total tax expense asso-
ciated with all nonordinary gains, as calculated in Step 3 above.

7. Finally, the incremental income tax expense traceable to all nonordinary gain categories
(Step 3) is apportioned ratably to each individual gain category based on the incremental
income tax expense traceable to each individual nonordinary gain category (Step 6).

The tax impact of nonordinary gains and losses based on the above steps is demonstrated in
Illustration 12-1. It is important to remember that the principles discussed earlier regarding off-
setting YTD losses also are applicable to nonordinary loss categories. This particular illustration
assumes the nonordinary gains and losses are separated into four categories.
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Illustration 12-1
Tax Impact on Nonordinary Gains and Losses (Assuming Four Different Categories)

Facts:

Ordinary income of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $180,000
Nonordinary losses consist of:

Loss (Category #1) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(30,000)
Loss (Category #2) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000) (50,000)

Nonordinary gains consist of:
Gain (Category #3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000
Gain (Category #4) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 30,000

Total pretax income of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000

Tax information:
Tax rate on income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30%
Surtax on income between $100,000 and $170,000a. . . . . . . . . . . . . . . 5%
Tax credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Tax rate on gain (Category #3), which is also exempt

from the surtax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20%

aThis surtax effectively means income between $100,000 and $170,000 is taxed at a 35% (30%þ 5%) rate.

Calculation of Total Incremental Tax Impact (Steps 1, 2, and 3):

Ordinary
Income

Total
Income

Total
Income Excluding

Nonordinary
Losses

Total
Income Excluding

Nonordinary
Gains

Pretax income . . . . . . . . . . . . . . . . . . $180,000 $160,000b $210,000 $130,000
($160,000þ $50,000) ($160,000� $30,000)

Tax expense (benefit)c. . . . . . . . . . . . A 47,500
(Step 1a)

B 38,000
(Step 1b)

C 54,500
(Step 2b)

b Includes the $20,000 Category #3 gain.

c

Incremental tax expense (benefit) traceable to:

D All nonordinary items ($38,000� $47,500) . . . . . . . . . . . . . . $ (9,500)
(Step 1: B�A)

E All nonordinary losses ($38,000� $54,500) . . . . . . . . . . . . . . (16,500)
(Step 2: B� C)

F All nonordinary gains [($9,500)� ($16,500)] . . . . . . . . . . . . . 7,000d

(Step 3: D� E)

d If the incremental tax associated with all nonordinary items is a $9,500 benefit and the incremental tax associated with all nonordinary losses is a
benefit of $16,500, the incremental tax expense associated with all nonordinary gains must be $7,000 [($9,500)¼ ($16,500)þ $7,000]. That is,
the incremental tax associated with all nonordinary items must be allocated to either nonordinary losses or gains. Furthermore, the amounts allocated
to nonordinary losses and gains must equal the amount traceable to all nonordinary items.

cTax on income: $180,000 30% $54,000) 

Surtax: 70,000 5% 3,500
Tax credit: (10,000)
Tax expense: A $47,500

$160,000      $140,000 30% $42,000) 
20,000 20% 4,000
40,000 5% 2,000

(10,000)
B $38,000

$210,000      $190,000 30% $57,000) 
20,000 20% 4,000
70,000 5% 3,500

(10,000)
C $54,500

{ {

(continued)
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Calculation of Incremental Tax Benefit Traceable to Each Individual Loss Category (Step 4):

Total
Income

Total
Income Excluding
All Nonordinary

Losses

Total
Income Excluding

Loss
(Category #1)

Total
Income Excluding

Loss
(Category #2)

Pretax income . . . . . . . . . . . . . . . . . . . . . . . . . $160,000 $210,000 $190,000 $180,000
Tax expense (benefit)e . . . . . . . . . . . . . . . . . . B 38,000 C 54,500 G 48,500 H 45,000

(Step 4b) (Step 4b)

Incremental tax expense (benefit) traceable to:

E All nonordinary losses ($38,000� $54,500) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(16,500)
(Step 2: B� C)

I Nonordinary loss (Category #1) ($38,000� $48,500) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,500)
(Step 4, first loss category: B�G)

J Nonordinary loss (Category #2) ($38,000� $45,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,000)f

(Step 4: second loss category: B�H)

fNotice that the sum of the incremental tax benefit on categories 1 and 2 of $17,500 [($10,500)þ ($7,000)] does not equal the incremental tax benefit
of $16,500 on all losses. It is for this very reason that an apportionment of the tax impact of individual categories is necessary.

Apportionment of Tax Benefit Traceable to Nonordinary Losses (Step 5):

The $16,500 incremental tax benefit traceable to all nonordinary losses is ratably apportioned to each individual loss
category as follows:

Each Loss Category

Incremental
Benefit Percent

Apportioned
Amount

Loss (Category #1) . . . . . . . . . . . . . . . . . . . . I $(10,500) 60% $ (9,900) ¼ (60%� $16,500)
Loss (Category #2) . . . . . . . . . . . . . . . . . . . .J (7,000) 40 (6,600) ¼ (40%� $16,500)

$(17,500) 100% E $(16,500)

Calculation of Incremental Tax Expense Traceable to Each Individual Gain Category (Step 6):

Total
Income

Total Income
Excluding Gain
(Category #3)

Total Income
Excluding Gain
(Category #4)

Pretax income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000 $140,000 $150,000
Tax expense (benefit)g . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . B 38,000 K 34,000 L 34,500

(Step 6b) (Step 6b)

eTax on income $190,000      $170,000 30% $ 51,000) 
20,000 20% 4,000

Surtax: 70,000 5% 3,500
Tax credit: (10,000)
Tax expense: G $ 48,500

$180,000      $160,000 30% $ 48,000
20,000 20% 4,000
60,000 5% 3,000

(10,000)
H $ 45,000

{ {

{gTax on income $140,000 30% $42,000) 

Surtax: 40,000 5% 2,000
Tax credit: (10,000)
Tax expense: K $34,000

$150,000      $130,000 30% $39,000
20,000 20% 4,000
30,000 5% 1,500

(10,000)
L $34,500
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Incremental tax expense (benefit) traceable to:

F All nonordinary gains [($9,500)� ($16,500)]. . . . . . . . . . . . . . . . . . . . . . . . . . . $7,000
(Step 3: D� E)

M Nonordinary gain (Category #3) ($38,000� $34,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
(Step 6, first gain category: B�K)

N Nonordinary gain (Category #4) ($38,000� $34,500) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
(Step 6, second gain category: B� L)

Apportionment of Tax Expense Traceable to Nonordinary Gains (Step 7):

The $7,000 incremental tax expense traceable to all nonordinary gains is ratably apportioned to each individual gain
category as follows:

Each Gain Category
Incremental

Benefit Percent
Apportioned

Amount

Gain (Category #3) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .M $4,000 53% $3,710 ¼ (53%� $7,000)
Gain (Category #4) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . N 3,500 47 3,290 ¼ (47%� $7,000)

$7,500 100% F $7,000

Summary of Tax Impact Associated with Ordinary and Nonordinary Items:

Pretax Income
(Loss)

Tax Expense
(Benefit)

Ordinary Income . . . . . . . . . . . . . . . . . . . . . . $180,000 A $47,500
Loss (Category #1) . . . . . . . . . . . . . . . . . . . . . (30,000) (9,900)
Loss (Category #2) . . . . . . . . . . . . . . . . . . . . . (20,000) (6,600)
Gain (Category #3) . . . . . . . . . . . . . . . . . . . . 20,000 3,710
Gain (Category #4) . . . . . . . . . . . . . . . . . . . . 10,000 3,290

Totals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000 B $38,000

If there is a nonordinary loss, the tax benefit of the loss should be recognized if it can be offset
by other existing YTD elements of income and projected income for the balance of the year,
which is likely. If the nonordinary loss category cannot be offset by elements of income in the
current fiscal year, the principles discussed previously regarding carrybacks against prior years’
income and carryforwards against likely future income would be applicable. Illustration 12-2
demonstrates the offsetting of a nonordinary (an extraordinary item) loss under various situations.
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Illustration 12-2
Case A: Offsetting a Nonordinary Loss Against Sufficient Current-Year Ordinary Income

Pretax Income (Loss) Tax Expense (Benefit)

Interim Period
(Quarter)

Type of
Income

Current
Period

Year-to-
Date

Effective
Tax Rate

Year-to-
Date

Previously
Reported

Current
Period

First Continuing Op. $ 40,000 $ 40,000 26% $ 10,400 $ 10,400
Second Continuing Op. 30,000 70,000 28 19,600 $ 10,400 9,200
Third Continuing Op. 20,000 90,000 28 25,200 19,600 5,600
Third Nonordinary (50,000) (50,000) Note A (14,000) (14,000)
Fourth Continuing Op. 40,000 130,000 30 39,000 25,200 13,800
Fourth Nonordinary (50,000) Note B (15,000) (14,000) (1,000)

Note A: The entire nonordinary loss can be offset against ordinary income, which has an effective tax rate of 28%.

Note B: Due to a change in the estimated effective tax rate from 28% to 30%, the benefit associated with the nonordinary loss has
increased.

Case B: Offsetting a Nonordinary Loss—Assuming Future Interim Income Is Not ‘‘More Likely Than Not’’ and Carrybacks
and Carryforwards Are Not Available

Pretax Income (Loss) Tax Expense (Benefit)

Interim Period
(Quarter)

Type of
Income

Current
Period

Year-to-
Date

Effective
Tax Rate

Year-to-
Date

Previously
Reported

Current
Period

First Continuing Op. $ 40,000 $ 40,000 26% $ 10,400 $ 10,400
Second Continuing Op. 30,000 70,000 28 19,600 $ 10,400 9,200
Third Continuing Op. 20,000 90,000 28 25,200 19,600 5,600
Third Nonordinary (110,000) (110,000) Note C (25,200) (25,200)
Fourth Continuing Op. 40,000 130,000 30 39,000 25,200 13,800
Fourth Nonordinary (110,000) Note D (33,000) (25,000) (7,800)

Note C: Because future income is not ‘‘more likely than not,’’ and carrybacks/carryforwards are not available, the nonordinary loss
can be offset only against YTD income of $90,000.

Note D: Because additional income is available in the fourth quarter, an additional amount of tax benefit traceable to the nonordinary
loss can be recognized. Additional benefit also is recognized because of the change in the effective tax rate from 28% to 30%.

Case C: Offsetting a Nonordinary Loss—Assuming Future Interim Income of $40,000 Is ‘‘More Likely Than Not’’ and a
Carryback Is Available Against Prior Income of $30,000, Taxed at 30%

Pretax Income (Loss) Tax Expense (Benefit)

Interim Period
(Quarter)

Type of
Income

Current
Period

Year-to-
Date

Effective
Tax Rate

Year-to-
Date

Previously
Reported

Current
Period

First Continuing Op. $ 40,000 $ 40,000 26% $ 10,400 $ 10,400
Second Continuing Op. 30,000 70,000 28 19,600 $ 10,400 9,200
Third Continuing Op. 20,000 90,000 28 25,200 19,600 5,600
Third Nonordinary (180,000) (180,000) Note E (45,400) (45,400)
Fourth Continuing Op. 40,000 130,000 28 36,400 25,200 11,200
Fourth Nonordinary (180,000) Note F (45,400) (45,400)

Note E: Because future income of $40,000 is assured, the nonordinary loss can be offset against $130,000 ($90,000 þ $40,000)
of current-year income at an estimated effective tax rate of 28%. This results in a tax benefit of $36,400. In addition, another
$30,000 of the nonordinary loss can be offset against prior income of $30,000. This results in an additional tax benefit of
$9,000 for a total benefit of $45,400 ($36,400 þ $9,000). If future interim income had not been more likely than not, the
total benefit would have consisted of $25,200 resulting from an offset of YTD income plus the $9,000 resulting from the carry-
back against prior years’ income.

Note F: Of the $180,000 nonordinary loss, $160,000 has been offset ($130,000 against current income and $30,000 against
prior years’). The tax benefit on the remaining $20,000 of loss not offset may be recognized in the future, as subsequent
annual income becomes recognized. If $20,000 of future income was more likely than not to be recognized in the carry-
forward period, the tax benefit on the entire nonordinary loss could have been recognized in the current year.
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Accounting for Discontinued Operations

Discontinued operations consist of the operating results of a component of an entity that either
has been disposed of or is being held for sale. A component is defined by operations and cash
flows that can be clearly distinguished from the rest of the entity both operationally and for
financial reporting purposes. In order for the component to be reported as discontinued, both
of the following conditions must be met:

1. The operations and cash flows of the component have been (or will be) eliminated from the
ongoing operations of the entity as a result of the disposal transaction, and

2. The entity will not have any significant continuing involvement in the operations of the
component after the disposal transaction.10

If a component qualifies as a discontinued operation, the income statement will report the
results of the discontinued operations, less applicable taxes, as a separate component of income
before extraordinary items and the cumulative effect of accounting changes. The reported
results for a period will include the results of operations and disposals including any initial or
subsequently recognized impairment losses (or revisions of earlier recognized impairment
losses).

When interim statements are prepared, a problem arises in that income or losses traceable
to the discontinued operation would have been classified in previous interim periods as part of
continuing operations. Furthermore, these amounts would have influenced the determination
of the estimated annual effective tax rate for those previous periods. Once a decision to dispose
of a component has been made, known as the measurement date, the pretax measures of income
(loss) and the related taxes for prior interim periods must be restated. The restatement involves
allocating prior interim period amounts between income (loss) traceable to continuing opera-
tions and income (loss) traceable to the now-discontinued operations. This allocation of pre-
viously reported information is necessary in order to achieve comparability between prior and
subsequent interim periods. Not only is this allocation applied to prior interim periods pre-
sented, but prior annual periods presented must also be restated to reflect the allocation between
continuing and discontinued operations. In essence, the originally reported tax expense (bene-
fit), which was at that time associated with continuing operations, is now being allocated
between the restated continuing and discontinued operations. The originally reported tax
expense (benefit) does not change in total but is merely reallocated to the continuing and dis-
continued components such that the tax expense (benefit) traceable to those components equals
the originally reported total amount (the sum of the parts equals the original whole).

The restatement of pretax income (loss) and related taxes for each of the prior interim pe-
riods presented involves the following steps:

1. The original YTD and balance-of-the-year projections used to calculate the estimated effec-
tive tax rate are allocated between the now presently defined continuing and discontinued
operations.

2. The original tax planning alternatives, permanent differences, and tax credits used to calcu-
late the tax rate are allocated between the continuing and discontinued operations.

3. The projected items being allocated in (1) and (2) are the originally reported amounts. That
is, the projections relating to the balance of the year are not changed or revised but remain
the same as in the prior interim periods. To permit the revision of an earlier projection
would have the effect of accounting for a change in estimate on a retroactive basis, which is
not acceptable.

4. The amounts now allocated to continuing operations are used to calculate a new effective
tax rate traceable to continuing operations. The tax on the continuing operations of the prior
interim period(s) also is recalculated.

5. The new tax on the continuing operations of the prior interim period(s) is compared to the
originally reported tax (which included both the continuing and discontinued operations),
with the difference representing the tax traceable to the discontinued operations.

10 FASB ASC 205-20-45, Presentation of Financial Statements—Discontinued Operations—Other Presentation
Matters.
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From the measurement date forward, the discontinued operations will not be commingled
with the continuing operations. Thus, the tax effect of the discontinued operations is calculated
on an incremental basis, as is the case with other nonordinary items of income. The interim
effect of a discontinued operation is demonstrated in Illustration 12-3.

Illustration 12-3
Discontinued Operation

Facts:

After issuing first-quarter interim data, the company adopted in the second quarter a formal plan calling for the disposal of one of its
operations. Ordinary income reported in the first quarter included a $10,000 loss traceable to the operation being discontinued. It
is assumed that any loss traceable to the discontinued operation will have tax benefits and that the estimated effective tax rate of
40% on income from continuing operations, used in the first quarter, is to be revised to 45% and applied to the remaining continuing
operations.

Analysis:

The following schedule illustrates the retroactive restatement of previously issued interim data in order to disclose separately both
continuing and discontinued operations:

Pretax Income (Loss) Tax Expense (Benefit)

Interim Period
(Quarter)

Type of
Income

Current
Period

Year-to-
Date

Effective
Tax Rate

Year-to-
Date

Previously
Reported

Current
Period

First Continuing Op. $ 40,000 $ 40,000 40% $ 16,000 $ — $ 16,000
First—Restated Continuing Op. 50,000 50,000 45 22,500 — 22,500
First—Restated Discontinued Op.* (10,000) (10,000) Note A (6,500) — (6,500)
Second Continuing Op. 30,000 80,000 45 36,000 22,500 13,500
Second Discontinued Op. (55,000) (65,000) Note B (29,250) (6,500) (22,750)
Third Continuing Op. 50,000 130,000 45 58,500 36,000 22,500
Third Discontinued Op. — (65,000) Note B (29,250) (29,250) —

Fourth Continuing Op. 55,000 185,000 45 85,250 58,500 24,750
Fourth Discontinued Op. (10,000) (75,000) Note C (33,750) (29,250) (4,500)

*This amount is entirely traceable to premeasurement-date operations of the discontinued operation. None of this amount is traceable to the gain or
loss on disposal of the discontinued operation.

Note A: The $6,500 tax benefit traceable to the discontinued operation is the result of comparing the tax of $22,500 traceable to
continuing operations with the $16,000 of tax previously recognized on the continuing operations. Therefore, the differ-
ence between the two tax amounts relates to the exclusion and inclusion, respectively, of the results traceable to the discon-
tinued operation. Notice that the total tax expense presented for the first period, restated, [$22,500 þ ($6,500)] totals
$16,000, which is the tax originally reported for the first quarter.

Note B: The YTD tax benefit of $29,250 traceable to the discontinued operation is the assumed incremental tax benefit associated
with the component’s YTD results of operations and disposals/impairments totaling a $65,000 pretax loss.

Note C: The fourth-quarter current-period loss of $10,000 is traceable to results of operations and disposals/impairments. The
$33,750 YTD tax benefit is the assumed incremental tax benefit traceable to the discontinued operation.

Accounting for a Change in Accounting Principle

A change in accounting principle is a change from one generally accepted accounting principle
to another and must be justified by management. Although it may be more convenient to
change accounting principles at the beginning of a fiscal year, changes more often occur during
a fiscal year. The implication for interim reporting is that such changes must be disclosed and
their effect on previously reported interim periods must be presented. Currently, changes in
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accounting principle are accounted for on a retrospective basis. Retrospective application is
defined by the FASB as:

the application of a different accounting principle to one or more previous issued financial
statements, or the statement of financial accounting position at the beginning of the current
period, as if that principle had always been used, or a change to financial statements of prior
accounting periods to present the financial statements of a new reporting entity as if it had
existed in those prior years.11

In order to present the effect of a change in accounting principles on interim periods prior
to the period of change, those prior interim periods must be retrospectively changed to reflect
the newly adopted principle. Once the pretax income (loss) associated with the prior interim
periods has been changed to reflect the newly adopted principle, the procedures previously dis-
cussed with respect to accounting for income taxes in interim periods would be applied. The
end result is that the pretax, tax, and after-tax values after retrospective application will appear
as though the new principle had always been used.

Retrospective application for a change in accounting principle impacting interim periods is
demonstrated in Illustration 12-4.

Illustration 12-4
Change in Accounting Principle

Facts:

At the beginning of the third quarter, management decided to change inventory methods. The effect of the change is to decrease the
pretax income of quarters 1 and 2 by $30,000 and $20,000, respectively.

Analysis:

The following schedule illustrates the restatement of previously issued interim data in order to reflect the retrospective effect of the
change:

Pretax Income (Loss) Tax Expense (Benefit)

Interim Period
(Quarter)

Type of
Income

Current
Period

Year-to-
Date

Effective
Tax Rate

Year-to-
Date

Previously
Reported

Current
Period

First Continuing Op. $80,000 $ 80,000 40% $32,000 — $32,000
Second Continuing Op. 50,000 130,000 40 52,000 $32,000 20,000
First—Restated Continuing Op. 50,000 50,000 35* 17,500 — 17,500
Second—Restated Continuing Op. 30,000 80,000 35 28,000 17,500 10,500
Third and Fourth Continuing Op. 70,000 150,000 35 52,500 28,000 24,500

*Note that a new effective tax rate of 35% has been calculated as a result of modifications relating to only the change in accounting principle.

Disclosures of Summarized Interim Data

To maintain the timeliness of interim data, companies frequently report summarized interim
data rather than complete financial statements. When publicly traded companies report sum-
marized interim data, a number of minimum disclosures are required, some of which are:

1. Sales or gross revenues, provision for income taxes, extraordinary items (including related
income tax effects), net income, and comprehensive income.

2. Basic and diluted earnings per share data for each period presented.

3. Seasonal revenue, costs, or expenses.

11 FASB ASC 250-10-20, Accounting Changes and Error Corrections—Overall—Glossary.
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4. Significant changes in estimates or provisions for income taxes.

5. Disposal of a component of an entity and extraordinary, unusual, or infrequently occurring items.

6. Contingent items.

7. Changes in accounting principles or estimates.

8. Significant changes in financial position.

9. Information about reportable operating segments.12

The information in (9) above is more fully discussed in the following section of this chapter
dealing with disclosures about segments of an entity.

In addition to providing these data for the current quarter, such data should be provided for the
current year to date or the last 12 months to date, plus comparable data for the preceding year.

Frequently, companies do not issue separate fourth-quarter reports or provide fourth-quarter dis-
closure of summarized data because annual audited statements will be forthcoming. In such cases, a
note to the annual financial statements should disclose the effect of the following items for the fourth
quarter: disposals of a segment, extraordinary items, unusual or infrequently occurring items, and
changes in accounting principles. Disclosure in the annual financial statements should also include
the aggregate effect of year-end adjustments that are material to the fourth-quarter results.

I A S B P E R S P E C T I V E S
IAS 34, Interim Financial Reporting, establishes principles for reporting in interim periods.

There are no major dissimilarities to U.S. generally accepting accounting principles

(GAAP). The IASB recognizes an interim period as a part of a larger financial year as does

U.S. GAAP. Acceptable modifications to costs as well as accounting for income taxes are

also similar. There are some differences with respect to the content of interim disclosures,

but they are not considered to be major differences.

R E F L E C T I O N
� Interim reporting generates timely and useful information that may provide insight into

annual results.

� Since interim periods are treated as integral parts of a larger annual period, the results of

one interim period can significantly affect other interim periods in the same fiscal year.

� While revenue recognition principles do not change, some expense recognition principles

are modified for interim reporting purposes in order to provide more timely information.

� The income tax expense or benefits traceable to an interim period should reflect the

estimated effective tax rate to be experienced for the entire annual period.

� The tax expense or benefit traceable to nonordinary items of income or loss is determined

on an incremental basis.

DISCLOSURES ABOUT SEGMENTS OF AN ENTITY
For various reasons, entities may develop a strategy that allows them to become involved in a variety
of activities, some of which may be similar or related. For example, an entity in the entertainment/
recreation industry may have business activities in film, theme parks, hotels, and restaurants.

12 For a complete list of required disclosures, see FASB ASC 270-10-50, Interim Reporting—Overall—Disclosure.
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Entities with such activities are referred to as being horizontally integrated. In other instances, the
activities may be vertically integrated, which suggests that they relate to the sales and distribution of a
final good or service. For example, a manufacturer of modular housing may also be involved in
activities such as the growing and harvesting of timber, the manufacture of windows, and the devel-
opment of land for housing subdivisions. Entities may also become involved in activities that do
not necessarily have a close relationship to their original core business but, rather, allow them to
diversify their business. Such businesses are referred to as conglomerates or diversified companies. For
example, a single entity may be involved in such diverse activities as radio and television broadcast-
ing, managed care facilities, development of software for engineering applications, and the manu-
facture of fluid metering devices.

The traditional consolidated financial statements of a truly diversified entity would provide
the user of these statements with limited information regarding the diversity of the entity’s activ-
ities and the economic environments in which those activities function. For example, unless
separate disclosures were present, it would not be possible to tell what portion of consolidated
sales was traceable to various business activities. Certainly, the uncertainties affecting potential
cash flows can be better understood if information related to an entity’s products and services,
as well as geographical areas of operation, is provided. Fortunately, special disclosures regarding
the segments or activities of an entity are required and provide users with fundamental informa-
tion through which they can better understand operating performance and prospects for future
cash flows for both individual segments and the entity as a whole. Furthermore, such informa-
tion will provide users with an improved basis for making comparisons between entities that are
not diversified with those that are.

There is a strong body of empirical research that supports the position that segmental data
have utility. This research and the prominence of diversified companies have effectively estab-
lished the importance of segmental data for maintaining an efficient capital market. For exam-
ple, studies have suggested that segmental data can lead to more accurate predictions of entity
earnings and changes in earnings levels. In addition, surveys have shown that sophisticated
users, such as financial analysts, find the use of segmental data to be a significant factor in the
area of security valuation.

A number of professional groups, including the American Institute of Certified Public
Accountants, the Financial Executives Institute, the Financial Analysts Federation, the Inter-
national Accounting Standards Committee, the Association for Investment Management and
Research, and the FASB, have consistently emphasized the importance of segmental disclo-
sures. In 1976, the FASB issued Statement of Financial Accounting Standards No. 14, which
also dealt with the topic of segmental disclosures. However, that statement came under criti-
cism from both reporting entities and users of the information. A major criticism was that
the definition of a segment resulted in the reporting of information that did not necessarily
represent the information that the top management of an entity actually used for making
internal operating decisions and assessing performance. It became obvious that an external
reporting requirement that did not align with internal reporting, which was used for
decision-making purposes, was not serving the needs of external users of segmental informa-
tion. Why provide external users information that they will use to make assessments of an
entity if the information is not what is being used by entity management to make decisions?
Furthermore, the segmental disclosures called for were not consistent with how management
discussed and analyzed segmental data in other sections of annual reports. Segmental report-
ing standards were also criticized for not requiring more information about a greater number
of segments. Aligning external reporting of segmental information with internal report-
ing helps users view an entity in a way that will allow them to better anticipate and
understand the actions of management.

Current Standards Regarding Segmental Reporting

The current standards regarding segmental reporting, which replaced the earlier Statement No.
14, are applicable to public business entities.13 A company is considered to be a public entity if
it (a) has issued debt or equity securities that are traded in a public market, (b) is required to file

13 FASB ASC 280, Segment Reporting.
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financial statements with the Securities and Exchange Commission, or (c) provides financial
statements for the purpose of issuing securities in a public market. Although the statement does
not apply to nonpublic entities or not-for-profit organizations, such entities or organizations
are encouraged to adopt the requirements of the standard.

Definition of an Operating Segment. The FASB chose to define operating segments by
emphasizing a ‘‘management approach,’’ which focuses on how management organizes infor-
mation for purposes of making operating decisions and assessing performance. For example,
assume that a public company, which manufactures circuit boards for a variety of applica-
tions, organizes information by sales-market area for decision-making purposes. Therefore,
the segments of the company might logically be defined as sales-market areas such as North
America, South America, etc. Also, consider a public company that is involved in a number
of diverse industries such as banking, retail brokerage services, and real estate development.
If this company organizes information for decision-making purposes according to the types
of products or services it offers, such as life insurance, then its segments would be defined
accordingly. The segments should be evident from the structure of the organization in terms
of how information is organized for internal decision-making purposes. Furthermore, if this
information is already being generated internally, then management should be able to dis-
close certain relevant portions of this information to external users without incurring signifi-
cant incremental costs.

The segments that emerge from an analysis of how management organizes information for
decision-making purposes are called operating segments and are defined as a component of a
public entity:

1. That engages in business activities from which it may earn revenues and incur expenses
(including revenues and expenses relating to transactions with other components of the same
public entity),

2. Whose operating results are regularly reviewed by the public entity’s chief operating decision
maker to make decisions about resources to be allocated to the segment and assess its perfor-
mance, and

3. For which discrete financial information is available.14

It is important to note that not all parts of an entity will necessarily qualify as an operating
segment. For example, some parts may not earn revenues of an operating nature, such as is the
case with corporate headquarters. The chief operating decision maker who reviews a segment is
one who assesses performance and allocates resources. This is a function that could be held by
one individual, such as a chief executive officer (CEO) or chief operating officer (COO), or a
group of individuals. One or more individuals typically have responsibility to account and
report to the chief operating decision maker. This function is carried out by segment managers
whose identification may also help identify operating segments.

Once operating segments have been identified, it is possible that some of the segments will
appear to be similar due to similar economic characteristics. These segments may have virtually
the same future prospects, and separate reporting of them may provide users with additional
data of limited utility. Therefore, it may be possible to combine two or more of these segments
into a single segment, if they are similar in each of the following areas:

^ The nature of the products or services.
^ The nature of the production processes.
^ The type or class of customer for their products and services.
^ The methods used to distribute their products or provide their services.
^ The nature of the regulatory environment (if applicable); for example, banking, insurance,

or public utilities.15

14 FASB ASC, 280-10-50, Segment Reporting—Overall—Disclosure.
15 FASB ASC 280-10-50-11, Segment Reporting—Overall—Disclosure—Aggregation Criteria.
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Once segments have been identified and aggregated, if necessary, information should be dis-
closed about those segments that are deemed to be reportable. That is, even though there may
be an operating segment, it may not be significant enough to require disclosure. A reportable seg-
ment is one that is deemed to be significant because of any of the following:

^ Its reported revenue, including both sales to external customers and intersegment sales or
transfers, is 10% or more of the combined revenue, internal and external, of all reported
operating segments.

^ The absolute amount of its reported profit or loss is 10% or more of the greater, in absolute
amount, of (a) the combined profit of all operating segments that did not report a loss, or
(b) the combined reported loss of all operating segments that did report a loss.

^ Its assets are 10% or more of the combined assets of all operating segments.16

It is important to note that, even if a segment does not satisfy the above criteria, manage-
ment may report information about that individual segment if they believe it to be useful to
readers.

For those operating segments that do not meet the above criteria, they will constitute a sepa-
rate ‘‘all other’’ category for reporting purposes. It is possible that those segments that qualify as
reportable do not represent a significant enough portion of the entity’s operating activities. The
total of external revenues for reportable segments must constitute at least 75% of the total con-
solidated revenue. If this is not the case, then additional operating segments must be designated
as reportable even though they did not initially qualify as such. The goal of these guidelines is
to reach a balance between providing users with information about a reasonable number of seg-
ments and yet not be excessive. In the latter regard, if the number of reportable segments
exceeds 10 in number, consideration should be given to whether this number should be reduced
by aggregating certain segments. The above criteria used to identify reportable segments and
analyze the appropriate number of reportable segments are shown in Illustration 12-5.

Illustration 12-5
Reportable Segments: Demonstration of Criteria

Facts:

Whalen Corporation has classified its operations into segments and has provided the following data for each segment:

Revenues

Segment
Unaffiliated
Customers

Intersegment
Sales Total

Operating
Profit (Loss) Assets

A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $15,000 $115,000 $ 45,000 $ 280,000
B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 20,000 (10,000) 80,000
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,000 40,000 270,000 130,000 1,100,000
D . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 5,000 50,000 (60,000) 320,000
E . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,000 8,000 45,000 25,000 295,000
F . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 14,000 154,000 85,000 760,000

$572,000 $82,000 $654,000 $215,000 $2,835,000
Corporate level . . . . . . . . . . . . . . . . . . 60,000 60,000 20,000 705,000

Total . . . . . . . . . . . . . . . . . . . . . . . . $632,000 $82,000 $714,000 $235,000 $3,540,000

(continued)
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16 FASB ASC, 280-10-50-12, Segment Reporting—Overall—Disclosure—Quantitative Thresholds.
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Analysis:

The determination of which segments are reportable requires the following evaluation, in which only combined data relating to the
segments (not including corporate-level activity) are employed:

1. Total sales to unaffiliated customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $572,000
Total intersegment sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 82,000

Combined revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $654,000

Segment revenue required to satisfy criterion (a): $654,000� 10% = $65,400

2.
Segment

Operating
Profit

Operating
Loss

A $ 45,000 $ —

B — 10,000
C 130,000 —

D — 60,000
E 25,000 —

F 85,000 —

Total $285,000 $70,000

Portion of absolute amount of the greater of the operating profit or the operating loss to satisfy criterion (b):
$285,000� 10% = $28,500

3. Segment assets required to satisfy criterion (c): $2,835,000� 10% = $283,500

Whether the criteria are satisfied is summarized as follows:

Criterion Satisfied

Segment Revenue
Operating Profit

(Loss)
Identifiable

Assets
Segment

Reportable

A Yes ($115,000 > $65,400) Yes ($45,000 > $28,500) No ($280,000 < $283,500) Yes
B No ($20,000 < $65,400) No ($10,000 < $28,500) No ($80,000 < $283,500) No
C Yes ($270,000 > $65,400) Yes ($130,000 > $28,500) Yes ($1,100,000 > $283,500) Yes
D No ($50,000 < $65,400) Yes ($60,000 > $28,500) Yes ($320,000 > $283,500) Yes
E No ($45,000 < $65,400) No ($25,000 < $28,500) Yes ($295,000 > $283,500) Yes
F Yes ($154,000 > $65,400) Yes ($85,000 > $28,500) Yes ($760,000 > $283,500) Yes

All of the segments are reportable except for Segment B.

4. Significance of the reportable segments:

Consolidated revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $632,000
Percentage requirement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � 75%

Dollar requirement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $474,000

External revenue of reportable segments (all segments except Segment B) . . . . . . . . . . . . . . . . $552,000

The reportable segments represent a significant portion of the entity.

5. Reasonableness of the number of reportable segments:

The five reportable segments do not exceed the guideline number of 10.
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Comparability of Segmental Information. Another issue regarding segments deals with com-
parability of segmental information over time. For example, it is possible for a segment to meet
the criteria as being reportable in one fiscal period and not in another, resulting, therefore, in a
lack of compatibility. In order to ensure comparability, the following guidelines are appropriate
for both interim and annual periods:

1. If a segment is deemed to be reportable in the current period, prior-period segmental data
should also include the segment for comparative purposes.

2. If a segment was deemed to be reportable in prior-period segmental data presented, the
segment should continue to be deemed reportable if it is considered to be of continuing
significance.

3. If an entity’s structure changes such that the composition or makeup of segments changes,
then prior-period segmental data presented should be restated, if practical, to reflect the new
composition of segments. It should be disclosed as to whether or not prior-period informa-
tion has been restated. If such information has not been restated, segment information for
the current period should be presented on both the current and previous basis of segmen-
tation. This dual presentation is appropriate only in the current period of change and if
practical.

Content of Segmental Disclosures. Once the identification of reportable segments and the
proper guidelines regarding the number of segments have been satisfied, various general and
financial information regarding segments is required to be disclosed as part of a complete set of
financial statements. The factors used to identify reportable segments must be disclosed along
with a discussion of how the segments are organized. For example, segments could be organized
around products or services, geographical areas, marketing areas, or products within geographi-
cal areas. For each reportable segment, the type of products and/or services from which they
derive their revenues should be disclosed. Certain information about profit or loss and assets
must also be disclosed for each reportable segment, and then these amounts must be reconciled
to corresponding entity consolidated amounts.

Information about Profit or Loss and Assets. The measure of profit or loss, which is disclosed,
is a function of what information is reviewed by the chief operating decision maker of the entity.
For example, the measure could exclude items relating to the cost of capital, or the measure
could include an allocation of general corporate overhead. It is important to note that the mea-
sure of profit or loss follows a management approach focusing on internal decision making
rather than any strict definition of profit used by the entity for general purpose external report-
ing. Therefore, it is possible that segmental profit or loss may not necessarily incorporate the
same generally accepted accounting principles as are employed at the consolidated level. For
example, segment profit or loss may not include the effects of tax allocation or pension expense.
The following items regarding profit or loss should be disclosed only if the items are included in
the values reviewed by the chief operating decision maker: revenues from external customers,
revenues from other operating segments, interest revenue, interest expense, depreciation, deple-
tion, amortization expense, unusual items, equity in net income of investees accounted for
under the equity method, income tax expense/benefit, extraordinary items, and other significant
noncash items, other than depreciation, amortization or depletion, such as deferred tax expense.
If a majority of a segment’s revenues are from interest, such as those of a financial segment, and
the decision-making process focuses on net interest (interest revenue less interest expense), then
interest revenue may be reported net of interest expense.

In order to better evaluate a segment, it would be useful to disclose the assets that were
employed to generate the profit or loss traceable to that segment. Therefore, those segment
assets, which are evaluated by the chief operating decision maker, are also to be disclosed.
The following items regarding assets should be disclosed only if the items are included in the
values reviewed by the chief operating decision maker: the carrying basis of investments in
investees measured under the equity method and total expenditures for additions to long-
lived assets (other than financial instruments, long-term customer relationships of a financial
institution, mortgage and other servicing rights, deferred policy acquisition costs, and
deferred tax assets).

7
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Because the measurement of segment profit or loss and assets follows a management
approach, additional disclosures are necessary in order to assist users in understanding how
these values are measured. For example, segment profit may not include the allocation of certain
corporate-level expenses, or it may measure cost of sales using a method different from that
used for consolidated purposes. Therefore, a public entity should disclose, at a minimum, the
following:

1. The basis of accounting for any transactions between reportable segments.

2. The nature of any differences between the measurements of the reportable segments’ profits
or losses and the public entity’s consolidated income before income taxes, extraordinary
items, and discontinued operations (if not apparent from the reconciliations). Those differ-
ences could include accounting policies and policies for allocation of centrally incurred costs
that are necessary for an understanding of the reported segment information.

3. The nature of any differences between the measurements of the reportable segments’ assets
and the public entity’s consolidated assets (if not apparent from the reconciliations). Those
differences could include accounting policies and policies for allocation of jointly used assets
that are necessary for an understanding of the reported segment information.

4. The nature of any changes from prior periods in the measurement methods used to deter-
mine reported segment profit or loss and the effect, if any, of those changes on the measure
of segment profit or loss.

5. The nature and effect of any asymmetrical allocations to segments. For example, a public
utility might allocate depreciation expense to a segment without allocating the related depre-
ciable assets to that segment.17

The various dollar amounts disclosed for reportable segments represent a significant portion
of the respective consolidated dollar amounts. For example, the sum of profit or loss for all
reportable segments will naturally represent a significant portion of consolidated profit or loss.
However, all of the consolidated profit or loss will not be traceable to the reportable segments.
The difference between the sum of the reportable segment values and the respective consoli-
dated value is most often due to the following:

1. Not all segments are considered to be reportable. Therefore, some values are allocated to the
category of segments known as ‘‘all other.’’

2. Segment revenues, profits, and assets include the effect of intersegment transactions that are
eliminated from consolidated amounts. Note that intersegment transactions that have not
been realized through an exchange with an outside entity must be eliminated from consoli-
dated amounts.

3. Certain values are not allocated to segments because they are not part of the information that
is used by the chief operating decision maker as a basis for evaluating performance and allo-
cating resources.

4. Certain values cannot be allocated to segments on a reasonable basis.

5. The accounting methods used to determine values for a reportable segment may be different
from those used to prepare consolidated values. This is due to the focus on the management
approach and the information used for internal rather than external reporting purposes.

A requirement of segmental reporting is that the revenue, profit or loss, and asset amounts
presented for reportable segments must be reconciled to the respective consolidated amounts
for the entity as a whole. A reconciliation must also be made for other significant items pre-
sented by reportable segments such as liabilities. The reconciliation should be described in suffi-
cient detail. Illustration 12-6 contains an example of the required segmental disclosures and the
reconciliation to consolidated entity values.

17 FASB ASC, 280-10-50-29, Segment Reporting—Overall—Disclosure—Measurement.
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Illustration 12-6
Presentation of Segmental Values

Auto
Parts

Motor
Vessels Software Electronics Finance

All
Other Totals

Revenues from external customers $3,000 $5,000 $9,500 $12,000 $ 5,000 $1,000* $35,500
Intersegment revenues . . . . . . . . . — — 3,000 1,500 — — 4,500
Interest revenue. . . . . . . . . . . . . . . 450 800 1,000 1,500 — — 3,750
Interest expense . . . . . . . . . . . . . . 350 600 700 1,100 — — 2,750
Net interest revenue** . . . . . . . . . — — — — 1,000 — 1,000
Depreciation and amortization. . . 200 100 50 1,500 1,100 — 2,950
Segment profit. . . . . . . . . . . . . . . . 200 70 900 2,300 500 100 4,070
Other significant noncash items . .
Cost in excess of billings on

long-term contracts . . . . . . . . . . — 200 — — — — 200
Segment assets . . . . . . . . . . . . . . . 2,000 5,000 3,000 12,000 57,000 2,000 81,000
Expenditures for segment assets . . 300 700 500 800 600 — 2,900

*Revenue from segments below the quantitative thresholds are attributable to four operating segments of Diversified Company. Those segments
include a small real estate business, an electronics equipment rental business, a software consulting practice, and a warehouse leasing operation.
None of those segments has ever met any of the quantitative thresholds for determining reportable segments.

**The finance segment derives a majority of its revenue from interest. In addition, management relies primarily on net interest revenue, not the gross
revenue and expense amounts, in managing that segment. Therefore, only the net amount is disclosed.

Reconciliation of Segmental Values to Entity Consolidated Values

Revenues

Total revenues for reportable segments ($35,500þ $4,500 – $1,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $39,000
Other revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Elimination of intersegment revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,500)

Total consolidated revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $35,500

Profit or Loss

Total profit or loss for reportable segments ($4,070� $100) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,970
Other profit or loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Elimination of intersegment profits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500)
Unallocated amounts:

Litigation settlement received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Other corporate expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (750)

Adjustment to pension expense in consolidation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (250)

Income before income taxes and extraordinary items. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,070

Assets

Total assets for reportable segments ($81,000 – $2,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $79,000
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Elimination of receivables from corporate headquarters . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000)
Goodwill not allocated to segments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Other unallocated amounts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Consolidated total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $85,000

(continued)
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Other Significant Items

Segment
Totals Adjustments

Consolidated
Totals

Interest revenue. . . . . . . . . . . . . . . . . . . . . . . . $3,750 $ 75 $3,825
Interest expense . . . . . . . . . . . . . . . . . . . . . . . 2,750 (50) 2,700
Net interest revenue (finance segment only) . . 1,000 — 1,000
Expenditures for assets . . . . . . . . . . . . . . . . . . 2,900 1,000 3,900
Depreciation and amortization. . . . . . . . . . . . 2,950 — 2,950
Cost in excess of billing on long-term contracts 200 — 200

The reconciling item to adjust expenditures for assets is the amount of expenses incurred for the corporate headquarters building,
which is not included in segment information. None of the other adjustments are significant.

Source: FASB ASC 280-10-55–49, Segment Reporting—Overall—Implementation Guidance and Illustrations—Case C.

Interim Period Disclosures. When condensed financial statements of an interim period are
presented, information regarding reportable operating segments must also be disclosed. For
each reportable segment, the following must be disclosed: revenues from both external custo-
mers and intersegment sales, profit or loss, a reconciliation of reportable segments’ profit or loss
to the public entity’s consolidated income before taxes, extraordinary items, discontinued opera-
tions, total assets that have materially changed from the values reported in the most recent
annual report, and disclosure of any differences from the last annual report in terms of whether
the basis for segmentation and/or measurement of segment profit or loss have changed. It is
important to note that these disclosures are appropriate for only condensed financial statements
of an interim period. If a complete set of financial statements is presented, then the more com-
prehensive disclosures discussed earlier would be appropriate.

Entity-Wide Disclosures. Because of the use of the management approach to defining seg-
ments, it is possible that segments may not necessarily be defined around product/service
groups or geographical areas. For example, a segment may consist of several unrelated products
because that is how information is structured for decision-making purposes. A company that
produces beverages, produces snack foods, operates a chain of restaurants, and operates amuse-
ment parks may decide to include all but the amusement parks in a single segment. Segments
may also be defined in such a way that a given segment includes activities that are occurring in
more than one foreign geographical area. If information regarding product/service groups and/
or geographical areas is not provided as part of the segmental disclosures, such information
must be provided as an additional disclosure. These additional disclosures must be presented if
practical; if it is not practical, that fact must be disclosed. These additional disclosures are pre-
sented on an entity-wide basis, not on a segmental basis. Furthermore, the disclosures are
required even if there is only one reportable segment. The entity is required to:18

1. Report revenues from external customers for each product or service or each group of
related products or services. The revenues are based on the information used for general pur-
pose financial statements.

2. Report revenues from external customers for the entity’s country of domicile and all foreign
countries in total. The revenues are based on the information used for general purpose financial
statements. If material, revenues from separate foreign countries should be disclosed. Subtotals
of revenue may also be disclosed by groups of foreign countries (e.g., South America). The basis
used to allocate revenues to separate foreign countries must be disclosed. For example, revenues
may be allocated based on where products are shipped or based on the location of customers.

3. Report long-lived assets (with certain exceptions) located in the entity’s country of domicile and all
foreign countries in total. The measurement of assets is based on the information used for general
purpose financial statements. If material, assets traceable to separate foreign countries should be dis-
closed. Subtotals of assets may also be disclosed by groups of foreign countries (e.g., South America).

8
O B J E C T I V E

State which entity-wide

disclosures must be

provided.

18 FASB ASC 280-10-50-38, Segment Reporting—Overall—Disclosure—Entity-Wide Information.
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Disclosures Regarding Major Customers. Entities are also required to disclose information
about major customers if revenues traceable to a single customer represent 10% or more of total
entity revenues. For each such customer, the entity must disclose the total amount of revenues
and identify the segment or segments to which the revenues are traceable. The specific identity by
name of the major customer need not be disclosed. For purposes of this disclosure, a group of
entities under common control is considered to be a single customer. Federal, state, local, and
foreign governments or agencies should each be considered as a single customer.

I A S B P E R S P E C T I V E S
International Financial Reporting Standard (IFRS) 8, Operating Segments, establishes prin-

ciples for reporting on operating segments. IFRS is very similar to U.S. GAAP and also uses

a management approach to defining segments. Unlike U.S. GAAP, IFRS requires an entity

to report a measure of a reportable segment’s liabilities if such measures are regularly pro-

vided to the chief operating decision maker. The reported liabilities should be reconciled

to total entity liabilities. The disclosure of IFRS recognizes that the characteristics of an

operating segment may apply to two or more overlapping sets of components for which

managers are held responsible. That structure is referred to as a ‘‘matrix form of organiza-

tion.’’ The reporting entity must decide which set of components constitutes the operat-

ing segment. U.S. GAAP does not use a matrix approach but rather generally identifies

segments based on products and services.

R E F L E C T I O N
� A management approach is used to define what constitutes an operating segment.

� Operating segments are deemed to be reportable if a number of criteria involving

segmental revenues, profits/losses, or assets are satisfied.

� A number of disclosures must be made for each reportable segment and the total of

nonreportable segments. Furthermore, the financial disclosures are to be reconciled to

the respective consolidated amounts.

� Given the management approach to defining an operating segment, information regarding

product groups and/or foreign business activities may not otherwise be disclosed. Therefore,

special entity-wide disclosures containing such information should be disclosed.

UNDERSTANDING THE ISSUES

1. What are the benefits of viewing an interim period as an integral part of a larger
annual period rather than as a separate distinct period?

2. What factors are necessary for determining the estimated annual effective income
tax rate?

3. Assume that a pretax operating loss was reported for the third quarter of the current
year and that prior quarters reported pretax income that was taxed at an effective
tax rate of 30%. What are the likely explanations as to why a tax benefit was not
recognized on the entire third-quarter loss?

4. Why isn’t the total operating profit of all reportable segments normally equal to the
consolidated operating profit?

687Chapter 12 INTERIM REPORTING AND DISCLOSURES ABOUT SEGMENTS OF AN ENTITY

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



EXERCISES

Exercise 1 (LO 2, 3) Explaining interim expenses and tax rates. A colleague of yours
has been reviewing the second-quarter income statements for a number of companies and is
questioning a number of the expense items included in the statements. For each of the following
independent questions, provide a written response to your colleague’s questions.

1. A footnote accompanying Company A’s second-quarter income statement states that
$360,000 was expended on research and development during the quarter on activities that
should benefit operations over the next 24 months. Why does the second quarter reflect an
expense of $120,000 rather than $15,000?

2. Company B reported pretax income in both the first and second quarters, and the statutory
tax rate during those periods and for the balance of the year is 30%. Assume that there were
no net operating losses in prior years for tax purposes. However, both of the quarters
reported an effective tax rate of less than 30%. What could possibly explain this?

3. Assume the same facts as in part (2) except that the company only began operations last year,
and it reported a net operating loss for both accounting and tax purposes last year. How
might this fact explain why the first two quarters of the current year reported an effective tax
rate of less than 30%?

4. Company C is subject to a progressive tax rate schedule whereby additional amounts of
income are taxed at increasing rates. The recognition of revenues and expenses for account-
ing purposes and tax purposes is exactly the same, and no tax credits are available. Why
would the effective tax rate for the second quarter be lower than for the first quarter of the
current year?

5. Company D reported taxable income in the prior two years but reported tax losses in the
first two quarters of the current year. The recognition of revenues and expenses for account-
ing purposes and tax purposes is exactly the same, and no tax credits are available. A tax loss
is predicted for the current year. The statutory rate was 25% in the prior two years, but it is
30% in the current year. The effective annual tax rates in the first and second quarters of the
current year are 18% and 28%, respectively. What might explain why the second-quarter
effective tax rate is greater than the first quarter and that of the prior two years but less than
30%?

6. Company E is a distributor that has experienced increasing costs for units of inventory due
to a severe shortage of available goods. Furthermore, the shortage has resulted in the com-
pany selling more goods in the first six months of the current year than it had purchased.
Given the use of LIFO, why wouldn’t the current year-to-date cost of sales on a per-unit
basis have decreased?

Exercise 2 (LO 3, 4) Anticipating the impact on current-period tax rates due to

forecasted events. Waypine Enterprises reported a pretax operating loss of $84,000 in
2014, its first year of operations, and recognized a tax benefit of $6,000, based on the assump-
tion that $40,000 of the loss could be offset against future pretax income. Management antici-
pates that there will be pretax operating income in the first six months of 2015 of $60,000
traceable to existing operations. However, additional income (loss) for the year is dependent on
which of several strategies the company begins to pursue in the second quarter of 2015. Those
strategies are as follows:

Strategy A—Existing operations would generate pretax income of $30,000 for the balance of
the year and a new operating unit would begin operations in the second quarter of 2015, with
projected pretax operating income (loss) of ($85,000), ($40,000), and ($20,000) for 2015
quarters 2 through 4, respectively. It is more likely than not that the operating units would gen-
erate pretax operating income of $30,000 in each of the next two years.

Strategy B—Existing operations would generate pretax loss of ($30,000) for the balance of the
year and a 40% interest would be acquired in a limited liability company (LLC). The 40%
interest would result in Waypine recognizing pretax income (loss) of ($40,000), $16,000, and
$20,000 for 2015 quarters 2 through 4, respectively. It is likely that Waypine would recognize
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pretax operating income of $30,000 in 2016, traceable to this investment. Furthermore, it is
anticipated that Waypine would dispose of its 40% interest in late 2016, resulting in a recog-
nized gain of approximately $35,000.

Strategy C—Existing operations would generate pretax income of $30,000 for the balance of
the year and construction would begin on a new research and development (R&D) center. The
R&D center would become operational in the third quarter of 2015 and generate net licensing
pretax income of $50,000 in 2015, along with income tax credits of $5,000.

Assume that the statutory tax rates in 2015 are 15% on the first $50,000 of income, 25%
on the next $50,000 of income, and 30% on all remaining income. Calculate the estimated
effective tax rate to be applied to income in the first six months of 2015, given each of the above
strategies.

Note: Students should be reminded that if the tax benefit associated with prior-period operating
losses is actually different from what was originally anticipated, such differences would be incor-
porated into the current-period effective tax rate.

Exercise 3 (LO 2, 3) Cost of goods sold and tax expense in interim periods. Gran-
ger Supply, Inc., has two main areas of inventory, industrial supplies and industrial cleaning
equipment. The FIFO inventory method is used for industrial supplies, and the LIFO method
is used for the cleaning equipment. Prior to considering special interim reporting modifications
for LIFO liquidations and lower of cost or market, the company reported the following results
for the first two quarters of the current year:

Quarter 1 Quarter 2

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000,000 $9,000,000
Cost of sales—industrial supplies . . . . . . . . . . . . . . . . . . . . . . . . . . 4,300,000 4,700,000
Cost of sales—cleaning equipment . . . . . . . . . . . . . . . . . . . . . . . . . 3,000,000 3,200,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,700,000 $1,100,000
Selling, general, and administrative . . . . . . . . . . . . . . . . . . . . . . . . 2,100,000 1,800,000

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,600,000 $ (700,000)

During the first quarter, the company experienced unprecedented demand for its cleaning
equipment and as a result liquidated a significant portion of its beginning inventory of equip-
ment. The cost of sales—cleaning equipment is based on the historical cost of the liquidated
layers. Management anticipates that 400 units of beginning inventory that were included in cost
of sales at $1,500 per unit will be replaced during the year and remain in ending inventory at a
cost of $2,700 per unit. The cost of sales—industrial supplies does not reflect the fact that the
ending inventory of supplies has a fair value of $120,000 less than FIFO cost.

During the second quarter, the market for industrial supplies strengthened and the inven-
tory of industrial supplies at the end of the second quarter had a fair value of only $25,000 less
than FIFO cost.

Interim income tax expense is based on the following estimates:

At End of Quarter 1 At End of Quarter 2

Statutory tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35% 35%
Projected income before taxes for the balance of the year . . $5,100,000 $4,000,000
Annual deductions permanently disallowed for tax purposes $ 60,000 $ 35,000
Estimated annual tax credits . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,000 $ 30,000

Prepare an income statement for each of the first two quarters of the current year. All support-
ing schedules should be in good form.

Exercise 4 (LO 4) Tax on nonordinary items. Richardson Company reported pretax
income from continuing operations in the first six months of the current year in the amount
of $100,000. Projected pretax operating income for the balance of the year is $110,000.
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Estimates of annual income include income from municipal bonds in the amount of $5,000
that will never be subject to income tax. Furthermore, it is anticipated that $8,000 of tax credits
will be available during the year.

During the third quarter of the current year, the company changed accounting principles
that after retrospective application, resulted in pretax income for the first six months increasing
by $20,000 and projections for the balance of the year increasing by $25,000. During the third
quarter of the current year, the company experienced pretax operating income of $80,000 and
projected a pretax operating income of $20,000 for the fourth quarter. At the end of the third
quarter, the company estimated that annual income from municipal bonds would be $4,000
and the annual tax credit would only be $5,000. During the third quarter, the company also
experienced a nonordinary loss of $40,000 and a nonordinary gain of $60,000.

Statutory income tax rates are 10% on the first $50,000 of income, 20% on the next
$50,000 of income, 30% on the next $50,000 of income, 40% on the next $50,000 of income,
and 35% on all remaining income.

1. Determine the impact on tax expense for the first six months of the current year as a result of
the change in accounting principle.

2. Determine the tax expense or benefit traceable to the two nonordinary items.

Exercise 5 (LO 3) Determining the tax benefit traceable to YTD operating

losses. The current-year 2015 statutory tax rate is 30%. For each of the following cases, deter-
mine the 2015 year-to-date (YTD) tax benefit traceable to the YTD operating loss.

Case A Case B Case C Case D

Current-Year 2015
YTD operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (80,000) $(80,000) $ 50,000 $(20,000)
Projected income (loss) for the balance of the year considered:

More likely than not . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 (80,000) (40,000)
Not more likely than not. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Future income considered more likely than not . . . . . . . . . . . . . . . . . 20,000 80,000
Prior-Year 2014
Statutory tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25% 25% 25% 25%
Annual operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30,000) 20,000 10,000 (40,000)
Future income considered more likely than not . . . . . . . . . . . . . . . . . 35,000 15,000 5,000
Prior-Year 2013
Statutory tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15% 15% 15%
Annual operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 (20,000) 30,000
Future income considered more likely than not . . . . . . . . . . . . . . . . .

Exercise 6 (LO 3, 4) Restating prior periods due to a discontinued operation. Baxter
Holdings reported pretax income from continuing operations of $800,000 in the first quarter
of the current year. At that point, projected pretax income for the rest of the year was
$1,000,000. At the end of that quarter, the company estimated an effective annual tax rate of
29.5% based on a statutory tax rate of 30% on the first $1,500,000 of pretax income and 35%
thereafter, projected pretax income for the balance of the year of $1,100,000, and tax credits of
$29,500.

During the second quarter of the current year, the company decided to discontinue a com-
ponent of its business that manufactured custom cabinetry. At the end of the first quarter of the
current year, the cabinetry component had reported pretax losses of $220,000, projected losses
of $320,000 for the balance of the year, and no estimated tax credits for the year. During the
second quarter of the year, the discontinued component reported pretax losses of $80,000 prior
to being shut down. Pretax impairment losses of $400,000 were also reported for the compo-
nent during the second quarter of the current year.

Excluding the discontinued component, the company reported pretax income in the second
quarter of the current year of $525,000 and projected pretax income for the balance of the year
of $1,050,000. Annual tax credits of $15,000 traceable to the continuing operations are pro-
jected for the year.
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For quarter 1 restated and quarter 2 of the current year, prepare a schedule that shows pretax
income, tax expense or benefit, and net income for both continuing operations and the discon-
tinued operation.

Exercise 7 (LO 2, 3, 4) Tax benefits traceable to operating losses, change in

accounting principles. Logan Manufacturing has been challenged by increasing costs and
pressures from competitors. Pretax income was $100,000 and $60,000 in 2015 and 2016,
respectively. In 2017, the company reported first-quarter pretax income of $40,000 and fore-
casted pretax losses for the balance of the year of $210,000. The company reported pretax losses
of $30,000 during the second quarter of 2017 and forecasted pretax losses of $150,000 for the
balance of the year. During the third quarter of 2017, the company changed accounting princi-
ples with respect to inventory accounting. The result of retrospective application on pretax
amounts was as follows:

a. Increase 2015 and 2016 pretax income by $20,000 and 25,000, respectively.
b. Increase first-quarter 2017 pretax income by $30,000 and decrease the forecasted pretax

losses for the balance of the year (quarters 2, 3, and 4) by $55,000.
c. Decrease second-quarter 2017 pretax loss by $20,000 and decrease the forecasted pretax

losses for the balance of the year (quarters 3 and 4) by $20,000.

Statutory tax rates for years 2015 through 2017 are as follows: 15% on the first $50,000,
25% on the next $25,000, 34% on the next $25,000, and 39% on remaining income up to
$335,000.

Calculate the pretax income (loss) and related tax expense (benefit) for the first and second
quarters of 2017 as reported before and after the change in accounting principle.

Exercise 8 (LO 4) Ratable allocation for nonordinary items. Baxter Corporation
anticipated pretax values for the current year as follows:

Continuing operations. . . . . . . . . . . . . . . . . . . . . . . . $ 60,000
Nonordinary items:

Item A. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30,000)
Item B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Item C. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Total $ 60,000

The statutory tax rates are as follows: 15% on the first $50,000, 25% on the next $25,000,
34% on the next $25,000, and 39% on amounts in excess of $100,000.

Determine the tax expense traceable to nonordinary items B and C.

Exercise 9 (LO 6, 7) Identifying reportable segments and reconciling to consoli-

dated totals. Murphy Oils, Inc., began as a distributor of oils and lubricants to auto and
truck repair centers. Since that time, the company has expanded to include jet engine repairs,
the wholesale distribution of specialized tools for the automotive repair industry, and truck
leasing. Various annual revenues, pretax profits or losses, and assets for each of these areas are as
follows:

Oils and
Lubricants

Jet Engine
Repair

Specialized
Tools

Truck
Leasing

Revenues: External . . . . . . . . . . $2,750,000 $16,200,000 $7,640,000 $1,500,000
Intersegment . . . . . . . . . . . . . 750,000 — 560,000 1,350,000

Pretax profits (losses) . . . . . . . . . 605,000 2,916,000 993,200 (530,000)
Assets. . . . . . . . . . . . . . . . . . . . . 1,650,000 24,300,000 1,910,000 4,800,000

1. If two of the above areas had to be combined into a separate segment, explain which two
would be likely candidates.

2. If the chief operating decision maker had defined segments around the four separate areas,
indicate which of the areas would qualify as a reportable segment.
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3. If pretax profits for the entire company were approximately $4.9 million, identify four items
that would likely comprise the reconciliation of total reportable segment amounts to compa-
nywide totals.

Exercise 10 (LO 6) Determination of reportable segments. The chief operating deci-
sion maker of a publicly traded company has defined segments around four product/service
groups. Various revenues, profits or losses, and assets associated with the segments are as
follows:

Film
Studios

Software
Development

Leisure
Clothing

Office Design
Group

Total Entity
Values

Revenues:
External . . . . . . . . . . . . . . . . . . . . . . . . $82,000,000 $12,000,000 $45,000,000 $22,000,000 $177,000,000
Intersegment . . . . . . . . . . . . . . . . . . . . 0 3,400,000 0 2,700,000 0

Expenses . . . . . . . . . . . . . . . . . . . . . . . . . 93,000,000 18,000,000 22,000,000 18,000,000 166,000,000
Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000,000 5,400,000 13,000,000 5,000,000 70,000,000

Determine which segments are considered to be reportable and whether the reportable
segments represent a significant portion of entity consolidated revenues.

PROBLEMS

Problem 12-1 (LO 3) Estimating the effective tax rate. Roberts Corporation began
operations in 2013 and finally began to report pretax profits in 2014. However, a major eco-
nomic downturn in 2015 has negatively impacted the company’s operations.

For each of the following quarters of 2015, determine the tax expense or benefit traceable to
that quarter. Assume that the statutory tax rates for years 2013 through 2015 are 25%, 30%,
and 35%, respectively.

Quarter 1 Quarter 2 Quarter 3

Pretax income (loss) for the quarter . . . . . . . . . . . . . . . . $(150,000) $120,000 $ 97,000
Projected income (loss) for the balance of the year . . . . (75,000) (50,000) 33,000
Projected nondeductible expenses for the year . . . . . . . 22,000 15,000 20,000
Projected nontaxable income for the year . . . . . . . . . . . — 5,000 7,000
Projected tax credits for the year . . . . . . . . . . . . . . . . . . 6,000 6,000 8,000
Taxable income in 2014 . . . . . . . . . . . . . . . . . . . . . . . . 195,000 195,000 195,000
Taxable income in 2013 . . . . . . . . . . . . . . . . . . . . . . . . (75,000) (75,000) (75,000)
Post-2015 income more likely than not . . . . . . . . . . . . . — — 250,000

Assume that all current-year (2015) taxable losses and tax credits may be carried back
against the prior two years to whatever extent possible. No tax credits were available in years
2013 and 2014.

Problem 12-2 (LO 3, 4) Determining the tax expense traceable to various compo-

nents of income. McClure Manufacturing reported a pretax loss from operations of
$45,000 for the first quarter of 2017. The estimated effective annual tax rate at that time was
based on the following information:

1. A statutory tax rate of 32% and annual estimated tax credits of $7,000.
2. Projected annual pretax loss of $70,000.
3. Taxable income of $12,000 and $10,000, respectively, for 2015 and 2016.
4. Statutory tax rates in 2015 and 2016 of 30% and 28%, respectively.
5. No recognized tax benefit associated with net operating loss carryforwards.

Required
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During the second quarter of 2017, McClure decided to discontinue an operation that had
reported pretax losses of $15,000 in the first quarter. At the end of the first quarter of 2017, the
discontinued operation had accounted for $2,000 of the annual estimated tax credit and
$55,000 of the annual pretax loss. In the second quarter, the discontinued operation reported
pretax operating losses of $15,000 and pretax impairment losses of $42,000. Continuing opera-
tions reported second-quarter pretax income of $58,000, projected annual pretax income of
$90,000, and annual estimated tax credits of $5,000.

During the third quarter of 2017, continuing operations reported pretax income of
$40,000, projected annual pretax income of $110,000, and annual estimated tax credits
of $8,000. Also during the third quarter, the discontinued operation reported operating losses
of $30,000 and gains from the disposal of assets of $25,000, revised the earlier impairment
losses from $42,000 to $34,000, and recorded additional impairment losses of $16,000.

Given the 2017 statutory tax rate of 32%, calculate the pretax income (loss) and related tax
expense (benefit) for the first three quarters of 2017 for continuing and discontinued
operations.

Problem 12-3 (LO 2, 3) Interim cost of sale and tax expense. Radix, Inc., operates pri-
marily as a distributor of components for gasoline compressors. In the first quarter of 2015, the
company reported a gross profit of $248,000 on net sales of $1,360,000. After considering sell-
ing, general, and administrative expenses, the company reported pretax income of $136,000
and a related tax expense of $40,800.

During the second quarter of 2015, the company reported net sales of $2,150,000 related
to the compressor business, and it experienced a LIFO liquidation due to the sharp increase in
sales. The LIFO cost of sales for the second quarter consisted of purchases from the current year
totaling $1,564,000 and 2,100 units that were purchased in 2014 at a unit cost of $58. The cur-
rent replacement cost for the 2014 units is $72 per unit, and it is expected that physical inven-
tory levels at the end of 2015 will exceed those at the end of 2014. Unrelated to the distribution
of components for compressors, the company also distributes oils and lubricants to automotive
repair establishments. This operation reported sales of $540,000 and FIFO cost of sales of
$364,000 before consideration of lower-of-cost-or-market adjustments. Although the first quar-
ter of 2015 included a market write-down of $18,000 in cost of sales, the second quarter experi-
enced sharp increases in the market value of petroleum-based products which more than offset
the declines in value experienced earlier in the year.

The company reported selling, general, and administrative expenses for the second quarter of
2015 in the amount of $210,000. Although management had strong pretax results in the second
quarter, it is anticipating slightly lower pretax profits for the second half of 2015 in the amount of
$438,000. The company is estimating annual tax credits of $17,000 and annual selling expenses
of $32,000 which will never be deductible for tax purposes. The statutory tax rate is as follows:
15% on the first $50,000 of taxable income, 25% on the next $50,000 of taxable income, 30%
on the next $150,000 of taxable income, and 35% on all remaining taxable income.

Prepare an income statement for the second quarter of 2015 and the 2015 year-to-date.

Problem 12-4 (LO 3, 4) Effective tax rates and nonordinary items. The following
schedule was developed for Monroe Corporation to support interim reporting for the year 2014.

Income (Loss)

Quarter
Type of

Income (Loss)
Current
Period

Year-to-
Date

Effective
Tax Rate

YTD Tax Expense
(Benefit)

1 Continuing $70,000 $ 70,000 $1,344
1 restated Continuing A B

Discontinued (30,000) C
2 Continuing 50,000 D

Discontinued E F
Extraordinary 20,000 20,000

Required

Required
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The following additional 2014 information is available:

1. The statutory tax rate is as follows:

15% on the first $50,000 of taxable income
20% on the next $50,000 of taxable income
25% on the next $50,000 of taxable income
30% on all additional taxable income

2. At the end of 2013, the first year of operations, the company reported a net operating loss of
$80,000 and a tax credit of $5,000. At that time, the company did not recognize any of the
tax benefit associated with the operating loss or tax credit. However, the company was hope-
ful that these benefits could be recognized in the future due to the ability to carry forward
both items against future taxable income and taxes.

3. Originally, at the end of the first quarter, the company estimated pretax income for the bal-
ance of the year of $60,000.

4. During the second quarter, the company decided to discontinue an operation. Originally, in
quarter 1, the operation had reported losses of $30,000 and projected losses for the balance
of 2014 in the amount of $40,000. During quarter 2, the discontinued operation reported
operating losses of $60,000 and realized losses on the disposal of assets of $25,000. Although
not yet realized, the operation anticipated that assets to be sold in the future would net
$30,000 less than their book value (carrying value) as reported at the end of quarter 2, 2014.

5. During the second quarter, the company reported pretax income from continuing opera-
tions of $50,000 and projected pretax income from continuing operations of $60,000 for
the balance of the year. During the second quarter, the company also experienced an extraor-
dinary pretax gain of $20,000.

Provide the value for the items A through F.

Problem 12-5 (LO 2, 3) Correcting an interim period income statement. A new
client of yours has prepared the following condensed income statement for the second quarter
of 2015.

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $280,000
Less: Sales returns and allowances . . . . . . . . . . . . . . . . . . . . . . . (24,000)

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $256,000
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $111,000
Selling, general, and administrative . . . . . . . . . . . . . . . . . . . . . . 41,000

Net income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 54,000

As part of your review engagement, you have noted the following related to the second-
quarter income:

1. Sales revenue and cost of sales were reduced by $15,000 and $9,000, respectively. These
adjustments reflect the impact of incorrectly recording in the first quarter of 2015 a sale that
should have been recorded in 2014.

2. The reported cost of sales also includes $10,000 representing the annual amount of 2014
inventory, which was written off at year-end 2014, due to unrecorded shrinkage such as
theft, damage, etc. Typically, shrinkage adds another 2% to cost of sales.

3. The inventory shrinkage represents the annual amount of inventory that is typically written
off at year-end, due to unrecorded shrinkage such as theft, damage, etc.

4. The cost of sales is based on the LIFO inventory method, and gross profit percentages in the
second quarter are higher than normal due to an unexpected inventory liquidation traceable
to a strike at a major supplier’s manufacturing facility. Although 11,000 of the supplier’s
units were sold during the quarter, the company was only able to purchase 8,000 units. The
units liquidated had a cost of $7.00 per unit. The strike ended shortly after the end of the
second quarter, liquidated units were replaced at a unit cost of $9.00, and there is no expec-
tation of a LIFO liquidation issue at year-end.

Required
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5. Selling, general, and administrative costs include the following:

a. $12,600 for a health care insurance premium covering the second and third quarters of
the current year.

b. Contract research costs of $21,000 covering a project that is expected to benefit the com-
pany through mid-2016.

c. $6,700 representing the annual budget for expenses related to a sales convention that
management may attend.

6. Ignoring any corrections suggested by the above data, the company had pretax amounts as
follows. The first quarter of 2015 reported a pretax loss of $48,000 and no tax benefit was
recognized. At the end of the first quarter of 2015, management forecasted pretax income of
$100,000 for the balance of the year. At the end of the second quarter of 2015, management
forecasted pretax income of $78,000 for the balance of the year.

7. Ignoring any corrections suggested by the above data, prior to 2015 the company reported a
pretax loss of $50,000 in 2013 and a $7,500 tax benefit assuming ‘‘more likely than not’’ that
there would be adequate income in 2014. The company reported pretax income of $20,000
in 2014 and no related tax expense since the loss in 2013 offset the 2014 income. At the end
of 2014, the company anticipated future ‘‘more likely than not’’ pretax income of $30,000.

8. The statutory tax rate since 2013 has been as follows on pretax income: 15% on the first
$50,000, 25% on the next $25,000, 30% on the next $25,000, and 35% on all remaining
income.

Prepare a corrected condensed income statement for the second quarter of 2015.

Problem 12-6 (LO 7, 8) Assorted questions regarding segmental reporting. You
are presenting segmental information regarding your company to the finance committee of the
board of directors and have been asked the following questions.

Provide your response to each of the following questions:

1. How is it possible that the distribution of wine and spirits have been combined with the dis-
tribution of personal care products to constitute a single operating segment?

2. Why don’t the third-quarter revenues traceable to reportable segments agree with the third-
quarter revenues shown in the consolidated income statement?

3. From a competitive standpoint, would it be better to show more or fewer segments on our
financial statements?

4. How is it possible that two of our segments, which have immaterial sales revenue compared
to consolidated sales revenue, are being shown as reportable segments?

5. How is interest expense on the company’s bonds payable allocated to the various segments?
6. How is it possible that the total of segmental net sales exceeds the net sales for the entire

company?
7. Is it possible to roughly calculate a segment’s annual cash flow?

Problem 12-7 (LO 6, 7, 8) Determination of reportable segments, disclosures,

ratio analysis. A U.S. multinational corporation has divided its operations into several oper-
ating segments and has provided the following data for each segment:

Semiconductors
Control
Devices

Educational and
Productivity
Solutions

Financing
Activities Corporate

Consolidated
Totals

Revenues:
External . . . . . . . . . . . . $19,920,000 $61,700,000 $5,360,000 $3,300,000 $ 8,288,000 $ 98,568,000
Intersegment . . . . . . . . 3,970,000 11,411,000 0 964,000 0 0

Expenses . . . . . . . . . . . . . 23,800,000 28,422,000 5,467,000 7,962,000 7,020,000 0
Total assets . . . . . . . . . . . 28,220,000 36,320,000 6,750,000 6,015,000 23,000,000 100,305,000
Long-lived assets . . . . . . . 18,230,000 24,000,000 5,540,000 3,760,000 15,434,000 66,964,000

Required

Required
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It is important to note that all purchases of goods or services from other segments have been
sold to outside parties except one. Control devices with a cost of $1,000,000 were sold to the
Semiconductors segment for $1,700,000. These items remain in inventory at year-end.

United
States Japan Germany

Other
International

Total of All
Countries

Semiconductors:
Revenues (excluding intersegment) . . . . . . $12,967,000 $ 3,240,000 $1,880,000 $ 1,833,000 $19,920,000
Long-lived assets . . . . . . . . . . . . . . . . . . . . 13,440,000 2,100,000 1,200,000 1,490,000 18,230,000

Control devices:
Revenues (excluding intersegment) . . . . . . 16,467,000 31,000,000 4,432,300 9,800,700 61,700,000
Long-lived assets . . . . . . . . . . . . . . . . . . . . 4,011,000 15,020,000 1,419,000 3,550,000 24,000,000

Educational and productivity solutions:
Revenues (excluding intersegment) . . . . . . 3,007,000 807,000 526,000 1,020,000 5,360,000
Long-lived assets . . . . . . . . . . . . . . . . . . . . 2,900,000 1,020,000 550,000 1,070,000 5,540,000

Financing activities:
Revenues (excluding intersegment) . . . . . . 1,902,000 303,300 770,900 323,800 3,300,000
Long-lived assets . . . . . . . . . . . . . . . . . . . . 2,000,000 192,900 893,000 674,100 3,760,000

Corporate:
Revenues (excluding intersegment) . . . . . . 6,607,000 807,000 474,000 400,000 8,288,000
Long-lived assets . . . . . . . . . . . . . . . . . . . . 11,026,000 2,000,000 1,504,000 904,000 15,434,000

Total revenues . . . . . . . . . . . . . . . . . . . . $40,950,000 $36,157,300 $8,083,200 $13,377,500 $98,568,000

Total long-lived assets . . . . . . . . . . . . . . $33,377,000 $20,332,900 $5,566,000 $ 7,688,100 $66,964,000

1. Determine which segments are reportable.
2. Given the available information, prepare all of the necessary schedules and disclosures regard-

ing the entity’s segments, geographical areas, and reconciliations to consolidated amounts.
3. Identify and determine the value of several ratios that may be helpful in analyzing the above

information.

Problem 12-8 (LO 7, 8) Schedule of reportable segments and reconciliation to

the consolidated company. Tress Corporation is a rapidly growing company that has
diversified into a number of different segments. The following partial trial balance, which
includes the effect of intercompany transactions, is for the current year ended December 31:

Net Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(14,332,250)
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,180,000
General and Administrative Expenses. . . . . . . . . . . . . . . . . . 20,000
Gain on Sale of Fixed Asset. . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (315,000)
Interest Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (162,000)

Tress Corporation has five distinct segments (A through E), in addition to corporate opera-
tions. Net sales are allocated to the segments as follows:

Segment Net Sales

A. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,023,500
B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,749,000
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 574,500
D. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,185,250
E . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,332,250
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Ten percent of D’s sales are made to A, and 7% of B’s sales are made to C. The cost of the goods
sold to A by D is $200,000, and the cost of the goods sold to C by B is $144,000. The total cost of
goods sold is allocated to the segments by the following percentages: A—30%, B—29%, C—6%,
D—24%, and E—11%. Of the items C purchased from B, 25% are included in C’s ending inventory.

Of general and administrative expenses, 20% are traceable to corporate operations. The bal-
ance is allocated in proportion to the segment revenues, including interest income and the gain
on the sale of the fixed asset.

Investment income is traceable to corporate operations.
Interest income is traceable directly to the segments and the corporate level as follows:

Segment A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $48,000
Segment B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Segment C. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
Segment D . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Segment E . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Corporate level . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000

Unconsolidated assets are identifiable as follows:

A B C D E Corporate

Current assets . . . . . . . . . . . . . . . . . . $ 912,000 $ 681,000 $ 305,000 $ 309,000 $ 389,000 $ 115,000
Property, plant, and equipment (net) . 7,136,000 4,643,000 1,480,000 4,181,000 1,543,000 1,737,000

Included in B’s property, plant, and equipment is a machine that B purchased at the beginning of
the year from A for $300,000. Segment A originally purchased the machine for $250,000, two years
prior to the sale. Accumulated depreciation (straight-line method) on the machine was $50,000 at
the time of the sale. Segment B recorded $30,000 of depreciation on the machine for the year based
on the straight-line method. The gain on the sale of equipment is traceable to Segment A.

1. Assuming that segments A, B, and D are reportable, prepare a schedule that discloses the reve-
nues, operating profits or losses, and assets for each of the reportable segments and the ‘‘all
other’’ segments.

2. Prepare a schedule that reconciles the above amounts to the respective entity consolidated
amounts.

Problem 12-9 (LO 7, 8) Reconciling segmental data to consolidated statements

and analysis of data. Raymack Manufacturing, headquartered in Michigan, is a manufac-
turer of equipment component parts used in a number of industries. The company’s financial
statements and related footnotes contain the required segment reporting. The financial state-
ments are being analyzed by a bank lending officer to whom you report. The officer has asked
you to respond to each of the following questions regarding segment reporting with a brief
memo.

1. Two of Raymack’s reportable segments deal with components for fluid movement machin-
ery. One of the segments designs and installs manufactured components, and the other seg-
ment inspects, maintains, and repairs the installed components. Why might these activities
constitute two separate operating segments, when in fact they both have to do with compo-
nents for fluid movement machinery?

2. The total net sales for all reportable and nonreportable segments is $789 million. After redu-
cing reported consolidated revenues for any items that might relate to items not allocated to
segments, the adjusted consolidated revenues are $776 million. Why are the segmental net
sales still greater than the adjusted consolidated revenues?

3. Management has identified a total of five segments, reportable or not, with total pretax
income of $235 million. However, consolidated pretax income is $263 million. What are
some specific items that might explain this difference?

4. Where are taxes traceable to the reportable segments shown, and how might one go about
estimating segmental performance on an after-tax basis?

Required
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5. The dollar value of total assets allocated to all segments is greater than the long-lived assets
reported by geographical location. What items would likely account for that difference?

6. Why is it more likely that a return on assets could be calculated for a segment but a return
on equity could not be calculated for a segment?

7. Assume a component is manufactured in Michigan and sold by a Michigan salesperson to a
customer in Germany. Also assume that a component is manufactured in Spain and sold to a
customer in Germany. If one of Raymack’s geographical segments is European Countries,
which of the above sales would be included in the net sales reported for that segment?

8. If you wanted to rank reportable segments in terms of growth over time, what segmental
information might be most useful for that analysis?
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3Partnerships

Chapter 13: Partnerships: Characteristics, Formation, and
Accounting for Activities

Chapter 14: Partnerships: Ownership Changes
and Liquidations

A
business may be organized in a variety of ways: as a
sole proprietorship, a commercial corporation, a
limited liability company, a limited liability part-

nership, or a regular partnership. Partnerships continue to
be a common form of organization, and even the recent
limited liability entities have many of the characteristics of a
partnership. Assisting business owners in the proper selection
of an organizational form is a necessary, yet complex, part of
serving the needs of a business. A partnership is governed by a
partnership agreement or, in some instances, by the Uniform
Partnership Act. The partnership agreement must be carefully

drafted to cover a variety of topics, including the purpose of
the partnership, the responsibilities of the partners, the alloca-
tion of profits and losses, the admission or withdrawal of a
partner, and the valuation of the partnership given changes in
the ownership structure. Changes in the ownership structure
provide insight into some of the basic factors which must be
considered in valuing a business, whether it be a partnership
or not. If a decision is made to terminate a partnership, several
legal doctrines and special accounting procedures must be
applied in order to produce an equitable distribution of part-
nership assets.

P A R T
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13
C H A P T E R

13

1
O B J E C T I V E

Explain the basic

characteristics of a

partnership.

Partnerships: Characteristics, Formation,
and Accounting for Activities

A partnership is an association of two or more people for the purpose of carrying on a trade or
business as co-owners. Partnerships continue to be a popular form of organization for many
smaller businesses as well as certain larger businesses. Common examples of partnerships
include professional services, such as the practice of accounting or law, real estate investment/
development companies, and a variety of smaller manufacturing concerns. Partnerships may be
organized as either a general partnership or a limited partnership, as discussed more fully in the
chapter.

Based on statistics provided by the Internal Revenue Service (IRS) for the year 2010, there
are approximately 3.2 million partnerships with approximately 22.4 million partners. The
partnerships reported total net income of $593.7 billion and total assets, for those partnerships
reporting assets, of $19.8 trillion. As evidenced by the above statistics, partnerships continue to
be a major form of business organization.

In a majority of states, the legal nature and functioning of a partnership is governed by the
Uniform Partnership Act (1997), which has been revised and amended since 1997. The Uniform
Partnership Act (1997), referred to as RUPA as in ‘‘revised UPA,’’ deals with such topics as the
rights of partners, relations with persons dealing with the partnership, and the dissolution and
termination of a partnership.

CHARACTERISTICS OF A PARTNERSHIP
Practicing accountants are frequently asked to advise clients regarding the formation of a busi-
ness and the accounting for the business activities. Often, a choice must be made between a
partnership and a corporate form of organization. Therefore, it is important for accounting
students to understand the basic characteristics of a partnership and the related accounting
implications.

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain the basic characteristics of a partnership.

2. Identify basic components that should be included in a partnership agreement.

3. Describe the relationship between a partner’s drawing and capital accounts.

4. Demonstrate an understanding of the various bases that could be used to allocate profits or
losses among partners.
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Relationship of Partners

A partnership represents a voluntary association of individuals carrying out a business purpose.
In this association, a fiduciary relationship exists among the partners, requiring them to exercise
good faith, loyalty to the partnership, and sound business judgment in conducting the partner-
ship’s business. An individual partner is viewed as a co-owner of partnership property, creating a
tenancy in partnership. When specific assets are contributed by a partner, they lose their identity
as to source and become the shared property of the partnership. Without the consent of all part-
ners, such property cannot be utilized by any partner for personal purposes.

The relationship between partners also is characterized as one of mutual agency, which
means that each partner is an agent for the other partners and the partnership when transacting
partnership business. Therefore, in carrying on the business of the partnership, the acts of every
partner bind the partnership itself, even when a partner commits a wrongful act or a breach of
trust. However, if a partner has no authority to act for the partnership and the party with whom
the partner is dealing knows this, the partnership is not bound by the partner’s actions.

Legal Liability of a Partnership

Partnerships are classified as either general or limited regarding liability of the partners. In
a. general partnership, the partners act publicly on behalf of the partnership and are personally
liable, jointly and severally, for the unsatisfied obligations of the partnership. This unlimited lia-
bility is in sharp contrast to the limited liability of a corporation and its shareholders. Thus, if a
partnership were insolvent, the unsatisfied creditors could seek to recover against the net perso-
nal assets of individual partners. Newly admitted partners, who are personally liable for partner-
ship debts incurred subsequent to this admission, are liable for debts of the previous partnership
only to the extent of their capital interest in the partnership.

In contrast, a limited partnership consists of one or more general partners and one or more
limited partners who contribute capital but do not participate in the management of the com-
pany. The one or more general partners have unlimited liability as in the case of a general part-
nership. However, the limited partners’ liability for partnership obligations is restricted to a
stated amount, usually equal to their capital interest in the partnership.

The legal liability of partners is obviously a serious factor to consider when assessing
whether a partnership is the appropriate form of organization. One could argue that unlimited
liability as a matter of social policy, is a good thing. Society has a right to be protected from the
consequences of serious errors in judgment whether they be unintentional or intentional. How-
ever, without proper limits, such exposure to liability may also impair an entity’s ability to pro-
vide useful goods or services. Virtually every product or service industry, from cigarette
manufacturers to the medical profession, has been affected by liability issues. For example, the
public accounting profession has had to operate in such a litigious environment that major
initiatives have been undertaken in response to the legal liability crisis.

In response to this growing concern, two new forms of organization have been created, a
limited liability company (LLC) and a limited liability partnership (LLP). The LLC is a hybrid
form of organization that has many of the advantages of both a partnership and a corporation
but few of the disadvantages of either. Similar to a corporation, shareholders of an LLC do not
have personal legal liability for actions undertaken by the entity. This limited liability does not
necessarily protect an individual shareholder from personal liability for his/her own wrongs.
This is consistent with common law doctrine, which views each individual as being responsible
for the consequences of his/her own negligence and the ability of courts to ‘‘pierce the corporate
veil’’ in order to seek recovery for wrongdoings.

An LLP is a subcategory of general partnerships. The LLP compares favorably to limited or
general partnerships with respect to liability. All partners in an LLP may participate in manage-
ment (unlike limited partners) and still have limited liability. Partners in an LLP are not person-
ally jointly and/or severally liable for obligations of the partnership arising from the omissions,
negligence, wrongful acts, misconduct, or malpractice of other partners. However, a partner
does remain personally responsible for liabilities arising from his/her own actions and the
actions of those who are acting under the partner’s actual supervision and control in the specific
activity in which the action occurred.
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Underlying Equity Theories

Equity theories relate to how an entity is viewed from an accounting and legal viewpoint. These
theories deal with the question of who is the entity. For example, an entity may be viewed as
being providers of capital, individual owners (partners/shareholders), management, or a sepa-
rate, distinct legal entity. Partnerships have been primarily affected by the proprietary theory,
which looks at the entity through the eyes of the owners. Characteristics of a partnership that
emphasize that the entity is viewed as the individual owners include the following:

^ Salaries to partners are viewed as distribution of income rather than a component of income.
^ Unlimited liability of general partners extends beyond the entity to the individual partners.
^ Income of the partnership is not taxed at the partnership level but, rather, is included as part

of the partners’ individual taxable income.
^ An original partnership is dissolved upon the admission or withdrawal of a partner.

Partnerships also have been influenced by the entity theory, which views the business unit as
a separate and distinct entity possessing its own existence apart from the individual partners.
This theory is characteristic of corporations; yet, it is the basis for certain partnership character-
istics. For example, a partnership may enter into contracts in its own name. Also, property con-
tributed to a partnership by individual partners becomes the property of the partnership, and
the contributing partner no longer retains a claim to the specific assets contributed.

Formation and Agreements

A partnership may come into existence without having to receive formal, legal, or state approval
and may result simply from the actions of the parties involved. This lack of formality may be
viewed as an advantage of a partnership. However, it is still necessary to carefully plan and evalu-
ate various factors affecting the partnership. Forward and formal thinking when organizing a
partnership will benefit both the business and its partners.

In order to properly capture the intent of the partners involved, it is advisable to develop a
written partnership agreement. Critical issues that must be addressed include admission of part-
ners, withdrawal of partners, and the allocation of profits and losses. Such an agreement is
referred to as the articles of partnership and, at minimum, should include the following provisions:

1. Partnership name and address

2. Partners’ names and addresses

3. Effective date of partnership

4. A description of the general business purpose and the limited duration of such purpose, if
applicable

5. Powers and duties of partners

6. Procedures governing the valuation of assets invested

7. Procedures governing the admission of a new partner(s)

8. Procedures governing the distribution of profits and losses

9. Procedures governing the payment of receipt of interest on loans (versus capital contribu-
tions) among partners

10. Salaries to be accrued to partners

11. Withdrawals of capital to be allowed each partner and the determination of what constitu-
tes excess withdrawals

12. Procedures governing the voluntary withdrawal, disability, death, or divorce of a partner
and the determination of the procedures for valuing the partner’s interest in the partnership

13. Matters requiring the consent of all partners

14. The date when the profits and losses are divided and the partnership books are closed

15. The basis of accounting (e.g., accrual or cash)

As the accounting for a partnership is developed more fully in this text, it will become
apparent that the articles of partnership provide crucial guidance. Even though the RUPA

2
O B J E C T I V E

Identify basic components

that should be included in a

partnership agreement.
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covers certain topics found in the articles of partnership, it is important to note that many sec-
tions of the RUPA are applicable only in the absence of a partnership agreement. In essence, the
RUPA gives supremacy to the partnership agreement and is a series of ‘‘default rules’’ in those
instances where the partnership agreement fails to clearly address a particular matter. The pri-
mary focus of the RUPA is the smaller, less formal, partnership. Legal and accounting issues
affecting a partnership are often best resolved by evaluating the intent of the partners as set forth
in a partnership agreement, rather than looking to the RUPA.

Acceptable Accounting Principles

There is a general presumption that an entity’s financial position and results of operations
should be accounted for in conformity with generally accepted accounting principles (GAAP).
As GAAP has developed and become more complex, many have questioned the applicability of
such principles to smaller business organizations, a large number of which are organized as part-
nerships. In response to this concern, it is recognized that, in some circumstances, a basis or
method of accounting other than GAAP may be appropriate and may not adversely affect the
fairness of the financial statements.

The Auditing Standards Board of the American Institute of Certified Public Accountants
(AICPA) recognizes several other comprehensive bases of accounting (OCBOA) other than GAAP
including the following:

^ The cash (receipts and disbursements) basis of accounting and modifications of the basis,
such as a modified accrual basis.

^ The tax basis of accounting based on taxation principles that are used to file an income tax
return.

Tax-basis accounting generally consists of a cash-basis format or an accrual-basis format
with certain exceptions primarily resulting from tax regulations differing from GAAP. The tax
basis of accounting is a frequent choice of many partnerships. Depreciation accounting can be
used to illustrate the focus of tax-basis accounting. Assume a depreciable asset has an economic
useful life of six years and is consumed uniformly over its life. If accrual accounting were used,
it would seem that the asset should be depreciated over six years using the straight-line method
of depreciation. However, adoption of the tax basis of accounting could involve the use of a
shorter life and an accelerated depreciation method. Furthermore, in some instances, tax-basis
accounting would allow the immediate expensing of depreciable assets even though such treat-
ment would not be justified by accrual accounting.

The recognition of these other comprehensive bases provides many smaller and more spe-
cialized entities, many of which may be partnerships, with an acceptable alternative to GAAP.
The use of OCBOA will not impair the fairness of their financial statements as evaluated by out-
side independent accountants. In practice, it is very common to find partnerships using a com-
prehensive basis of accounting other than GAAP. Due to the special tax aspects of a partnership,
many such entities use the tax basis of accounting rather than GAAP.

Partner Dissociation

Although a partnership is easily formed and does not need state approval, its life is limited and
it may be dissolved much more easily than a corporation. A partner may be dissociated from a
partnership upon the occurrence of a number of events. In some cases, the dissociation may be
voluntary or involuntary. Some examples include a partner’s desire to willingly dissociate, death,
or becoming a debtor in bankruptcy. A partner’s dissociation may or may not result in a dissolu-
tion and winding up of the partnership business. For example, a partner may sell their interest
in a partnership and, therefore, become dissociated even though dissolution of the partnership
does not occur. However, upon the occurrence of certain events, a partnership is dissolved and
its business must be wound up. Some events that result in the winding up of the partnership
include the express will of all of the partners, the occurrence of an event agreed to in the partner-
ship agreement, or a judicial determination that it is not practical to carry on the partnership.
A change in the ownership structure of a partnership, whether involving the withdrawal or
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admission of a partner, does not normally require that a partnership be dissolved and wound
up. Accounting for the admission or withdrawal of a partner is more fully discussed in the next
chapter of this text.

Tax Considerations

Unlike corporations, a partnership is not a separate taxable entity but a conduit through which
taxable income or operating losses pass to the tax returns of the individual partners. The part-
nership must file an information return (Federal Form 1065) detailing the partnership revenues
and expenses that pass through to the individual partners.

Even though a partnership is not a taxable entity, accounting for partnerships for tax report-
ing purposes can become extremely complex. The tax code does not view a partnership as a
separate, distinct entity but focuses, rather, on the individual partners. Therefore, activities of
the partnership must be evaluated from a tax standpoint based on their impact on individual
partners. This viewpoint results in special rules that must be understood by practicing accoun-
tants. Furthermore, the unique tax-related aspects of a partnership must be understood in order
to advise clients as to whether the partnership form of organization is appropriate.

R E F L E C T I O N
� Partnerships have a number of characteristics of a legal, tax, and accounting nature that

distinguish them from other forms of organization.

� A number of factors must be considered before forming a partnership, and a partnership

agreement is a critical document that will help guide and manage the partnership.

ACCOUNTING FOR PARTNERSHIP ACTIVITIES
The activities of a partnership consist of several phases, including the initial contribution of
capital to the partnership. This initial phase provides the capital necessary to begin operating
activities. The remainder of this chapter discusses accounting for the partners’ capital invest-
ments and the allocation of operating profits and losses among the partners. Although partners’
capital investments may be subsequently influenced by partners entering or exiting the partner-
ship and the liquidation of a partnership, these topics are discussed in the next chapter.

Contributions and Distributions of Capital

The capital contributed by shareholders to a corporation is accounted for in several accounts,
including Capital Stock, Paid-In Capital in Excess of Par, and Retained Earnings. Unlike a cor-
poration, the capital investment in a partnership generally is accounted for through two
accounts for each partner, a temporary account referred to as the drawing account and a perma-
nent account referred to as the capital account.

It is not unusual for a partner to withdraw available assets (typically cash) from a partnership
throughout the year. Preferably, the amount and timing of a partner’s withdrawal of assets should
be addressed in the articles of partnership. Practically speaking, however, withdrawals are often
informal and are not easily projected due to cash flow constraints. In some instances, withdrawals
in excess of some amount are considered to be direct reductions of a partner’s capital account
rather than a withdrawal. Some partnerships view any withdrawal as a direct reduction of a capital
account. However, in some partnerships, a separate account referred to as a drawing account is
used to record a partner’s withdrawal of capital. Withdrawals of assets, regardless of how
accounted for, reduce the overall net capital of individual partners and the partnership.

A partner’s withdrawals also include payments that are made by the partnership on behalf of
an individual partner. For example, if a partnership pays off an individual partner’s automobile

3
O B J E C T I V E

Describe the relationship

between a partner’s draw-

ing and capital accounts.
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loan, this is no different than if the partner had withdrawn the cash from the partnership and
then paid off the loan personally.

The drawing account is a temporary account and is periodically closed to the partner’s capi-
tal accounts. The balance sheet of a partnership, therefore, will present only the capital account
balances of the partners. To summarize, the drawing account established for each partner is
debited and credited for the following transactions:

Drawing Account

Debit Credit

Periodic withdrawals of partnership assets up to a
specified amount

Closing of balance to partner’s capital account

Each partner’s interest in the net assets of the partnership is measured at book value in the
capital account established for that partner. This account indicates the destination of capital
(claims to net assets) upon dissolution of the partnership. It is important to note that the capital
balance does not normally reflect the fair value or tax basis of the partner’s interest in the net
assets of the partnership.

To summarize, the partner’s capital account is debited and credited for the following
transactions:

Capital Account

Debit Credit

Withdrawals in excess of a specified amount Initial and subsequent investments of capital
Closing of a net debit balance in the partner’s

drawing account
Partner’s share of partnership profits

Partner’s share of partnership losses

As is the case with all entities, the investment of capital in a partnership should initially be
measured at the fair value of all tangible and intangible assets contributed. An individual part-
ner’s liabilities that have been assumed by the partnership also should be recorded at fair value.

The exception to this would be in the case where a partnership has adopted the tax basis of
accounting. The proper valuation of each partner’s net investment of capital is extremely impor-
tant. For example, if an asset invested by a partner is initially undervalued by the partnership
and is sold immediately for a gain, all of the partners share in the realized gain, which properly
should have accrued to the original investing partner.

The post-closing balances in the capital accounts of the various partners represent each part-
ner’s interest in the net assets of the partnership at a point in time. A partner’s interest in the
partnership is different from the partner’s interest in the profits and losses of the partnership. To
illustrate, assume Partners A and B have capital balances of $8,000 and $32,000, respectively.
Also assume that profits and losses are allocated to Partners A and B in the amount of 40% and
60%, respectively. These profit and loss ratios should not be confused with the partners’ capital
ratios, which are 20% ($8,000 divided by $40,000) and 80% ($32,000 divided by $40,000) for
A and B, respectively.

Occasionally, partners will loan assets to the partnership, or the partnership will loan assets
to partners. It is important from a legal standpoint to differentiate between a loan and an addi-
tional investment of capital, especially when the liquidation of a partnership occurs. The nature
of such transactions should be made clear by examining the intent of the individual partner or
the partnership. If the contribution by a partner is really an additional investment of capital, it
should be accounted for in the partner’s capital account. However, if the transaction is truly a
loan, it should be accounted for in a separate loan account for the partner, and provision for the
payment of interest on the loan should be made.

Illustration 13-1 demonstrates the use of various partnership accounts in order to record
partnership activity.
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Illustration 13-1
Examples of Accounting for Partnership Activity

Event Entry

Partner A contributes cash to the partnership. Partner B
contributes inventory and office equipment, and the
partnership assumes the liability associated with the
equipment. The equipment was recorded by B at a book
value of $6,000. However, the equipment’s fair value is
$4,000.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Office Equipment. . . . . . . . . . . . . . . . . . . . . . . . 4,000

Note Payable. . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Partner A, Capital . . . . . . . . . . . . . . . . . . . . . 10,000
Partner B, Capital . . . . . . . . . . . . . . . . . . . . . 7,000

Partner B loans the partnership $3,000 to be repaid in
one year at a stated annual interest rate of 6%.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Partner B, Loan. . . . . . . . . . . . . . . . . . . . . . . . 3,000

A personal debt owed by Partner A is paid by the
partnership.

Partner A, Drawing . . . . . . . . . . . . . . . . . . . . . . 500
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

Partners A and B withdraw cash of $500 and $1,200,
respectively. Drawings in excess of $1,000 are viewed as
excessive withdrawals and are charged against capital.

Partner A, Drawing . . . . . . . . . . . . . . . . . . . . . . 500
Partner B, Drawing . . . . . . . . . . . . . . . . . . . . . . 1,000
Partner B, Capital . . . . . . . . . . . . . . . . . . . . . . . 200

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700

The net income of the partnership is divided equally
between the partners.

Income Summary. . . . . . . . . . . . . . . . . . . . . . . . 10,000
Partner A, Capital . . . . . . . . . . . . . . . . . . . . . 5,000
Partner B, Capital . . . . . . . . . . . . . . . . . . . . . 5,000

The partners’ drawing accounts are closed to their
respective capital accounts.

Partner A, Capital . . . . . . . . . . . . . . . . . . . . . . . 1,000
Partner B, Capital . . . . . . . . . . . . . . . . . . . . . . . 1,000

Partner A, Drawing . . . . . . . . . . . . . . . . . . . . 1,000
Partner B, Drawing . . . . . . . . . . . . . . . . . . . . 1,000

The Allocation or Division of Profits and Losses

An important process to be outlined in the articles of partnership is the manner in which profits
and losses are to be divided among the partners. There are several alternative methods of allocat-
ing profits and losses. However, if the articles of partnership are silent on this point, the RUPA
states that profits and losses are to be divided equally among the partners. The division of part-
nership income should be based on an analysis of the correlation between the capital and labor
committed to the firm by individual partners and the income that subsequently is generated.
As a result, profits might be divided in one or more of the following ways:

1. According to a ratio.

2. According to the capital investments of the partners.

3. According to the labor (or service) rendered by the partners.

Profit and Loss Ratios. Partnership agreements frequently call for the allocation or division of
profits and losses according to some ratio. Normally, the ratio set forth for the division of profits
also is used for the division of losses, unless a specific provision to the contrary exists. This
method obviously provides a simplified way of dividing profits and, if approached properly,
may provide an equitable division as well. Theoretically, the ratio should attempt to combine
into one base the capital and service contributions made by the respective partners. Again, it is
important to note that a partner’s interest in profits and losses is often different from the part-
ner’s interest in total partnership capital (net assets).

4
O B J E C T I V E

Demonstrate an under-

standing of the various

bases that could be used to

allocate profits or losses

among partners.
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To illustrate this method, assume the articles of partnership state that partnership profits
and losses should be divided between Partners A and B in the ratio of 60:40. Partnership income
of $20,000 would be divided as follows:

Partner A Partner B

Income to partners:
A: $20,000� 60%. . . . . . . . . . . . . $12,000
B: $20,000� 40% . . . . . . . . . . . . . $8,000

Capital Investment of Partners. The capital investments of the partners, represented by the
balances in their respective capital accounts, may be employed as a basis for dividing a portion
of the profits. The division is accomplished by imputing interest on the invested capital at some
specified rate. This interest is not viewed as a partnership expense but, rather, as a means of allo-
cating profits and losses among the partners. Typically, the balance of profits not allocated on
the basis of invested capital is allocated according to some profit and loss ratio.

When the partners’ capital investments are to be used as the basis for allocating profits, the
partnership agreement should specify the following:

1. Whether the respective partners’ capital balances are to be determined before or after the
partners’ year-to-date withdrawals recorded in their drawing accounts are offset against their
capital accounts.

2. Whether the amount of capital investment for allocation purposes is to be:

a. Capital at the beginning of the accounting period,
b. Capital at the end of the accounting period, or
c. Weighted-average capital during the accounting period.

3. The rate of interest to be imputed on the invested capital.

With respect to the first point, it is important that the partnership agreement clearly estab-
lish how invested capital is to be determined. Since each partner’s equity is really a combination
of capital and drawing account balances, partners’ drawings may be offset against the balances
in their respective capital accounts for purposes of allocating income based on invested capital.
However, a partnership agreement may state that only withdrawals above a certain limit are to
be viewed as offsets against capital balances. It is possible for a partnership agreement to call for
interest to be imputed only if the amount of invested capital exceeds some prescribed limit or
average amount.

To illustrate the use of invested capital as a basis for allocating partnership profits, assume
the following:

1. Partnership profit is $20,000.

2. Interest on invested capital is to be imputed at the rate of 10%. (Capital is determined before
considering withdrawals.)

3. Profits not allocated on the basis of invested capital are to be allocated equally among the
partners.

4. The current calendar year capital accounts of Partners A and B, just prior to the closing of
their drawing accounts, are as follows:

Partner A, Capital

Oct. 1 . . . . . . . . . . . . . . . . . . . . . 30,000 Jan. 1. . . . . . . . . . . . . . . . . . . . . . 100,000
July 1 . . . . . . . . . . . . . . . . . . . . . . 10,000

Partner B, Capital

Apr. 1 . . . . . . . . . . . . . . . . . . . . . 10,000 Jan. 1. . . . . . . . . . . . . . . . . . . . . . 60,000
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If interest is to be imputed on the partners’ invested capital at the beginning of the period
(January 1), the partnership profit of $20,000 would be allocated as follows:

Partner A Partner B Total

Interest on beginning capital:
A: 10%� $100,000. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 $10,000
B: 10%� $60,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,000 6,000

$16,000
Balance per ratio (equally) . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 2,000 4,000

Allocation of profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000 $8,000 $20,000

If interest is to be imputed on the partners’ invested capital at the end of the period
(December 31), the partnership profit of $20,000 would be allocated as follows:

Partner A Partner B Total

Interest on beginning capital:
A: 10%� $80,000. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,000 $ 8,000
B: 10%� $50,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000 5,000

$13,000
Balance per ratio (equally) . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500 3,500 7,000

Allocation of profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,500 $8,500 $20,000

If interest is to be imputed on the partners’ weighted-average invested capital during the
period, the partnership profit of $20,000 would be allocated as follows:

Partner A Partner B Total

Interest on weighted-average capital:
A: 10%� $97,500 (Schedule A) . . . . . . . . . . . . . . . . . . . $ 9,750 $ 9,750
B: 10%� $52,500 (Schedule B). . . . . . . . . . . . . . . . . . . . $5,250 5,250

$15,000
Balance per ratio (equally) . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500 2,500 5,000

Allocation of profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,250 $7,750 $20,000

Schedule A
Weighted-Average Capital of Partner A

(1)
Amount
Invested

(2)
Number of

Months Invested

(1� 2)
Weighted

Dollars

$100,000 6 $ 600,000
110,000 3 330,000
80,000 3 240,000

12 $1,170,000

Weighted-average capital: $1,170,000 ‚ 12¼ $97,500
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Schedule B
Weighted-Average Capital of Partner B

(1)
Amount
Invested

(2)
Number of

Months Invested

(1� 2)
Weighted

Dollars

$60,000 3 $180,000
50,000 9 450,000

12 $630,000

Weighted-average capital: $630,000 ‚ 12¼ $52,500

Services Rendered by Partners. A partner’s labor or service to the partnership may be a primary
force in the generation of revenue. Normally the profit and loss agreement recognizes variations
in effort by calling for a portion of income to be allocated to partners as salary. Such salaries, like
interest on capital investments, are viewed as a means of allocating income rather than as an
expense. It is important to note that this treatment of partners’ salaries differs from the treat-
ment of employee/shareholder salaries in a corporation, and the difference should be considered
when the performance of a partnership is compared with that of a competing corporation.

When dealing with a profit and loss agreement that employs salaries as a means of allocating
income, it is important not to confuse such salaries with partners’drawings. For example, a part-
ner’s withdrawal of $1,000 a month from the partnership may suggest that $12,000 of partner-
ship income is being distributed to the partner as an annual salary or that these withdrawals
may be ignored for purposes of dividing profits. Generally, a partner’s drawing is not viewed as
a salary but as a withdrawal of assets that reduces the partner’s equity. For clarification purposes,
the partnership agreement should state whether regular withdrawals of specific amounts should
be viewed as salary for purposes of allocating income among the partners.

Bonuses to partners also may be used as a means of recognizing a partner’s service to the
partnership. Such bonuses are most often stated as a percentage of partnership income either
before or after certain other components of the allocation process. Bonuses may be stated in
reference to a variety of variables such as sales, gross profit, or a particular component of net
income. In its most simple form, the bonus is a percentage of net income. However, if the bonus
is to reward service beyond that already recognized by salaries and/or interest, the bonus may be
expressed as a percentage of partnership net income after salaries and interest. In some instances,
the bonus may be expressed as a percentage of net income after the bonus. To illustrate the cal-
culation of a bonus, assume a partnership has net income of $120,000 of which $60,000 and
$5,000 have already been allocated as salaries and interest, respectively. The bonus is defined in
the partnership agreement as 10% of partnership net income after salaries and interest. The
bonus is calculated as follows:

Bonus¼ X% (Net Income� Salaries� Interest)
Bonus¼ 10% ($120,000� $60,000� $5,000)
Bonus¼ 10% ($55,000)
Bonus¼ $5,500

If the agreement had stated that the bonus would be calculated based on net income after
salaries, interest, and bonus, the calculation would be as follows:

Bonus¼ X% (Net Income� Salaries� Interest� Bonus)
Bonus¼ 10% ($120,000� $60,000� $5,000� Bonus)

110% Bonus¼ 10% ($120,000� $60,000� $5,000)
110% Bonus¼ 10% ($55,000)
110% Bonus¼ $5,500

Bonus¼ $5,000
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Multiple Bases of Allocation. In many cases, income is allocated to the respective partners by
combining several allocation techniques. To illustrate, assume a profit and loss agreement of
ABC Partnership contains the following provisions:

1. Interest of 6% is to be allocated on that portion of a partners ending capital balance in excess
of $100,000.

2. Partner C is to be allocated a bonus equal to 10% of partnership income after the bonus.

3. Salaries of $13,000 and $12,000 are to be allocated to Partners A and C, respectively.

4. The balance of income is to be allocated in the ratio of 2:1:1 to A, B, and C, respectively.

Notice that these provisions govern the allocation of profit and not the actual distribution of assets.
Assuming a partnership income of $33,000 and ending capital balances of $80,000,

$150,000, and $110,000 for Partners A, B, and C, respectively, income is allocated to the part-
ners as shown in Illustration 13-2.

Illustration 13-2
Profit Allocation: Multiple Bases

Partner A Partner B Partner C Total

Interest on excess capital balance . . . . . $3,000 $ 600 $ 3,600
Bonus. . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000* 3,000
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . $13,000 12,000 25,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . $13,000 $3,000 $15,600 $31,600
Remaining profit . . . . . . . . . . . . . . . . . . 700 350 350 1,400

Income allocation . . . . . . . . . . . . . . . $13,700 $3,350 $15,950 $33,000*

*Bonus¼ 10% (Net Income� Bonus)

Bonus¼ 10% ($33,000� Bonus)

(110%) Bonus¼ $3,300

Bonus¼ $3,000

Allocation of Profit Deficiencies and Losses. In the previous examples of profit allocations, the
partnership income was large enough to satisfy all of the provisions of the profit and loss agree-
ment. However, if the income is not sufficient or an operating loss exists, one of the two follow-
ing alternatives may be employed assuming that the agreement governs both the allocation of
profits or losses:

1. Completely satisfy all provisions of the profit and loss agreement and use the profit and loss
ratios to absorb any deficiency or additional loss caused by such action.

2. Satisfy each of the provisions to whatever extent is possible. For example, the allocation of
salaries would be satisfied to whatever extent possible before the allocation of interest is
begun.

To illustrate these alternatives, assume the same information used in Illustration 13-2 for
ABC Partnership, except that the partnership income is $22,000. In Illustration 13-3, the
income of $22,000 is divided by using the first alternative. When studying Illustration 13-3, it
is important to note that the allocation of interest, bonus, and salaries results in an excessive
allocation or deficiency of $8,600 (subtotal of $30,600 less the income of $22,000), which must
be subtracted from the partners’ previously allocated amounts. This deficiency is allocated
among the partners according to their profit and loss ratios just like a remaining profit, except
that the deficiency is subtracted rather than added.
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Illustration 13-3
Profit Allocation: Deficiency Allocated in Profit and Loss Ratio

Partner A Partner B Partner C Total

Interest on excess capital balance . . . . . $ 3,000 $ 600 $ 3,600
Bonus. . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000* 2,000
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . $13,000 12,000 25,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . $13,000 $ 3,000 $14,600 $30,600
Deficiency . . . . . . . . . . . . . . . . . . . . . . . (4,300) (2,150) (2,150) (8,600)

Income allocation . . . . . . . . . . . . . . . $ 8,700 $ 850 $12,450 $22,000*

*Bonus¼ 10% (Net Income� Bonus)

Bonus¼ 10% ($22,000� Bonus)

(110%) Bonus¼ $2,200

Bonus¼ $2,000

Normally, the first method also is used when the partnership has an overall loss. For exam-
ple, given a partnership loss of $2,400, the methodology in Illustration 13-3 would be
employed, except that a bonus would not be recognized.

However, it is possible that a separate provision governs those situations in which a net loss
exists. The allocation of the assumed loss of $2,400 is shown in Illustration 13-4. In this case,
the allocation of the interest and salaries results in allocating $28,600 of income even though
there is a loss of $2,400. This results in a deficiency of $31,000 (subtotal of $28,600 plus the
loss of $2,400), which must be allocated among the partners according to their profit and loss
ratios.

Illustration 13-4
Loss Allocation: Deficiency Allocated in Profit and Loss Ratio

Partner A Partner B Partner C Total

Interest on excess capital balance . . . . . $ 3,000 $ 600 $ 3,600
Bonus (not applicable)
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . $ 13,000 12,000 25,000

Subtotal . . . . . . . . . . . . . . . . . . . . . . . $ 13,000 $ 3,000 $12,600 $ 28,600
Deficiency . . . . . . . . . . . . . . . . . . . . . . . (15,500) (7,750) (7,750) (31,000)

Loss allocation . . . . . . . . . . . . . . . . . . $ (2,500) $(4,750) $ 4,850 $ (2,400)

The second alternative, which is used less frequently, requires that the provisions of the
profit and loss agreement be ranked by order of priority. Assuming the components listed in
Illustration 13-3 are already in order of priority, a partnership income of $22,000 would be
distributed as shown in Illustration 13-5.
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Illustration 13-5
Profit Allocation: Deficiency Allocated by Order of Priority

Partner A Partner B Partner C Total

Interest on excess capital balance . . . . . $3,000 $ 600 $ 3,600
Bonus. . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000* 2,000
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . $8,528 7,872 16,400

Income allocation . . . . . . . . . . . . . . . . . $8,528 $3,000 $10,472 $22,000

* *Bonus¼ 10% (Net Income – Bonus)

Bonus¼ 10% ($22,000 – Bonus)

(110%) Bonus¼ $2,200

Bonus¼ $2,000

The salaries of $16,400 would be allocated to Partners A and C according to the ratio sug-
gested by their normal salaries of $13,000 and $12,000, respectively. Therefore, A would receive
13/25 of the $16,400, or $8,528, while C would receive 12/25, or $7,872.

Special Allocation Procedures. A partnership profit and loss agreement may include special
provisions for handling items that represent (1) corrections of prior years’ income or (2) current-
period, nonoperating gains or losses. Even though a correction of prior years’ income may not
satisfy the criteria for a prior-period adjustment, as defined by the Financial Accounting Standards
Board, it may be more equitable to allocate the item among the partners according to the profit
and loss agreement for the relevant prior period rather than the current period. For example,
assume that Partners A, B, and C, who previously shared profits equally, currently share profits in
the ratio of 2:2:1. Also assume that, in the current year, the partnership incurs a loss of 10,000
due to the settlement of litigation involving a matter arising in a prior period. Rather than allocat-
ing the loss according to the current profit ratios, it may be more equitable to base the allocation
on the prior ratios.

A similar procedure may be adopted for the current-period recognition of nonoperating
gains or losses. Rather than allocating a gain on the sale of a plant asset according to the part-
ners’ current profit-sharing ratios, it may be more equitable to use the ratios that existed during
the period when unrealized appreciation actually took place.

To illustrate, assume that land with a basis of $40,000 has been held for three years and is
sold for $60,000 in the current period. Based on the assumed profit-sharing ratios of prior peri-
ods and amounts of annual appreciation, the $20,000 gain would be allocated to Partners A, B,
and C as follows:

Profit Allocation

Year Profit Ratio Appreciation A B C

1 1:1:2 $ 4,000 $1,000 $1,000 $2,000
2 2:1:2 10,000 4,000 2,000 4,000
3 2:2:2 6,000 2,000 2,000 2,000

$20,000 $7,000 $5,000 $8,000

If the partnership had not established special provisions for handling such items, the gain of
$20,000 would have been allocated equally among the partners according to their current profit
ratio of 2:2:2.
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R E F L E C T I O N
� The balance in a partner’s drawing account, along with the share of profits or losses, is

closed out to the partner’s capital account.

� The nature of the business a partnership is engaged in should suggest the various bases

that might be appropriate for an allocation of profits or losses.

� The allocation of profits or losses may be based on salaries, bonuses, interest on invested

capital, and/or a profit/loss percentage.

UNDERSTANDING THE ISSUES

1. A major issue faced by people who are starting their own business is the form of
organization they should select. What are some major characteristics of a partnership
that might influence their decision?

2. Under what circumstances might a salary or bonus be more appropriate than interest
on capital balances as a means of allocating profits?

3. If the income of a partnership is not sufficient enough to satisfy all of the provisions of
the partnership’s profit-sharing agreement, how should this deficiency be handled?

4. Generally speaking, what events or activities would normally result in a partner’s
capital account being debited?

EXERCISES

Exercise 1 (LO 1) Characteristics of a partnership’s financial statements. A client
of yours is considering investing in a partnership and has been analyzing the financial state-
ments of the partnership. Their analysis has resulted in the following observations that that they
are hoping you could address:

1. The balance sheet does not set forth the capital stock account at par value, which would
define some level of minimum legal liability.

2. The balance sheet does not include any accrual for either state or federal income taxes even
though the partnership reported pretax income.

3. In analyzing the income statement, your client noted that no salaries to partners were listed as
an expense even though they know that existing partners received a salary from the partnership.

4. Interest on a partner’s capital balance is used as a means of allocating profits; however, no
such interest appears on the income statement.

Provide a response to each of your client’s observations regarding the partnership’s financial
statements.

Exercise 2 (LO 2) Analyzing a Partnership Agreement. A client of yours is forming a
partnership and has asked you to review a draft of the partnership agreement. In particular, the cli-
ent is interested in your thoughts regarding the section dealing with the withdrawal of a partner.
Your client also anticipates that on an ongoing basis individual partners will draw significant funds
out of the partnership after the fiscal year-end. These withdrawals will be based on a percentage of
production fees generated by each of the partners. Selected excerpts from that section are as follows:

A withdrawing partner must notify the partnership of his/her intent to withdraw by regis-
tered mail. The partnership has the first right to acquire the withdrawing partner’s interest in the
partnership and must exercise its right within 60 days. If the partnership is not interested in
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acquiring the withdrawing partner’s interest, then the interest may be sold to an individual part-
ner or another individual. However, any sale to another individual requires the approval of the
existing partners. If the partnership exercises its right to acquire the withdrawing partner’s inter-
est, consideration paid for the interest will be equal to 60% of the partner’s interest in the capital
of the partnership as of the end of the fiscal quarter preceding notification to withdraw. Capital
balances will be measured in conformity with generally accepted accounting principles (GAAP).
The consideration due will be paid to the withdrawing partner as follows: one-third upon with-
drawal and the balance to be paid in equal installments over the next 24 months.

Prepare a memo to your client that communicates your thoughts regarding the agreement.

Exercise 3 (LO 4) Allocating profits and losses. Johnson, Larson, and Kragen own an
advertising agency that they operate as a partnership. The partnership agreement includes the
following:

a. Johnson receives a salary of $50,000.
b. Larson receives a salary of $60,000.
c. Kragen receives no salary but a bonus equal to 10% of income after the bonus.
d. All partners are to receive 10% interest on their average capital invested. The average capital

balances are $40,000, $25,000, and $145,000, respectively, for Johnson, Larson, and Kragen.
e. Any residual amounts of profit are to be divided equally between the partners.

1. Determine how $220,000 of income would be allocated.
2. Determine how a loss of $34,000 would be allocated assuming a priority system for allocat-

ing losses is not followed.
3. Determine how $132,000 of income is allocated among the partners assuming the following

priority system: income should be allocated by first giving priority to salary, then bonus,
then interest on invested capital, and then according to the profit and loss percentages.

Exercise 4 (LO 4) Allocation strategies and the allocation of operating losses.
Three individuals are considering forming a partnership to operate a metal fabricating shop. It is
anticipated that significant contributions of capital will be necessary during the first 18 months of
operation and that operating losses will likely be incurred during the first 12 months of operation.
The three individuals have asked you to respond to each of the following questions they have
regarding a partnership agreement:

1. It is anticipated that one of the partners will not be active in the day-to-day conduct of the
business but will be a major contributor of capital. Assuming that interest on invested capital
will be one of the profit allocation provisions, what would be the best way to measure the
capital upon which interest will be calculated?

2. What are some of the factors that should be considered in setting the interest rate to be used
when interest on invested capital is involved?

3. The individuals are considering addressing the buyout of an existing partner by merely stat-
ing that the withdrawing partner would receive a payment from the partnership equal to
120% of their capital balance measured as of the end of the month preceding their withdra-
wal. What are some concerns with this proposal?

4. If salaries are used as a component of a profit- or loss-sharing agreement, when are the
salaries paid? Monthly, weekly, or on what basis?

5. If a bonus is used as a component of a profit- or loss-sharing agreement, why is it recom-
mended that a bonus be based on income after the bonus?

6. The individuals understand that operating losses can be allocated either by (a) satisfying each pro-
vision to whatever extent possible or by (b) satisfying all provisions and then using the profit and
loss ratios to absorb any deficiency. Which approach would you consider to be more equitable?

Respond to each of the above questions, keeping in mind that the individuals want to
emphasize fairness over ease of application.
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Exercise 5 (LO 4) Evaluating a restructured profit-sharing agreement. Walker,
Hayes, and Leaky began a small manufacturing company organized as a partnership. The part-
nership has operated for the past two years with reported annual net income averaging
$220,000 and an allocation of such income as follows:

1. Salaries to Walker and Hayes of $90,000 each and a salary to Leaky of $70,000.
2. Bonuses to each partner of 5% of net income before bonuses.
3. Remaining profits are to be allocated equally among the partners.

The partners had initially agreed to review the allocation of profits after the first two years of
operations, based on changing business opportunities. Leaky is proposing to invest another
$125,000 into the partnership at the beginning of the second quarter of the third year of opera-
tions. Leaky believes that this injection of capital and their newly designed machined products
will significantly increase reported net income in the third year of operations. However, Leaky
has been encouraged by an outside investor to set up a second partnership with the investor and
allocate profits as follows:

1. Salary of $60,000 to Leaky.
2. Interest at 5% on the $125,000 of needed capital that would be invested by the outside

party.
3. Remaining profits allocated 80% to Leaky and the balance to the outside investor.

Leaky would prefer to continue his involvement in the current partnership, but believes that
the partnership’s allocation of profits would have to be modified in order for them to reject the
offer from the outside investor. Furthermore, Leaky believes that in the long run his investment
of capital and new products will benefit all of the partners in the future, through expanded cus-
tomer awareness of the company and its products.

Leaky is proposing the following as a basis for continuing their involvement with the current
partnership:

1. Salaries to all partners of $90,000.
2. Interest on capital of 5% of the weighted-average capital balance.
3. Mandatory investments of $15,000 of additional capital by each partner at the beginning of

the third quarter and no withdrawals of capital during the third year of operations. Capital
balances at the end of the second year were $40,000, $30,000, and $60,000 for Walker,
Hayes, and Leaky, respectively.

4. An allocation of remaining profits, such that Leaky’s allocation of total net income would be
equal to his allocation of profits under the previous agreement, plus 100% of the profit he
would have had if he had formed a partnership with the outside investor. The other two
partners would continue to share remaining profits equally between themselves.

Hayes is a client of yours and has come to you seeking your advice. Hayes is concerned that
Leaky’s proposed profit-sharing agreement will result in Hayes having less of a profit allocation,
than what he would have had if Leaky had not brought the capital and new product designs into
the existing partnership. Hayes believes that the existing partnership would have had a net
income of approximately $253,000 in its third year of operations. If Leaky had brought in the
capital and product designs, net income would have been a minimum of $100,000 more and
more likely $150,000 more.

Prepare a schedule that would help Hayes decide what course of action to take.

Exercise 6 (LO 4) Evaluating alternative profit allocation formulas. Banyan and
Schultz operate a residential construction firm as a partnership and are considering admitting
Witkowski as a partner. Witkowski has recently attended a seminar on the formation and man-
agement of partnerships and is proposing that the profit-sharing arrangement of the new part-
nership include a number of variables as follows:

a. Banyan, Schultz, and Witkowski receive salaries of $120,000, $80,000, and $40,000,
respectively.

b. Witkowski receives a bonus of 5% on all income in excess of $200,000 and up to and
including $260,000 and a bonus of 10% on income in excess of $260,000.
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c. All partners are to maintain a minimum capital balance of $50,000 and will receive interest
on this balance at the rate of 10% on the minimum balance.

d. Any residual amounts of profit are to be divided equally between the partners.
e. If profits are not adequate to complete the above provisions, no order of priority is to be

followed.

Banyan and Schultz had been sharing profits per their profit and loss ratios of 60% and
40%, respectively, and had proposed to Witkowski that the new partnership allocate profits per
the profit and loss ratios of 45%, 30%, and 25% for Banyan, Schultz, and Witkowski, respec-
tively. The original partners are not convinced that Witkowski’s proposal is worth the trouble.
Furthermore, they are concerned that they will not fare as well under Witkowski’s proposal as
compared to their proposal. Banyan and Schultz believe that the new partnership should gener-
ate income of $250,000 in its first year and grow by 20% in each of the two subsequent years in
large part due to the admission of Witkowski as a partner.

Assuming that the new partnership were to adopt Witkowski’s proposed agreement for a
3-year period, prepare a schedule to compare the Witkowski proposal against that being pro-
posed by the original partners.

Exercise 7 (LO 3, 4) Profit allocation based on multiple factors. Moore, Probst, and
Tanski formed a partnership whose profit and loss agreement contained provisions summarized
as follows:

Provision Moore Probst Tanski

Interest on weighted-average capital after consideration
of draws . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10% 10% 10%

Annual salary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000 $75,000 $65,000
Bonus as a percentage of income after the bonus . . . . . . . . 10% 10%
Profit and loss percentage . . . . . . . . . . . . . . . . . . . . . . . . . . 20% 40% 40%
Capital balance at the beginning of the current year . . . . . $250,000 $60,000 $40,000
Drawings during current year:. . . . . . . . . . . . . . . . . . . . . . .

March 31. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000 $40,000 $20,000
June 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ — $20,000 $20,000
September 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ — $20,000 $ —

If the weighted-average capital is negative, interest at 10% will be charged against the
partner’s profit allocation. All provisions of the profit and loss agreement should be satisfied
and any resulting deficiency should be allocated based on the profit and loss percentages.
Assuming current-year income of $168,000, determine how the income should be allocated
to the partners.

Exercise 8 (LO 2, 3) Intent of various profit allocation components and charac-

teristics of partnership accounting. A client of yours is seeking your help in understand-
ing a number of issues involving various aspects of a partnership. The business under
consideration is a manufacturer of custom fabricated steel building components such as fire
escapes, stairways and landings, and racking systems. Provide a response to each of the questions
your client has.

1. One of the potential partners wants to allocate partnership profits by including interest on
invested capital and bonuses, as a percentage of net income after bonuses. Why would inter-
est on capital be important given this type of business, and what is the best way to measure
capital?

2. Determining a bonus on net income after the bonus seems counterintuitive. Why not just
base the bonus on net income?

3. Are drawings and capital the same thing? Why is it necessary to make a distinction?
4. If a partner is legally considered an employee of the partnership and receives a regular pay-

check and an annual W-2 statement, is this the same thing as the salary that is included in
the profit-sharing agreement?
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5. One of the potential partners wants to allocate profits by equal percentages, but allocate
potential losses by a different percentage. Does this make sense given the nature of the
business?

6. It has been suggested that the erection of the steel components be performed by a separate
limited liability company (LLC) with which the partnership would contract. Rather than
including this in the partnership, why might a separate LLC be a good idea?

7. The attorney, who has been advising the partners on the creation of a partnership, has indi-
cated that she would have an interest in investing in the partnership. However, she would
want the partnership to be organized as a limited partnership. Why would this be important
to her?

8. In the above question, if the attorney, as a partner, were to receive an allocation of profits
based on her invested capital, why wouldn’t she rather just be an outside lender of capital?

Exercise 9 (LO 4) Evaluating alternative profit-sharing arrangements. Patton is
considering joining Microtech Enterprises as a partner. The company provides data imaging for
a variety of end users. Patton will have to contribute $100,000 of capital upon admission as a
partner and will need to decide on a profit-sharing arrangement. Three alternatives are being
proposed as follows:

Alternative A—Patton will be allocated a salary of $120,000, 10% of average capital after
considering withdrawals, and 10% of net income. At the end of each calendar quarter, $30,000
will be distributed to Patton. No additional profits will be allocated to Patton.

Alternative B—Patton will be allocated a salary of $96,000, 10% of average capital after
considering withdrawals in excess of $60,000, and a bonus of 10% of net income. At the end of
the second, third, and fourth calendar quarters, Patton will receive a distribution of $24,000. At
the end of the first quarter of the following year, Patton will receive a distribution of $60,000.
No additional profits will be allocated to Patton.

Alternative C—Patton will be allocated a salary of $80,000 and 20% of net income. Patton
will receive a distribution of $20,000 at the end of calendar quarters 1 through 3 and $80,000
at the end of quarter 4.

Patton has retained you to assist in evaluating the above alternatives and has asked you to
assume that cash distributions could be reinvested at 6%. Furthermore, Patton believes that the
probability of various levels of partnership income are as follows: a 30% probability of
$500,000 of income, a 50% probability of $560,000 of income, and a 20% probability of
$600,000 of income.

1. Prepare a schedule that evaluates the alternatives in terms of profitability and the present
value of cash flows for the first year of the partnership.

2. Discuss which alternative you consider to be the most attractive.

PROBLEMS

Problem 13-1 (LO 4) Profit allocation based on various factors. Rockford, Skeeba,
and Tapinski are partners in a business which manufactures specialty railings. Their profit and
loss agreement provides for the allocation of profits and losses as follows:

1. Salaries of $50,000, $40,000, and $55,000 for Rockford, Skeeba, and Tapinski, respectively.
2. Skeeba will receive a bonus equal to 5% of sales in excess of $1,000,000.
3. All partners will receive a bonus of 10% of net income in excess of $150,000 after their

bonus.
4. Partners will be allocated interest on their weighted-average capital balance to the extent that

it exceeds $50,000. Drawings in excess of annual salaries will be considered a reduction in
capital. Interest is computed at the rate of 10%.

5. Remaining profits or losses will be allocated 35%, 25%, and 40% to Rockford, Skeeba, and
Tapinski, respectively.
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6. Gains or losses from the sale of depreciable assets will be excluded from the above provisions
and will be equally allocated between Rockford and Tapinski.

Activity in the partners’ capital and drawing accounts during the year was as follows:

Rockford Skeeba Tapinski

Capital Drawing Capital Drawing Capital Drawing

Beginning balance . . . . . . . . . . $75,000 $ — $125,000 $ — $40,000 $ —

February 1 . . . . . . . . . . . . . . . . . 15,000 25,000
March 31 . . . . . . . . . . . . . . . . . 10,000 5,000 10,000 15,000
June 1 . . . . . . . . . . . . . . . . . . . . 10,000
June 30 . . . . . . . . . . . . . . . . . . . 10,000 25,000 15,000
September 30 . . . . . . . . . . . . . . 10,000 15,000

Ending balance . . . . . . . . . . . . . $85,000 $45,000 $125,000 $55,000 $50,000 $45,000

Determine how annual income of $280,000 (including a gain on the sale of equipment of
$20,000) should be allocated among the partners. Annual sales revenue was $1,300,000.

Problem 13-2 (LO 3, 4) Allocation of profits and determination of withdrawals.
Sandburg and Williams are the owners of a partnership that manufactures commercial lighting
fixtures. Profits are allocated among the partners as follows:

Sandburg Williams

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $125,000
Bonus as a percentage of net income after the bonus . . . . . . . . . . . . . . 10% 0%
Interest on weighted-average capital including withdrawals and

excluding current-year profits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5% 5%

Sandburg was divorced as of the beginning of 2015 and as part of the divorce stipulation
agreed to the following:

1. The spouse is to receive annual distributions traceable to years 2015 and 2016. The annual
distribution is to be the greater of $100,000 or 25% of base earnings.

2. Base earnings are defined as net income of the partnership less: (a) salaries traceable to
Sandburg and Williams of $75,000 and $125,000, respectively, and (b) bonus to Sandburg
as stated subject to the limitation that it not to exceed $50,000.

3. Sandburg’s spouse would receive a distribution from the partnership on August 31 of each
current year and on February 28 of each subsequent year. The August 31 target distribution
is $50,000. If the August distribution is less than $50,000, Sandburg’s spouse will receive
one-half year’s interest on the deficiency at the rate of 10% per year. The following distribu-
tion on February 28 must be of an amount such that the two distributions equal the required
distribution traceable to the calendar year just ended plus any interest associated with the
August distribution.

4. All distributions to Sandburg’s spouse are to be considered as a withdrawal of capital by
Sandburg.

5. Aside from distributions to Sandburg’s spouse, Sandburg’s annual withdrawals cannot
exceed $125,000.

6. Upon sale or dissolution of the partnership prior to February 28, 2016, Sandburg’s spouse
would receive 50% of the net realizable value of Sandburg’s partnership capital.

7. On February 28, 2017, Sandburg’s spouse will receive an additional final distribution equal
to 50% of the sum of Sandburg’s capital balance as of December 31, 2016, less the amount
of the February 2017 distribution as called for by item (3) above.

Required
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Capital balances at the beginning of 2015 were $180,000 and $125,000, respectively, for
Sandburg and Williams. Activity related to the partnership during 2015 and 2016 is as follows:

2015 2016

Partnership net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $750,000 $700,000
Distribution to Sandburg’s spouse:

February 28. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 to be determined
August 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 50,000

Distributions to Sandburg: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
June 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 125,000
September 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000 0

Distributions to Williams:. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
June 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 300,000
September 30 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 20,000

Prepare a schedule to determine the total amount of the distributions due Sandburg’s spouse
as of February 28, 2017. Note that the solution requires one to determine the amount of the
February 2016 distribution to Sandburg’s wife.

Problem 13-3 (LO 3, 4) Evaluating whether or not to continue to share profits.
Raymond is a senior partner in a manufacturing firm and is approaching retirement age. In dis-
cussing succession planning with the company partners, two alternatives have been presented to
Raymond. The first alternative would call for Raymond to receive a distribution of his share of
current-year 2015 profits on March 31, 2016, along with a lump sum payment of $1,500,000
for his capital balance. The 2015 profit-sharing agreement is as follows:

Component Raymond Other Partners

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000 $300,000
Bonus on income after the bonus . . . . . . . . . . . . . . . . . . . . 10% 0%
Percentage of remaining profits. . . . . . . . . . . . . . . . . . . . . 40% 60%

The second alternative would consist of the following components:

1. A distribution of his share of current-year profits on March 31, 2016.
2. A distribution of his share of 2016–2017 profits on March 31 of each subsequent year. The

profit-sharing agreement for 2016 and 2017 would be modified from the 2015 agreement as
follows:

Component Raymond Other Partners

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $80,000 $350,000
Bonus on income after the bonus . . . . . . . . . . . . . . . . . . . . 0% 10%
Percentage of remaining profits. . . . . . . . . . . . . . . . . . . . . 20% 80%

3. On March 31, 2018, Raymond would receive a lump sum payment of $1,700,000 for his
interest in capital.

In order for Raymond to make an informed decision he has come to you seeking your advice
on which alternative to accept. Raymond believes that they can invest all cash proceeds at a rate
of 8% compounded annually. It is anticipated that the partnership will have income for years
2015–2017 of $550,000, $605,000, and $682,000, respectively.

Prepare a schedule that compares the two alternatives and expresses the respective cash flows
in terms of their present value as of March 31, 2016, assuming an 8% discount rate.

Problem 13-4 (LO 4) Allocation of profits and analysis of distributions. Jacobs and
Levine are partners in a plumbing contracting business. Jacobs was divorced and the divorce
stipulation states that his ex-spouse is to receive the following as maintenance for any given year:

Required

Required
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1. Monthly maintenance payments of $2,500 throughout the year.
2. A lump sum payable on April 30 of the current year equal to 40% of Jacobs’s prior year part-

nership salary, reduced by the annual amount paid in item (1) above.
3. Measured as of April 30 of the current year, 30% of the amount by which Jacobs’s prior year

distributions, is excess of prior year salary, exceed the effective income tax on Jacobs’s share
of prior year partnership income. The estimated tax is at an effective tax rate of 30%.

The partnership agreement calls for profits of the partnership to be allocated as follows:

1. Salaries to Jacobs and Levine of $80,000 and $110,000, respectively.
2. A bonus to Jacobs of 5% of net sales in excess of $1,000,000.
3. Each partner will receive a bonus of 5% of net income after the bonus.
4. Each partner will be allocated interest at the rate of 10% on the weighted-average capital bal-

ance. Annual drawings will be considered a reduction of capital for purposes of the calcula-
tion. Profits or losses will not be allocated to partners’ capital accounts until the end of the
year. Drawing balances and profits/losses will be closed to capital accounts at year-end.

5. Any remaining profits or losses are to be allocated equally among the partners.

The following information relates to years 2 through 5, respectively:

Calendar Year

2 3 4 5

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000 $1,100,000 $1,200,000 $950,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 275,000 330,000 264,000
Beginning capital balance: . . . . . . . . . . . . . . . . .

Jacobs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 166,000 170,600 163,915
Levine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 174,000 204,400 221,085

July 1 capital investments: . . . . . . . . . . . . . . . . . .
Jacobs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 — — —

Levine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 — — —

Drawings at the end of each calendar quarter: . .
Jacobs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 30,000 40,000 40,000
Levine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 30,000 40,000 40,000

Given the above information, determine the total amount paid to Jacobs’s ex-spouse in years
3 through 5.

Problem 13-5 (LO 4) Allocation of profits and determination of capital balances.
At the beginning of the current year, Meyers, Lincoln, and Kopinski formed a partnership to
carry on their consulting practice. At that time, net assets of $59,000, $30,000, and $25,000
were contributed to the partnership by Meyers, Lincoln, and Kopinski, respectively. The part-
nership provided for the allocation of profits among the partners as follows:

1. All partners will receive 6% interest on their weighted-average capital balances, as defined.
Capital balances will be the initial capital balances reduced by amounts withdrawn in excess
of partners’ salaries and asset dispositions, as discussed in item (5). Partners with a deficit bal-
ance will have their profit allocation reduced by the interest on such amounts.

2. Salaries for Meyers, Lincoln, and Kopinski are $120,000, $96,000, and $72,000, respec-
tively. All salaries are withdrawn at the end of each month.

3. Each partner will also receive a bonus equal to 10% of his or her gross billings in excess of
$400,000.

4. As compensation for her duties as office administrator, Kopinski will receive 10% of net
income after reduction for items (1) through (3) above.

5. To the extent that assets initially contributed to the partnership are determined to be exces-
sive and not operational in nature, they will be disposed of during the first year. Any gain or
loss on the disposal of such assets will be allocated to the partner who initially contributed
such assets. The net sales proceeds from the dispositions will be distributed to the respective
partner and their capital balance will be reduced accordingly.

6. Remaining profits will be distributed equally among the partners.

Required
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The following information is relevant to the allocation of the current year’s net income of
$420,000:

1. On March 31, $20,000 of tangible assets contributed by Meyers were sold for $15,000.
2. On June 30, both Lincoln and Kopinski had drawings in excess of their salaries in the

amount of $20,000 and $60,000, respectively. On September 30, Meyers withdrew
$25,000 in excess of his salary.

3. Gross billings during the current year were $500,000, $380,000, and $450,000 for Meyers,
Lincoln, and Kopinski, respectively.

Determine the final end-of-year capital balances for each partner, after all relevant closing
entries have occurred.

Problem 13-6 (LO 3, 4) Profit allocation involving interest on capital balances.
Rivera, Sampson, and Elliott are partners in a commercial plumbing business. Rivera and
Sampson have also started another contracting company and have cash flow needs, which
require periodic distributions from the partnership. In order to deal fairly with the level of part-
nership withdrawals, the partnership agreement calls for profit sharing as follows:

Component Rivera Sampson Elliott

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $80,000 $80,000 $100,000
Bonus on income after the bonus . . . . . . . . . . . . . . . 0% 0% 10%
Interest on ‘‘average net capital’’ . . . . . . . . . . . . . . 10% 10% 10%
Percentage of remaining profits. . . . . . . . . . . . . . . . 30% 30% 40%

‘‘Average net capital’’ is determined by netting the partners’ drawing accounts against their
capital accounts and weighting the net amounts for the appropriate portion of the year. On
March 31 and September 30, $40,000 is allocated to each partner’s capital account in anticipa-
tion of the annual actual amount of profit. Activity in the drawing and capital accounts is as
follows for the current calendar year:

Drawing Account Rivera Sampson Elliott

Beginning balance January 1 . . . . . . . . . . . . . . . . . . . . . . . $ — $ — $ —

March 31 draws . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 40,000 —

June 30 draws . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 25,000 30,000
September 30 draws . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 50,000 20,000
Capital Account
Beginning balance January 1 . . . . . . . . . . . . . . . . . . . . . . . 40,000 50,000 70,000
March 31 anticipated profit allocation . . . . . . . . . . . . . . . . 40,000 40,000 40,000
March 31 capital investment . . . . . . . . . . . . . . . . . . . . . . . . — — 40,000
September 30 anticipated profit allocation. . . . . . . . . . . . . 40,000 40,000 40,000
September 30 loan conversion . . . . . . . . . . . . . . . . . . . . . . — 15,000 —

Sampson had loaned the partnership money in the past, and the transaction was properly
classified as a loan payable on the statements of the partnership. On September 30, the loan and
accrued interest totaling $15,000 were converted from a loan payable to a capital investment in
the partnership.

Determine how the current-year profit of $330,000 is to be allocated among the partners.

Problem 13-7 (LO 3, 4) Correcting capital balances. Rexcam is a partnership owned by
Wilson, Watts, and Franklin that manufactures special machine tools used primarily in injec-
tion molding applications. The partnership had operated very profitably for the first five years
of existence. However, in the last two years, 2013 and 2014, the company has been challenged
by foreign competition and pricing pressures. During this time, Franklin, acting as the chief
financial officer, began to have difficulty dealing with the financial pressures at work and issues
in his personal life. Franklin had a fatal heart attack in early January of 2015, and the

Required

Required
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partnership agreement required the partnership to pay a deceased partner’s estate: (a) five times
the deceased partner’s average annual share of profit based on the three years prior to death plus
(b) 50% of their capital balance as of the year-end prior to date of death. The amount due to
the deceased partner’s estate was to be determined by an outside independent accountant.

Assuming you have been retained as the outside accountant, the following errors and/or
irregularities associated with Franklin’s accounting for the company have come to your
attention:

1. During 2013 and 2014, sales of $25,000 and $75,000, respectively, were recorded as being
made to Alcor Corporation. Alcor is a fictitious company that was set up by Mr. Franklin.

2. A physical inventory was taken at the end of both 2013 and 2014. Although the quantity of
goods on hand was accurate, the physical quantities were incorrectly priced resulting in an
overstatement of ending inventory in 2013 and 2014 of $35,000 and $75,000, respectively.

3. Annual casualty insurance premiums were $80,000 for 2014. However, the insurance carrier
was only paid $20,000 even though it was recorded as though the entire premium had been
paid. The difference of $60,000 that was not paid was then recorded as a payment toward
the outstanding fictitious account receivable balance of Alcor Corporation [see item (1)
above].

4. The coverage period for the liability insurance policy is from April 1 through March 31. A
premium payment of $36,000 for the policy period beginning April 1, 2013, was made in
March of 2013 and recorded as prepaid insurance. At the end of 2013, the recorded prepaid
insurance balance was $15,000. The policy premium of $39,600 of the policy period begin-
ning April 1, 2014, was paid in March of 2014. At the end of 2014, the recorded balance in
the prepaid insurance account was $19,200.

5. At the end of each calendar quarter of 2013, every partner received a draw of $50,000. At
the end of each calendar quarter of 2014, every partner received a draw of $10,000. How-
ever, at the end of the second and third quarters of 2014, Franklin paid himself an additional
draw of $20,000 each quarter. The additional draws were recorded as equipment acquisi-
tions that were depreciated by the straight-line method over a 5-year period.

6. In the last quarter of 2014, the company received a payment from a customer in the amount
of $42,000. However, rather than correctly recording this as a payment on account, Franklin
recorded it as a cash sale.

Profits and losses of the partnership are allocated according to the following:

1. Salaries to each of the partners of $150,000 per year.
2. Interest on weighted-average capital, after consideration of draws, at the rate of 10%. If the

weighted-average capital is negative, interest at 10% will be charged against the partner’s
profit allocation.

3. A bonus to Wilson equal to 10% of sales over $1.5 million per year.
4. Remaining balance to be allocated 30%, 35%, and 35% to Wilson, Watts, and Franklin,

respectively.
5. If profits are not adequate, all provisions of the agreement will be satisfied, and any defi-

ciency is to be allocated to the partners according to their profit and loss percentages.

At the end of 2012, the company reported profit of $590,000 of which $190,000 was prop-
erly allocated to Franklin. After all closing entries, the year-end 2012 capital balances were
$300,000, $250,000, and $200,000 for Wilson, Watts, and Franklin, respectively. As initially
reported by Franklin, the income of the partnership was $500,000 and $480,000 for the years
2013 and 2014, respectively, on sales of $1.65 million and $1.58 million for the years 2013 and
2014, respectively.

Prepare a schedule to determine the correct amount the partnership should pay to the estate
of Franklin.

Required
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14
C H A P T E R

14
Partnerships: Ownership Changes

and Liquidations

In theory, a partnership may be viewed as a conduit or entity through which individual partners
carry on a common business purpose. It is natural that the circumstances surrounding the indi-
vidual partners’ lives may change and affect their involvement in the partnership. Individual
partners may increase or decrease their interest in the partnership or withdraw entirely from the
partnership. In turn, new partners may become involved in the partnership. Such ownership
changes are common in a partnership just as they are in other forms of organizations, such as a
corporation. The Uniform Partnership Act (1997) sets forth those circumstances under which
the dissociation of a partner does and does not result in the dissolution and winding up of a
partnership. The specifics of a particular situation must be evaluated, but generally speaking, a
change in the ownership structure of a partnership does not necessarily require the dissolution
and winding up of the partnership.

The previous chapter stressed the importance of a well-conceived partnership agreement.
Changes in the ownership structure of a partnership are one of the most important areas that
should be addressed. Often, the initial concerns of a new partnership are such that the partners
overlook the certain reality that, someday, there will be a change in the ownership. Accountants
can be of significant help to their clients in advising them in the structuring of buy/sell agree-
ments for the partnership. Proper planning for such changes will help to ensure smooth and
equitable transitions.

Learning Objectives

When you have completed this chapter, you should be able to

1. Understand that changes in the ownership of a partnership do not necessarily result in the
dissolution and winding up of a partnership.

2. Account for the partners’ capital balances under the bonus method.

3. Account for the partners’ capital balances under the goodwill method.

4. Describe the conceptual differences between the bonus and goodwill methods.

5. Account for the admission of a new partner through direct contribution to an existing
partner.

6. Explain the impact of a partner’s withdrawal from the partnership.

7. Describe the order in which assets must be distributed upon liquidation of a partnership,
and explain the right-of-offset concept.

8. Understand the treatment for capital deficiencies and unsatisfied creditors.

9. Calculate the assets to be distributed to a given partner in a lump-sum or installment
liquidation, and understand the concept of maximum loss absorbable.

10. Prepare an installment liquidation statement and a schedule of safe payments.
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OWNERSHIP CHANGES
Changes in the ownership structure of a corporation are everyday occurrences, as evidenced by
the activity of security exchanges. These changes typically involve transactions between existing
and prospective shareholders and, therefore, create no special accounting problems for the cor-
porate entity other than updating its listings of stockholders. In the case of a partnership, how-
ever, changes in ownership structure are events that require special accounting treatment.

A transfer, in whole or in part, of a partner’s interest in a partnership is permissible and does
not necessary result in the dissociation of the transferring partner of the dissolution and winding
up of the partnership. The entity theory of partnership conceptually suggests that the partner-
ship entity should continue if a partner is dissociated. However, changes in the ownership struc-
ture of a partnership are also influenced by the propriety theory , which views a partnership not as
a distinct entity but, rather, as a group of individual investors. Measuring changes in the equity
of the individual partners is a major aspect of partnership accounting. Ownership changes pro-
vide an excellent opportunity for accounting to measure the current wealth or equity of the
partners. Changes in the ownership structure of the partnership are presumed to be arm’s-length
transactions which reflect the current value of the partnership. Therefore, such changes may
indicate that:

1. Previously unrecorded intangible assets exist that are traceable to the original partnership;
and/or

2. Intangible assets, such as goodwill, exist that are traceable to a new partner.

In practice, a change in ownership normally suggests the need to both revalue net assets
and recognize intangible assets.

Admission of a New Partner

The admission of a new partner requires the approval of the existing partners, although a part-
ner’s interest may be assigned to someone outside the partnership without the consent of the
other partners. However, assigning an interest does not dissolve the partnership, and it does not
allow the assignee to participate in the management of the partnership or to review transactions
and records of the partnership. The assignee receives only the agreed-upon portion of the
assigning partner’s profit or loss.

Assuming a new partner has been approved by the existing partners, the new partner, nor-
mally, will experience the same general risks and rights of ownership as do the other existing
partners. A new partner is liable for all of the obligations of a partnership that arose before their
admission except that such obligations can only be satisfied out of partnership assets and not
the personal assets of the new partner.

Contribution of Assets to Existing Partnership. One method of gaining admission to an exist-
ing partnership involves contributing assets directly to the partnership entity itself. In this case,
the exchange represents an arm’s-length transaction between the entity and the incoming
partner. If the book value of the original partnership’s net assets approximates fair value, the
incoming partner’s contribution would be expected to be equal to his/her percentage interest in
the capital of the new partnership. For example, if an incoming partner is to acquire a one-
fourth interest in a partnership that has a book value and a fair value of $60,000, the original
$60,000 would now represent a three-fourths interest in the new partnership. Therefore, the
total partnership capital must be $80,000, of which $60,000 is traceable to the original partners
and $20,000 is traceable to the assets contributed by the new partner.

An incoming partner may acquire an interest in the partnership for a price in excess of that
indicated by the book value of the original partnership’s net assets. This situation would suggest
the existence of:

1. Unrecognized appreciation on the recorded net assets of the original partnership, and/or

2. Unrecognized goodwill that also is traceable to the original partnership.

1
O B J E C T I V E
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However, it is possible that an incoming partner may acquire an interest in the
partnership at a price less than that indicated by the book value. This situation would suggest
the existence of:

1. Unrecognized depreciation or write-downs on the recorded net assets of the original partner-
ship, and/or

2. A contribution by the incoming partner of some intangible asset (goodwill) in addition to
a measured contribution.

When an incoming partner’s contribution is different from that indicated by the book
values of the original partnership, the admission of the partner, typically, is recorded by
either the bonus method or the goodwill method. These two methods are mutually exclusive
of each other. Both methods comprehend the possibility of adjusting the value of existing
assets and/or the existence of goodwill. However, they differ in how these conditions are
recognized.

Bonus Method. The bonus method generally follows a book-value approach. That is, existing
book values should not be adjusted to current values unless such adjustments would have other-
wise been allowed by generally accepted accounting principles (GAAP). More specifically
increases in the value of assets as suggested by the admission of a new partner should not be
recognized until they are realized through an actual subsequent exchange transaction. However,
following the principle of conservatism, decreases or write-downs in the value of assets, which
are suggested by the admission of a new partner, may be recognized even though they are not
realized. Recognition of unrealized losses is not unique to partnership accounting and is not in
conflict with GAAP. Even if no new partner were being admitted, unrealized losses suggested by
economic events should be recognized. For example, if inventory has a cost in excess of market,
or if long-lived assets are impaired, these losses should be recognized regardless of whether a
new partner is being admitted. Therefore, use of the bonus method should not preclude a part-
nership from recognizing losses which would otherwise be recognized through the application
of GAAP. However, the bonus method does preclude the recognition of asset appreciation,
which would otherwise not be allowed per GAAP.

Therefore, when a new partner is admitted to an existing partnership, the total capital of the
new partnership consists of the following:

1. The book value of the previous partnership less
2. Write-downs in the value of the previous partnership’s assets as recognized by GAAP plus
3. The fair value of the consideration paid to the partnership by the incoming partner.

The book-value approach of the bonus method does not directly recognize increases in
asset values suggested by the consideration that the incoming partner pays. However, the
method does indirectly recognize such increases by reallocating or adjusting the capital bal-
ances of the partners. For example, if increases in net asset values are suggested as being
traceable to the original partners, this suggests that their equity or capital has increased.
This increase in capital, or bonus, is accomplished by increasing their capital balances. If
increases in asset values are not directly recognized, the indirect recognition through the
capital balances of original partners must be offset by decreasing the capital of the incoming
partner. Therefore, the incoming partner’s new capital balance is equal to the value of
the consideration paid by the incoming partner less the bonus or increase in capital
recorded for the original partners. These adjustments result in the new incoming partner’s
capital balance always being equal to:

1. The book value (BV) of the new partnership [book value of the previous partnership less
asset write-downs plus the fair value (FV) of consideration received from the incoming part-
ner] times.

2. The interest in capital being acquired by the incoming partner.
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The difference between the value of the consideration received from the incoming partner
and his/her capital balance represents the bonus traceable to the original partners. This bonus is
allocated to the original partners according to their profit and loss ratios in existence prior to
the new partner’s admission.

It is important to note that the profit and loss ratios of the original partners are used for this
allocation rather than their percentage interest in capital. If the increases in the value of assets,
as suggested by the admission of a new partner(s), are traceable to the original partners, such
increases could have been alternatively realized by a sale of appreciated assets to an outside party.
If this were the case, the realized gains would have become a component of net income. This
net income would have, in turn, been allocated to the original partners according to their profit
and loss ratios.

If the gain on such appreciated assets were realized subsequent to the admission of a new
partner(s), a portion of this gain would be allocated to the new partner based on his/her profit
ratio. Keeping in mind that this original appreciation in value should not accrue to the benefit
of the new partner, the reduction of his/her capital balance (equal to the bonus granted to the
original partners) compensates for any subsequent allocation of gains resulting from the realiza-
tion of such appreciated assets.

Bonus to the Original Partners. When an incoming partner’s contribution indicates the exis-
tence of unrecorded asset appreciation and/or unrecorded goodwill, the bonus method does not
record these previously unrecorded items but, rather, grants a ‘‘bonus’’ to the original partners.
The bonus, which increases the capital accounts of the original partners and reduces the capital
balance of the new partner(s), is made possible by recording in the new partner’s capital account
only a portion of the actual contribution to the partnership. To illustrate this method, assume
the following:

Percentage Interest in

Existing Partners Capital Balance Capital Profit

Partner A . . . . . $30,000 40% 50%
Partner B . . . . . 45,000 60 50

Then assume that C invests $27,000 in the partnership in exchange for a 20% interest in
capital and a 20% interest in profits. The $27,000 of consideration invested by Partner C in
exchange for a 20% interest in capital suggests that the total value of the new partnership is
$135,000 ($27,000 ‚ 20%). The $135,000 of value is comprised of the following:

Book value of original partners . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,000
Investment of new partner . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000

$102,000
Asset appreciation traceable to original partners . . . . . . . . . . . . . . . . . . . . . . . . 33,000

Total suggested value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000

Partners A and B will each have a 40% interest in the profits of the new partnership. Since
the total capital of the new partnership equals $102,000 ($30,000 þ $45,000 þ $27,000)
and the new partner is acquiring a 20% interest in capital, it seems reasonable that the
incoming partner’s capital account initially should reflect 20% of the total capital, or $20,400.
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The $6,600 difference between C’s contribution and the interest recorded for C indicates the
existence of unrecorded intangibles (goodwill) or unrecorded appreciation on existing assets.
Regardless of the identity of the $6,600, the value must be allocated to the appropriate parties.
If the unrecorded value had been realized through a sale, the resulting profit would have been
divided between the original partners in accordance with their profit and loss agreement. There-
fore, assuming the $6,600 is identified as a bonus to the original partners and is divided between
them according to their profit and loss ratio prior to admission of the new partner, the entry to
record C’s investment is as follows:

Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000
A, Capital . . . . . . . . . . . . . . . . . . . . . . 3,300
B, Capital. . . . . . . . . . . . . . . . . . . . . . . 3,300
C, Capital . . . . . . . . . . . . . . . . . . . . . . 20,400

If the suggested appreciation in value of $33,000 were subsequently realized, it would be
allocated among Partners A, B, and C according to their profit and loss percentages of 40%,
40%, and 20%, respectively. Therefore, Partner C will be allocated $6,600 (20% � $33,000)
of the gain. The $6,600 reduction in Partner C’s initial capital balance, represented by the
bonus to the original partners, compensates for or negates the subsequent allocation of the rea-
lized gain to Partner C. In substance, none of the $33,000 gain should accrue to the benefit of
the new partner. The bonus of $6,600 to the original partners is, in substance, the reallocation
to them of the subsequently realized gain that would be allocated to Partner C.

Bonus to the New Partner. When the new partner invests some intangible asset, such as busi-
ness acumen or an established clientele, it is possible to have a bonus credited to the new part-
ner. For example, given the same basic facts as in the previous illustration, assume that C invests
$10,000 for a 20% interest in capital and a 20% interest in profits. Total capital of the partner-
ship would be $85,000 ($30,000 þ $45,000 þ $10,000), and C’s share of the total capital
would be 20%, or $17,000. Partner C is acquiring a $17,000 interest in capital in exchange for
an investment of $10,000, and the original partners are transferring $7,000 of their capital to C
in exchange for unrecorded intangible assets invested by C. Partner C’s admission is recorded by
the following entry:

Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
A, Capital . . . . . . . . . . . . . . . . . . . . . . . . 3,500
B, Capital . . . . . . . . . . . . . . . . . . . . . . . . 3,500

C, Capital . . . . . . . . . . . . . . . . . . . . . . 17,000

Partner C’s bonus may be viewed as a cost incurred to acquire C’s goodwill. Since all costs to
acquire assets eventually affect income and are allocated among the partners, C’s bonus is allo-
cated to A and B according to their profit and loss ratio.

Overvaluation of the Original Partnership. The recording of a bonus traceable to the incom-
ing partner was based on the assumption that the new partner was contributing an intangible
asset in addition to other assets valued at $10,000. However, the substance of the transaction
may indicate that no intangibles are being contributed and the existing assets of the old partner-
ship are overvalued. For example, in the previous illustration, C invested $10,000 in return for
a 20% interest in the new partnership’s total capital. Therefore, the total capital of the new part-
nership may be interpreted from C’s investment to be equal to $50,000 ($10,000 ‚ 20%). Of
this total, $10,000 is traceable to the new partner, and the balance of $40,000 represents the fair
value of the original partners’ capital. Assuming this is a proper interpretation of the substance
of the transaction between the new partner and the partnership, it suggests that the assets of the
original partnership are overvalued by $35,000 ($75,000 less $40,000). C’s admission to the
partnership is recorded as follows:
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A, Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,500
B, Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,500

Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
To record the write-down of the original partners’ capital from a
book value of $75,000 ($30,000þ $45,000) to its implied fair
value of $40,000.

Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
C, Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

To record C’s contribution of assets to the partnership.

After these entries are posted, the total capital of the new partnership is $50,000 ($30,000 þ
$45,000 – $35,000 þ $10,000), of which C’s share is $10,000 (20% � $50,000), as initially
represented by the balance in C’s capital account.

Goodwill Method. Although the admission of new partner does not result in the dissolution
and winding up of the previous partnership, the goodwill method views the admission of a new
partner as an opportunity to revalue net assets as though a new entity had been created. Had a
new entity been created, the assets transferred to this entity would have been recorded at their
current fair value. After a complete analysis, both tangible and intangible assets acquired by
the new entity, including goodwill created by the previous partnership, would be recorded.
Therefore, the total capital of the new partnership will consist of the following values:

1. The book value of the net assets of the previous partnership plus

2. Unrecognized appreciation or less unrecognized depreciation on the recorded net assets of
the previous partnership plus

3. Unrecognized goodwill (GW) traceable to the previous partnership plus

4. The fair value of the consideration, both tangible and intangible, received from the new
incoming partner.

BV of
Original

Partnership
þ

Unrecognized
Appreciation (or
Unrecognized
Depreciation)

þ
Unrecognized

GW of Original
Partnership

þ
FV of New
Partner’s

Contribution
Including GW

¼
Total Capital

of New
Partnership

When the bonus method is used to account for the admission of a new partner, the total
capital of the new entity equals the book value of the previous partners’ capital adjusted for asset
write-downs, if appropriate, plus the incoming partner’s investment. When the goodwill
method is employed, however, the total capital of the new partnership must approximate the
fair value of the entity.

To illustrate the goodwill method, assume the following:

Percentage Interest in

Existing Partners Capital Balance Capital Profit

Partner A . . . . . $30,000 40% 50%
Partner B . . . . . 45,000 60 50

If C invests $27,000 in the partnership in exchange for a 20% interest in capital and a 20%
interest in profit, such an investment implies that the entity has a fair value of $135,000
($27,000 ‚ 20%). However, the book value of the new partnership equals only $102,000 when
the former partners’ capital balances of $75,000 are added to C’s $27,000 investment. Thus,
$33,000 must be added to the existing book value.

Another interpretation of the transaction would be that, given the $102,000 book value of
the new partnership, a 20% interest should have cost $20,400 ($102,000 � 20%). The new
partner paid an extra $6,600 ($27,000 – $20,400) for a 20% interest in the difference between
the implied fair value and the book value of the new entity. Therefore, the total difference must
be $33,000 ($6,600 ‚ 20%).
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Asset Appreciation. The difference between the higher fair value and the book value of the new
entity, as previously discussed, may be traceable to unrecognized appreciation and/or unrecog-
nized goodwill. Each of these possible explanations should be thoroughly analyzed to properly
account for a change in the ownership structure of a partnership. If differences between the fair
value and the book value of recorded assets are identifiable, appropriate adjustments to asset bal-
ances should be considered. Since a change in ownership structure creates a new, distinct legal
entity, every attempt should be made to identify differences between fair and book values, whether
such differences represent appreciation or write-downs in value. However, the absence of objective
and independent valuations often prevents such an analysis. For example, fair values are not read-
ily available for certain specialized assets, and the alternative of engaging an independent appraiser
could become an expensive option. Furthermore, estimating fair values with the use of specific
price-level indexes is often difficult because of the absence of relevant indexes. Another reason for
not recording changes in fair values is that the resulting differences between the bases for tax pur-
poses and the bases for book purposes would require more complex records.

Assuming objective measures of unrecorded appreciation are available, the appreciation
would be recognized and allocated to the previous partners according to their old profit and loss
ratios. To illustrate, assume that the $33,000 difference in values from our previous example is
entirely traceable to the unrecognized net appreciation of the recorded net assets of the previous
partnership as follows:

Land appreciation . . . . . . . . . . . . . . . . . $ 43,000
Inventory write-down . . . . . . . . . . . . . . . (10,000)

Net appreciation . . . . . . . . . . . . . . . . . . $ 33,000

This appreciation and the investment by C would be recorded as follows:

Assets (from C). . . . . . . . . . . . . . 27,000
Land. . . . . . . . . . . . . . . . . . . . . . 43,000

Inventory . . . . . . . . . . . . . . . . 10,000
A, Capital . . . . . . . . . . . . . . . 16,500
B, Capital. . . . . . . . . . . . . . . . 16,500
C, Capital . . . . . . . . . . . . . . . 27,000

Goodwill Traceable to the Original Partners. Unrecorded goodwill also may be identifiable.
In the previous example, assuming there are no differences between the fair value and book
value of recorded assets, the new partner’s willingness to pay more than the proportionate book
value of the new entity indicates that goodwill existed prior to the new partner’s admission. If
this intangible asset could have been sold prior to the admission of the partner, the realized
profit would have been allocated to the original partners. Therefore, the goodwill is recorded
and allocated to the original partners according to their profit and loss ratio. The investment by
C is recorded under the goodwill method as follows:

Assets (from C). . . . . . . . . . . . . . . . . 27,000
Goodwill . . . . . . . . . . . . . . . . . . . . . 33,000

A, Capital . . . . . . . . . . . . . . . . . . 16,500
B, Capital. . . . . . . . . . . . . . . . . . . 16,500
C, Capital . . . . . . . . . . . . . . . . . . 27,000

It is important to note that the new partner’s capital account balance represents a 20%
interest in the total capital of the new partnership, as verified by the following computation:

Original capital . . . . . . . . . . . . . . . . . . . . . $ 75,000
C’s investment . . . . . . . . . . . . . . . . . . . . . . 27,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000

$135,000
C’s interest . . . . . . . . . . . . . . . . . . . . . . . . . 20%

C’s capital balance . . . . . . . . . . . . . . . . . . $ 27,000
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In comparing the assumption that the $33,000 difference was traceable to net appreciation
of assets versus goodwill, it should be noted that:

1. In one case, the net appreciation is allocated to specific assets versus goodwill, yet the
amount is the same.

2. Some combination of appreciated assets and goodwill could account for the $33,000
difference.

3. The adjusted capital balances of the partners are the same regardless of whether asset appre-
ciation and/or goodwill is recognized.

The recognition of goodwill traceable to the previous partners is criticized by some
accountants. If the concept of a new entity is cast aside, some would argue that the goodwill is
self-created and, therefore, should not be recognized. Outside of partnership accounting, self-
created goodwill is not recognized and only goodwill purchased from another entity may be
recognized. To argue that the new partnership is, in substance, a continuation of the previous
partnership would prevent the recognition of goodwill traceable to the original partnership.
Furthermore, viewing the new partnership as a continuation of the previous partnership may
prevent the recognition of appreciation on other assets as well.

It also may be argued that the difficulties associated with the measurement of the fair value
of existing assets unjustifiably forces the recognition of goodwill for lack of a more precise analy-
sis. However, the argument that the fair value of a new partnership, as indicated by the new
partner’s investment, is not objectively or independently determined overlooks the basic nature
of the transaction. Negotiations between previous partners and a new partner would be
described as arm’s length, since both parties involved are independently seeking a fair price.

Asset Write-Downs. Given the same basic facts as in the previous illustrations, assume that C
invests $10,000 to acquire a 20% interest in the partnership of A and B. C’s investment implies
a fair value of the new entity equal to $50,000 ($10,000 ‚ 20%). However, the book value of
the new partnership equals $85,000, consisting of the original partners’ capital balances of
$75,000 plus C’s investment of $10,000. This difference between the fair value and the higher
book value indicates the existence of unrecorded net write-downs and/or goodwill contributed
by the incoming partner.

If objective evidence supports the write-down of existing assets, the previous partners’ capi-
tal balances would be reduced accordingly in proportion to their profit and loss ratios. The
amount of the suggested write-down is calculated by comparing the implied fair value of
$50,000 to the $85,000 representing the book value of the previous partnership plus the new
partner’s investment. Therefore, the difference of $35,000 is equal to the necessary net write-
down. Assuming the net write-down is represented by land appreciation of $20,000 and a
write-down of $55,000 to inventory, the net write-down would be recorded as follows:

A, Capital . . . . . . . . . . . . . . . . . 17,500
B, Capital . . . . . . . . . . . . . . . . . 17,500
Land. . . . . . . . . . . . . . . . . . . . . . 20,000

Inventory . . . . . . . . . . . . . . . . 55,000

This reduces the net assets of the previous partnership to $40,000, and the new partner’s
investment of $10,000 would then represent 20% of the new partnership’s total capital of
$50,000 ($40,000þ $10,000).

Goodwill Traceable to the New Partner. Assuming net assets of the original partnership are
properly valued and should not be written down, it is possible that goodwill may be traceable to
the incoming partner. The amount of this contributed goodwill may be computed as the differ-
ence between:

1. The amount that should have been paid by the new partner, as indicated by the book value
of the previous partnership (calculated by dividing the original book value of the partnership
by the total percentage interest of the original partners in the new partnership, and subtract-
ing the original book value),

732 Part 3 PARTNERSHIPS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Book Value of
Original

Partnership
�

Original Partners’
Interest in New

Partnership

2
4

3
5�

Book Value
of Original
Partnership

¼ New Partner’s
Capital Balance

1. and

2. The amount of consideration, excluding any goodwill, contributed by the new partner.

Using the previous example, the $75,000 original book value would represent 80% of the
new partnership capital, or $93,750 ($75,000 ‚ 80%). Therefore, it appears that the new part-
ner should have paid $18,750 ($93,750 less the original $75,000 book value) for a 20% interest
in the partnership; however, the partner actually paid only $10,000 cash. The difference
between what should have been paid ($18,750) and the amount actually paid ($10,000) repre-
sents the goodwill traceable to the incoming partner. The investment by C would be recorded
under the goodwill method as follows:

Assets. . . . . . . . . . . . . . . . . . . . . 10,000
Goodwill . . . . . . . . . . . . . . . . . . 8,750

C, Capital . . . . . . . . . . . . . . . 18,750

Note that the new partner’s capital account balance represents a 20% interest in the total
capital of the new partnership, as shown by the following computation:

Original capital . . . . . . . . . . . . . . . . . . . . . $ 75,000
C’s investment of cash . . . . . . . . . . . . . . . . 10,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . 8,750

$ 93,750
C’s interest . . . . . . . . . . . . . . . . . . . . . . . . . � 20%

C’s capital balance . . . . . . . . . . . . . . . . . . $ 18,750

The fact that a new legal entity is created supports the recognition of goodwill and other
contributed assets at their fair value. If the concept of a new entity is set aside, the goodwill may
be viewed as being purchased by the previous partnership in exchange for partnership equity.
Accounting theory and current practice support the recording of goodwill acquired or pur-
chased from other entities.

Revaluation of Assets and Goodwill. The previous examples of accounting for a new partner’s
investment assumed that either asset revaluations or goodwill recognition were appropriate as
mutually exclusive choices. In reality, some combination of the two may be appropriate. Conti-
nuing with the previous example, assume that the $75,000 book value of the previous partner-
ship has a fair value of $64,000 and new partner C’s investment remains at $10,000.

The first step to be taken is to recognize the write-down of the previous partnership’s net
assets as follows:

A, Capital . . . . . . . . . . . . . . . 5,500
B, Capital . . . . . . . . . . . . . . . 5,500

Assets. . . . . . . . . . . . . . . . . 11,000

The adjusted value of the previous partnership, then, is used to determine the goodwill
traceable to the new partner. In this example, the $64,000 fair value of the previous partnership
would represent 80% of the new partnership capital, or $80,000 ($64,000 ‚ 80%). Therefore,
it appears that the new partner should have paid $16,000 ($80,000 less the fair value of the pre-
vious partnership) for a 20% interest in the partnership. The difference between what should
have been paid ($16,000) and the amount actually paid ($10,000) represents the goodwill
traceable to the incoming partner. The entry to record C’s investment is as follows:

Assets. . . . . . . . . . . . . . . . . . . 10,000
Goodwill . . . . . . . . . . . . . . . . 6,000

C, Capital . . . . . . . . . . . . . 16,000
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Methodology for Determining Goodwill. An analysis of the previous examples reveals that
goodwill may be traceable to either the original partners or the incoming partner. To properly
apply the goodwill method, the following methodology may be helpful in identifying the origin
of the goodwill and its amount:

1. Determine the entity’s fair value, as indicated by the new partner’s investment (new partner’s
investment divided by the percentage interest acquired in the partnership).

2. If the fair value determined is:
a. Greater than the book value of the new partnership adjusted for net appreciation or net

write-downs, implied goodwill is traceable to the original partners and is allocated
among them according to their original profit ratios. The amount of goodwill is equal to
the difference between (1) the fair value indicated by the new partner’s investment and
(2) the adjusted book value of the new partnership.

b. Less than the adjusted book value of the new partnership, implied goodwill is traceable
to the new partner. The amount of goodwill is equal to the difference between (1) the
amount that should have been paid by the new partner to acquire an interest in the
adjusted book value of the previous partnership and (2) the actual amount paid.

3. The initial capital balance of the new partner always is equal to the new partner’s interest in
the total capital of the new partnership after goodwill is recognized.

Comparison of Bonus and Goodwill Methods. The bonus method adheres to the historical
cost concept and is often used in accounting practice. It is objective in that it establishes total
capital of the new partnership at an amount based on actual consideration received from the
new partner. The bonus method indirectly acknowledges the existence of appreciation of assets
and/or goodwill by giving a bonus to either original or new partners.

The goodwill method results in the recognition of an asset implied by a transaction rather
than recognizing an asset actually purchased. Historically, goodwill has been recognized only
when purchased so that a more objective measure of its value is established. Therefore, oppo-
nents of the goodwill method contend that goodwill is not determined objectively and other
factors may have influenced the amount of investment required from the new partner. Also, cer-
tain recipients of partnership financial statements may question the valuation of goodwill, since
increasing total assets may result in an understatement of the return on total assets or equity.
However, in defense of the goodwill method, the current value of net assets, whether tangible or
intangible, is reflected on the financial statements resulting in a more relevant measure of
invested capital.

Use of the goodwill method could produce inequitable results if either of the following
conditions exist:

1. The new partner’s interest in profits does not equal the new partner’s initial interest in
capital.

2. After the formation of the new partnership, the former partners do not share profits and
losses in the same relationship to each other as they did before the admission of a new
partner.

The importance of these concepts can be illustrated using the following facts:

Original Partners New Partner

A B C

Original capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $45,000
Original profit and loss percentages . . . . . . . . . . . . . 50% 50%
New partner’s capital . . . . . . . . . . . . . . . . . . . . . . . . $27,000
New profit and loss percentages. . . . . . . . . . . . . . . . 331 3% 331 3% 331 3%
New partner’s interest in capital . . . . . . . . . . . . . . . . 20%
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The new capital balances that result from using the goodwill method and the bonus method
are as follows:

Original Partners New Partner

A B C

Goodwill method:
Goodwill allocation . . . . . . . . . . . . . . . . . . . . . . . . $16,500 $16,500
New capital balances . . . . . . . . . . . . . . . . . . . . . . 46,500 61,500 $27,000

Bonus method:
Bonus allocation . . . . . . . . . . . . . . . . . . . . . . . . . . 3,300 3,300
New capital balances . . . . . . . . . . . . . . . . . . . . . . 33,300 48,300 20,400

Assuming the recorded goodwill proves to be worthless (or experiences impairment of
value), the decline in asset value would reduce the partners’ capital balances according to their
profit and loss ratio as follows:

Partners

A B C Total

Capital balances if goodwill method is used . . . . $ 46,500 $ 61,500 $ 27,000 $135,000
Goodwill impairment . . . . . . . . . . . . . . . . . . . . . (11,000) (11,000) (11,000) (33,000)

Capital balances after impairment . . . . . . . . . . . $ 35,500 $ 50,500 $ 16,000 $102,000
Capital balances if bonus method is used . . . . . . 33,300 48,300 20,400 102,000

Differences. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,200 $ 2,200 $ (4,400) $ 0

The capital balances that result from using the two methods are different because the new
partner’s interest in profits and interest in capital are not equal. In this illustration, C acquired a
20% capital interest and a 331 3% interest in profits. Therefore, C paid for 20% of the implied
goodwill but had to absorb 331 3% of the goodwill impairment.

To further illustrate these concepts, assume the same facts, except that the new profit and
loss percentages are 50%, 30%, and 20% for Partners A, B, and C, respectively. If the recorded
goodwill proves to be worthless, the decline in asset value would affect the partners’ capital bal-
ances as follows:

Partners

A B C Total

Capital balances if goodwill method is used . . . . $ 46,500 $61,500 $27,000 $135,000
Goodwill impairment . . . . . . . . . . . . . . . . . . . . . (16,500) (9,900) (6,600) (33,000)

Capital balances after impairment . . . . . . . . . . . $ 30,000 $51,600 $20,400 $102,000
Capital balances if bonus method is used . . . . . . 33,300 48,300 20,400 102,000

Differences. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (3,300) $ 3,300 $ 0 $ 0

In this case, Partners A and B shared equally in the initial recording of goodwill but
unequally in the subsequent impairment of goodwill.

Now, assume the same facts, except that the new profit and loss percentages are 40%, 40%,
and 20% for Partners A, B, and C, respectively. After the impairment of goodwill, the capital
balances would be identical to those achieved under the bonus method, as indicated in the table
shown on page 736.
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Partners

A B C Total

Capital balances if goodwill method is used . . . . $ 46,500 $ 61,500 $27,000 $135,000
Goodwill impairment . . . . . . . . . . . . . . . . . . . . . (13,200) (13,200) (6,600) (33,000)

Capital balances after impairment . . . . . . . . . . . $ 33,300 $ 48,300 $20,400 $102,000
Capital balances if bonus method is used . . . . . . 33,300 48,300 20,400 102,000

Differences. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0 $ 0 $ 0

The equality between the capital balances is achieved because neither of the two conditions that
produce inequities exists. If these conditions do exist, preference is given, typically, to the bonus
method because of the possible inequities that may result from the impairment of goodwill.

Contribution of Assets to Existing Partners. A new partner also may be admitted to the part-
nership by acquiring all or part of the capital interest of one or more existing partners in
exchange for some consideration (assets). In this case, the new partner deals directly with an
existing partner or partners rather than with the partnership entity. Therefore, the acquisition
price is paid to the selling partner(s) and not to the partnership itself. The partnership records
the redistribution of capital interests by transferring all or a portion of the seller’s capital to the
new partner’s capital account but does not record the transfer of any assets. To illustrate, assume
the following facts:

Percentage Interest in

Existing Partners Capital Balance Capital Profit

Partner A . . . . . . . . $30,000 40% 50%
Partner B . . . . . . . . 45,000 60 50

Now, assume new Partner C purchased 50% of A’s interest in capital and 50% of B’s interest
in capital in exchange for $50,000. This purchase resulted in C’s having a 50% interest in the
total partnership capital.

There are several alternative ways of recording the contribution of assets by C to the existing
partners. If the consideration paid by the incoming partner is not used to impute the fair value
of the partnership, the transaction would be recorded by the partnership entity as follows:

A, Capital (50%� $30,000) . . . . . . . . . . . . . . . . 15,000
B, Capital (50%� $45,000) . . . . . . . . . . . . . . . . 22,500

C, Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500

The $50,000 actually paid by C was not used as a basis for the entry because it represents
consideration paid to the individual partners personally rather than to the partnership entity.
This accounting treatment frequently is compared to that of a corporation when a stockholder
sells shares or an interest in corporate capital to another investor in the corporation. The cor-
poration does not record the transaction or use it as a basis for revaluing corporate assets but
merely acknowledges the changing identity of its shareholders. The preceding entry would also
be appropriate if the existing partners had sold their interests for less than book value. Even
though depreciation of existing assets is suggested, such depreciation is not recorded because
the transaction did not involve the partnership entity itself.

An alternative but less frequently used method of recording this transaction would be to
impute the fair value of the partnership entity from the consideration paid by the new partner.
For example, if C paid $50,000 to acquire a 50% interest in the capital of the partnership vis-a-
vis the individual partners, the total implied current value of the original partnership would be
$100,000 ($50,000 ‚ 50%). The difference between the imputed value of $100,000 and the
partnership’s previous book value of $75,000 ($30,000 þ $45,000) is interpreted to represent
undervalued existing assets and/or goodwill traceable to the original partnership. This alterna-
tive interpretation would result in recording the transaction as shown on page 737.
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Assets and/or Goodwill . . . . . . . . . . . . . . . . . . . . 25,000
A, Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500
B, Capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500

To record the previously unrecognized
increase in value of the partnership

A, Capital [50%� ($30,000þ $12,500)] . . . . . 21,250
B, Capital [50%� ($45,000þ $12,500)] . . . . . 28,750

C, Capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
To record the transfer of the original partners’
adjusted capital to incoming Partner C.

Normally, this alternative method is not employed because (a) the transaction was not
between the partnership and the incoming partner but, rather, between individual partners and
(b) the consideration paid by the incoming partner may not provide a reliable indicator of the
partnership entity’s current value. However, the method may provide useful information for
deciding how to allocate the acquisition price between the selling partners. The selling partners’
original capital plus their share of any imputed value increments may indicate the current values
for which the incoming partner was paying. For example, the purchase price of $50,000 may be
allocated to Partners A and B as follows:

Partners

A B Total

Original capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $45,000 $ 75,000
Share of value increment . . . . . . . . . . . . . . . . . . . . . . 12,500 12,500 25,000

Total imputed value . . . . . . . . . . . . . . . . . . . . . . . . . . $42,500 $57,500 $100,000
Percentage acquired by new partner . . . . . . . . . . . . � 50% � 50% � 50%

Total purchase price . . . . . . . . . . . . . . . . . . . . . . . . . $21,250 $28,750 $ 50,000

Withdrawal of a Partner

When a partner withdraws, the partnership agreement should be consulted to determine
whether any guidelines have been established that would influence the procedure. The withdra-
wal of a partner requires a determination of the fair value of the partnership entity and a mea-
surement of partnership income to the date of withdrawal. Also, in many cases, the equity of
the retiring partner may not be equal to the partner’s capital balance as a result of (a) the exis-
tence of accounting errors, (b) differences between the fair value and the recorded book value of
assets, and/or (c) unrecorded assets such as goodwill.

If accounting errors are discovered, they should be treated as prior-period adjustments and
corrected by adjusting the capital balances of the partners. Theoretically, an error should be allo-
cated to partners’ capital balances according to the profit and loss ratio that existed when the
error was committed. Therefore, it is necessary to identify the period to which the error is trace-
able. This practice can become complicated, and a well-designed partnership agreement should
include procedures for dealing with the correction of errors.

Recognizing differences between book value and fair value may be as appropriate when an
individual withdraws from the partnership as when an individual is admitted. If accounting
recognition of such differences is not desired, however, these differences nevertheless should
influence the amount to be paid to the withdrawing partner.

The Selling of an Interest to Existing Partners. As is the case with the admission of a partner,
the withdrawal of a partner may involve (a) a transaction with existing partners or a new partner
or (b) a transaction with the partnership entity itself. In the first case, the equity of the with-
drawing partner will be purchased with the personal assets of existing or new partners rather
than with the assets of the partnership.

6
O B J E C T I V E

Explain the impact of a

partner’s withdrawal from

the partnership.

737Chapter 14 PARTNERSHIPS: OWNERSHIP CHANGES AND LIQUIDATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



To illustrate, assume the following:

Partners

A B C

Capital balances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $50,000 $20,000
Profit and loss percentages . . . . . . . . . . . . . . . . . . . . . . . . 40% 40% 20%
Percentage interest in capital. . . . . . . . . . . . . . . . . . . . . . . 30% 50% 20%

Now assume Partner A withdraws from the partnership and C uses personal funds to pur-
chase A’s interest at its current value of $36,000. If the price paid by C is not used to impute the
value of the entity, the transaction would be recorded as follows:

A, Capital . . . . . . . . . . . . . . . 30,000
C, Capital . . . . . . . . . . . . . 30,000

The above entry also may be appropriate if the existing partners sold their interests for less
than book value. Even though depreciation of existing assets is suggested, such depreciation is
not recorded because the transaction did not involve the partnership entity itself. As previously
discussed, an alternative treatment would be to recognize any suggested appreciation or write-
downs indicated by the transaction and then transfer the adjusted capital balances.

The Selling of an Interest to the Partnership. When a withdrawing partner sells an interest to
the partnership rather than to an individual partner, the bonus or goodwill methods may be
employed. The bonus method is used most frequently, but the choice between methods should
be based on a thorough analysis of the transaction. Using the same facts as in the previous illus-
tration and assuming the use of the bonus method, the purchase of A’s equity by the partnership
would be recorded as follows:

A, Capital . . . . . . . . . . . . . . . . . 30,000
B, Capital . . . . . . . . . . . . . . . . . 4,000
C, Capital . . . . . . . . . . . . . . . . . 2,000

Cash . . . . . . . . . . . . . . . . . . . 36,000

The entry indicates that the remaining partners granted a bonus to A, measured by the dif-
ference between the recorded capital and the fair value of A’s equity. The bonus is charged to the
remaining partners according to their proportionate profit and loss ratio.

The goodwill method focuses on the payment to the withdrawing partner as an indication
of the fair value of the partnership. If the imputed goodwill or undervalued assets were disposed
of, the partners would divide the gain according to their profit and loss ratio. Assuming existing
assets are properly valued, the $36,000 payment to A consists of A’s capital balance of $30,000
plus a $6,000 share of the unrecorded goodwill. Therefore, the $6,000 represents A’s 40% inter-
est in total goodwill of $15,000 ($6,000 ‚ 40%). Notice that the $6,000 represents A’s interest
in the gain, which would be realized if the unrecorded goodwill were sold. Therefore, A’s profit
percentage is used to suggest the total value of the goodwill.

Two alternatives are now available: (a) recognize only the goodwill that is traceable to the retiring
partner or (b) recognize the amount of goodwill traceable to the entire entity. The first alternative
stresses the importance of recognizing only the amount of goodwill that actually is purchased from
the withdrawing partner. Using this alternative, A’s withdrawal would be recorded as follows:

Goodwill . . . . . . . . . . . . . . . . . . 6,000
A, Capital . . . . . . . . . . . . . . . 6,000

A, Capital . . . . . . . . . . . . . . . . . 36,000
Cash . . . . . . . . . . . . . . . . . . . 36,000
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If the amount of goodwill traceable to the entire entity is recognized, the goodwill would be
allocated to the partners according to their profit and loss ratio, as reflected in the following
entries to record A’s withdrawal:

Goodwill . . . . . . . . . . . . . . . . . . 15,000
A, Capital . . . . . . . . . . . . . . . 6,000
B, Capital. . . . . . . . . . . . . . . . 6,000
C, Capital . . . . . . . . . . . . . . . 3,000

A, Capital . . . . . . . . . . . . . . . . . 36,000
Cash . . . . . . . . . . . . . . . . . . . 36,000

Whether part or all of the goodwill is recognized, opponents of this procedure contend that
transactions between partners should not be viewed as arm’s length; therefore, the measure of
goodwill may not be determined objectively. Also, inequitable results may be produced if the
remaining partners subsequently change their profit and loss ratio.

It is important to note that a withdrawing partner could sell his/her interest in a partnership
for less than book value. If that interest is sold to the partnership, the following recognition
would take place depending on whether the bonus or goodwill method is employed:

1. Bonus method: A bonus traceable to the remaining partners would be recognized. The
bonus would be measured as the difference between the withdrawing partner’s capital bal-
ance and the consideration paid for the partner’s interest.

2. Goodwill method: Paying less than the withholding partner’s capital balance (book value) would
suggest that existing assets are overvalued. A write-down of existing assets would be recognized as
the difference between the withdrawing partner’s capital balance and the consideration paid for
the partner’s interest. As an alternative, the asset write-down traceable to the entire entity could
be recognized based on the amount suggested by the transaction with the withholding partner.
The write-down traceable to the withdrawing partner represents his/her percentage interest
(based on profit and loss ratios) in the asset write-down traceable to the entire entity.

Effects of a Partner’s Withdrawal. When the interest of a withdrawing partner is acquired by
the remaining partners or the partnership, serious demands upon the liquidity of the partners
and the partnership may result. If withdrawal is due to the death of the partner, funds may be
provided from the proceeds of life insurance policies taken out by the partnership itself or by
individual partners. For example, if Partner A takes out a life insurance policy on Partner B, and
B subsequently dies, the proceeds payable to A may be used to acquire B’s interest.

The Uniform Partnership Act (RUPA), in Article 7, addresses the purchase of a dissociated
partner’s interest when the business is not wound up. Factors addressed include the ‘‘buyout’’
price, deferred payment, and the determination of interest on unpaid amounts. Once again, a
partnership agreement that addresses the valuation of a withdrawing partner’s interest and the
means of payment is a valuable aid in properly accounting for the withdrawal of a partner.

R E F L E C T I O N
� A change in the ownership structure of a partnership provides an opportunity to

recognize and value the net assets of the partnership.

� The bonus and goodwill methods are alternative methods of accounting for the change

in ownership of a partnership when a new partner acquires an interest from the

partnership entity itself.

� The more conservative bonus method only recognizes declines in the value of net assets

suggested by a change in ownership.

� The goodwill method recognizes both increases and decreases in the value of net assets.
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� If a new partner acquires an interest in the partnership directly from a partner, as compared to

from the partnership entity itself, neither the bonus nor goodwill methods are employed.

� A partner may withdraw by selling his or her interest to individual partners or to the

partnership itself. When a partner withdraws by selling an interest to the partnership, the

bonus and goodwill methods are alternative methods of accounting for the change.

PARTNERSHIP LIQUIDATION
The withdrawal or admission of a partner normally does not mean that the previous partnership
is dissolved. However, the occurrence of certain events does result in the dissolution of the part-
nership and the winding up of its business. In essence, the partnership is liquidated resulting in
the conversion of partnership assets into a distributable form and the distribution of these assets
to creditors and owners. Examples of events that will result in the liquidation or winding up of
a partnership may include, in part, the following:

1. In a partnership at will, notice from a partner of his or her express will to withdraw as a partner.
A partnership at will is a partnership in which the partners have not agreed to remain as part-
ners for a specified term or until a particular undertaking is completed. In essence, such a part-
ner can force liquidation. However, this is a default rule, and a partnership agreement may
allow other partners to continue the business. Furthermore, RUPA does provide for the ability
of the remaining partners to waive the right to liquidate and terminate the partnership.

2. In a partnership with a definite term or specific undertaking, the death of a partner, the
express will of all partners to liquidate the partnership, or the expiration of the term or the
completion of the specific undertaking.

3. The occurrence of an event which, as agreed to in the partnership agreement, will result in
liquidation.

4. An event that makes it unlawful to continue the partnership or upon the occurrence of a
judicial determination that suggests it is not practical to continue the partnership.

Given an event that causes the winding up or liquidation of a partnership, fundamental
guidelines must be adhered to in order to ensure an orderly and legally sound liquidation.

Liquidation Guidelines

The underlying theme in accounting for partnership liquidation is the equitable distribution of
the assets. To be equitable, a distribution should recognize the legal rights of the partnership
creditors and individual partners. All liquidation expenses and gains or losses from conversion
of partnership assets also must be allocated to the partners before assets actually are distributed
to the individual partners. Failure to consider these factors may result in the premature or incor-
rect distribution of assets to a partner. If a premature or incorrect distribution of assets cannot
be recovered, the partnership fiduciary who authorized the distribution may be held liable.

The Settlement of Accounts and Contributions to Partners. The RUPA establishes rules gov-
erning the priority in which partnership assets are distributed to creditors and partners. Subject
to any agreement to the contrary, the following sequence must be followed:

1. Assets of the partnership must first be used to discharge obligations to creditors. Creditors
include partners who are creditors on parity with other creditors.

2. Profits and losses, including those resulting from the liquidation, must be allocated to the
individual partner’s accounts. Therefore, upon allocation, such profits or losses become part
of a partner’s capital balance.

3. A partner with a debit (deficit) capital balance shall make a contribution to the partnership
of an amount equal to the debit balance. If the partner is not able to totally eliminate the
debit balance, all other partners shall contribute the deficiency in proportion to the manner
in which those partners share losses. If a partner contributes more than the proportionate
share, he or she may recover the excess from the other partners.
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4. Liquidating distributions should be made to partners to the extent that they have credit
(surplus) capital balances.

5. After settlement of the partners’ accounts, each partner shall contribute, in proportion to the
manner in which they share losses, an amount necessary to settle partnership obligations that
were not known at the time of the settlement.

Although amounts due partners that represent obligations on parity with other creditors (such
as a loan from a partner) have a higher legal priority than amounts owed to partners as capital, the
doctrine of right of offset sets aside this ranking in favor of procedural and economic considerations
that facilitate the actual liquidation process. This doctrine is not addressed in the RUPA but may
be incorporated in the partnership agreement. The effect of this doctrine is that amounts due to
partners as creditors are combined with the respective partners’ capital balances. Without the right
of offset, it would be possible to distribute assets to a partner in payment of their creditor balance
while at the same time the partner has a debit capital account balance. In order to eliminate the
debit capital balance, the partnership would have to recover personal assets from the partner.
Therefore, it is possible for the partnership to distribute assets to the partner and then try to
recover assets from the partner, hoping that such assets are still available. The doctrine of right of
offset eliminates this problem by combining the loan and capital balances. The right of offset doc-
trine should be applied when solving the end-of-chapter exercises and problems.

Liability for Debit Capital Balances. The RUPA states that partners should contribute assets
to the partnership to the extent of their debit capital balances. However, if such a contribution is
not possible, the RUPA states that the other partners should make additional capital contributions
totaling the debit or deficit balance. As a practical matter, the remaining debit balance will typi-
cally be viewed as a realization loss and allocated according to the remaining partners’ loss ratio
rather than requiring an actual contribution of additional capital. It is possible for a partnership
agreement to set forth separate loss ratios for operating losses as compared to capital losses. To
illustrate, assume Partners A, B, and C share in profits and losses in the ratio of 1:2:1, respectively.
If C is unable to contribute any asset needed to eliminate a debit capital balance, that balance
would be allocated to A and B in the ratio of 1:2. Partners who absorb other partners’ debit capital
balances may maintain an action against the deficit partner for legal or equitable relief. However,
the collectability of such a claim depends on the personal wealth of the deficient partners.

Under common law and federal bankruptcy law, amounts owed to partners by way of contribu-
tion are on an equal basis (pari passu) with personal creditors of the partner. For example, assume a
partner has personal assets of $12,000, personal liabilities of $8,000, and a debit capital balance of
$16,000. According to this rule, the $12,000 of personal assets would be distributed as follows:

Payable to personal liabilities [($8,000 ‚ $24,000)� $12,000] $ 4,000
Payable to partnership for debit capital balance [($16,000 ‚ $24,000)� $12,000] 8,000

Total personal assets $12,000

It is important to note that in the above example recovery for a debit (deficit) capital balance
may be a time-consuming process. In practice, a deficit partner may not volunteer to contribute
toward a deficit capital balance; in order to move the liquidation process forward, the remaining
partners absorb all or part of the deficit balance. Although the absorbing partners have a claim
against the deficit partner, such claims may be difficult to perfect.

Unsatisfied Partnership Creditors. In the winding up of a partnership, the first priority is to dis-
charge the obligations of the partnership to creditors. However, if the partnership does not have ade-
quate assets to fully dismiss these creditors, the unsatisfied creditors must look to the personal assets
of the individual partners. This illustrates the fact that a partner is characterized by unlimited liabi-
lity as discussed in the previous chapter. Prior to the RUPA, under what was referred to as dual prior-
ity, partnership creditors had first priority against the partnership assets and a partner’s individual
creditors had first priority against the partner’s personal assets. However, under Section 807 of the
current RUPA, unsatisfied partnership creditors share pro rata with the partners’ personal or indivi-
dual creditors in the assets of the partners’ estate. Therefore, the priorities under the dual priority
rule have been eliminated and are now in conformity with current bankruptcy law. For example,
assume that a partnership has unsatisfied creditors in the amount of $16,000 and one or more part-
ners, therefore, must have a debit (deficit) capital balance. If no additional contributions of capital
are forthcoming, the unsatisfied creditors may seek recovery against any partner. Assume they seek
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recovery from a partner with personal assets of $12,000 and personal liabilities of $8,000. The per-
sonal assets would be allocated between personal creditors and partnership creditors as follows:

Payable to personal liabilities [($8,000 ‚ $24,000)� $12,000] $ 4,000
Payable to partnership for unsatisfied creditors [($16,000 ‚ $24,000)� $12,000] 8,000

Total personal assets $12,000

The $8,000 contributed to the partnership by the partner would increase his or her capital balance,
and the remaining $8,000 ($16,000 – $8,000) of partnership creditors would then attempt to seek
recovery from the other partners. Although not specifically addressed by the RUPA, if an individual
partner were personally insolvent, unsatisfied personal creditors could attach to a partners capital bal-
ance in a solvent partnership but only to the extent of their capital balance.

The discharge of unsatisfied partnership creditors and personal creditors is demonstrated by
the following cases:

Case 1
Insolvent Partnership

The partnership is insolvent, with unsatisfied liabilities of $2,000. Information relating to the
individual partners is as follows:

Partner A Partner B

Total personal assets . . . . . . . . . . . . . . . . . . . . $10,000 $ 6,000
Total personal liabilities. . . . . . . . . . . . . . . . . . 6,000 6,000
Partnership capital balances . . . . . . . . . . . . . . 500 (2,500)

Analysis: The unsatisfied partnership creditors first move against Partner A and then Partner B
as follows:
Because A’s personal liabilities of $6,000 plus the $2,000 of partnership creditors are
less than A’s personal assets, A will be able to contribute $2,000 to the partnership.

AB Partnership

Assets Liabilities A, Capital B, Capital

Beginning balances. . . . . . . . $ — $ 2,000 $ 500 $(2,500)
Capital contribution. . . . . . . . 2,000 2,000 —

Payment of liabilities . . . . . . . (2,000) (2,000)

Balances . . . . . . . . . . . . . . . . $ — $ — $2,500 $(2,500)

Because B has no net personal assets to contribute, Partner A will absorb B’s capital
deficit and seek to recover from B at a later time.

Case 2
Insolvent Partnership

The partnership is insolvent, with unsatisfied liabilities of $2,000. Information relating to the
individual partners is as follows:

Partner A Partner B

Total personal assets . . . . . . . . . . . . . . . . . . . . $10,000 $ 6,000
Total personal liabilities. . . . . . . . . . . . . . . . . . 6,000 6,000
Partnership capital balances . . . . . . . . . . . . . . 500 (2,500)
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Analysis: The unsatisfied partnership creditors first move against Partner B and then Partner A as
follows:
Because B’s personal liabilities of $6,000 plus the $2,000 of partnership creditors are
greater than B’s personal assets, the assets allocated to the partnership are 2/8ths of
the assets. Therefore, 2/8 � $6,000 of personal assets, or $1,500, will be contributed
to the partnership. Partner A has adequate personal assets to contribute another $500 to
the partnership.

AB Partnership

Assets Liabilities A, Capital B, Capital

Beginning balances. . . . $ — $ 2,000 $ 500 $(2,500)
Capital contribution. . . . 1,500 1,500
Payment of liabilities . . . (1,500) (1,500)

Balances . . . . . . . . . . . . — 500 500 (1,000)
Capital contribution. . . . 500 500
Payment of liabilities . . . (500) (500)

Balances . . . . . . . . . . . . $ — $ — $1,000 $(1,000)

Because B has no more net personal assets to contribute, Partner A will absorb B’s
capital deficit and seek to recover from B at a later time.

Case 3
Insolvent Partner

The partnership is solvent, with total assets of $16,000 and total liabilities of $9,000. Informa-
tion relating to the individual partners is as follows:

Partner A Partner B

Total personal assets . . . . . . . . . . . . . . . . . . . . $10,000 $15,000
Total personal liabilities. . . . . . . . . . . . . . . . . . 13,000 18,000
Partnership capital balances . . . . . . . . . . . . . . 5,000 2,000

Analysis: Unsatisfied personal creditors may attach a partner’s interest in the solvent partnership
but only to the extent of the partner’s capital balance. Thus, unsatisfied personal
creditors seek recourse as follows:

Partner A Partner B

Unsatisfied personal creditors . . . . . . . . . . . . . $ 3,000 $ 3,000
Interest in partnership capital available to

personal creditors . . . . . . . . . . . . . . . . . . . . (3,000) (2,000)
Personal liabilities not satisfied . . . . . . . . . . . . $ 0 $ 1,000

Lump-Sum Liquidations

The guidelines discussed in the preceding section are important factors influencing the proce-
dural and legal aspects of a partnership liquidation. Upon liquidation of a partnership, the
amount of assets ultimately to be distributed to the individual partners is determined through
the use of either a lump-sum liquidation schedule or an installment liquidation schedule. A
lump-sum liquidation requires that all assets be realized before a distribution is made to partners,
thus avoiding the possibility of a premature distribution.

To illustrate a lump-sum liquidation, assume the following:

1. Asset, liability, loan, and capital balances are as shown in Illustration 14-1, after books for
the final operational period are closed.
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2. Profit and loss percentages for Partners A, B, and C are 40%, 40%, and 20%, respectively.

3. Personal assets and debts of the partners are as follows:

A B C

Total personal assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $40,000 $20,000
Total personal liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 37,200 24,000

Partners contribute to debit capital balances to the extent of their net personal assets.

4. Sales of assets are as follows:

Date Book Value Selling Price Gain (Loss)

February 15 $50,000 $60,000 $ 10,000
March 2 30,000 10,000 (20,000)
March 7 40,000 20,000 (20,000)

5. Total liquidation expenses of $2,000 are paid on March 4.

Illustration 14-1
Lump-Sum Liquidation Statement

Capital Balance

Cash
Noncash

Assets Liabilities Loan from A A B C

Beginning balances. . . . . . . . $ 10,000 $120,000 $ 80,000 $ 9,000 $ 25,000 $10,000 $ 6,000
February 15, sale of

assets at a gain . . . . . . . . . 60,000 (50,000) 4,000 4,000 2,000
March 2, sale of assets

at a loss . . . . . . . . . . . . . . . 10,000 (30,000) (8,000) (8,000) (4,000)
Payment of liquidation

expenses . . . . . . . . . . . . . . (2,000) (800) (800) (400)
March 7, sale of assets

at a loss . . . . . . . . . . . . . . . 20,000 (40,000) (8,000) (8,000) (4,000)

Balances . . . . . . . . . . . . . . . . $ 98,000 $ 0 $ 80,000 $ 9,000 $ 12,200 $ (2,800) $ (400)
Payment of liabilities . . . . . . . (80,000) (80,000)

Balances . . . . . . . . . . . . . . . . $ 18,000 $ 0 $ 0 $ 9,000 $ 12,200 $ (2,800) $ (400)
B’s contribution . . . . . . . . . . . 2,800 2,800

Balances . . . . . . . . . . . . . . . . $ 20,800 $ 0 $ 0 $ 9,000 $ 12,200 $ 0 $ (400)
Absorption of C’s balance. . . (400) 400

Balances . . . . . . . . . . . . . . . . $ 20,800 $ 0 $ 0 $ 9,000 $ 11,800 $ 0 $ 0
Payment to A . . . . . . . . . . . . . (20,800) (9,000) (11,800)

Final balances . . . . . . . . . . . . $ 0 $ 0 $ 0 $ 0 $ 0 $ 0 $ 0

Illustration 14-1 presents the lump-sum distribution and demonstrates the following con-
cepts that were discussed previously:

1. Gains and losses on realization are allocated according to the partners’ profit and loss ratio.

2. Claims against the partnership are paid in the proper order subject to the concept of the
right of offset.

3. Partners with debit (deficit) capital balances should contribute personal assets to whatever
extent possible in order to eliminate the deficit.
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4. C’s debit capital balance is charged against A, the only partner with a credit capital balance.

5. Partner A will have a claim against C’s future personal assets for the debit balance that was
absorbed.

Installment Liquidations

The complete liquidation process might extend over several months or longer, and it may not
be possible to postpone payments to creditors and partners until all assets have been realized.
Therefore, payments may be made on an installment basis to creditors and partners during the
liquidation process. To avoid the problem associated with premature or incorrect distributions
to partners, installment payments may be made to partners only after anticipating all liabilities,
possible losses, and liquidation expenses. To provide a proper solution to installment liquida-
tions, generally a schedule of safe payments, showing appropriate distributions to partners, is
prepared as amounts become available for distribution.

Schedule of Safe Payments. The possibility of premature payments to partners is reduced by
using a schedule of safe payments, which reflects a conservative approach to liquidation. The
schedule indicates how available funds should be distributed to partners. It is based on the
anticipation of all possible liabilities and expenses, including those expected to be incurred in
the process of liquidation. The effect of these items on partnership capital is allocated among
the partners according to their profit and loss agreement.

In keeping with the conservative approach, the schedule also is based on the assumption that
all noncash assets will be worthless; therefore, the assumed loss is allocated among the partners
according to their profit and loss ratio. The allocation of the assumed loss could produce debit
balances in partners’ capital accounts, and these balances are treated as being uncollectible.
Therefore, the assumed debit capital balances are allocated to those partners with credit balances
according to their proportionate profit and loss ratio. When the allocation of estimated liabil-
ities, expenses, liquidation losses, and debit balances is completed, assets may be distributed
safely to the partners in amounts equal to the resulting credit capital balances.

A new schedule of safe payments is prepared each time a distribution to partners is sched-
uled. These schedules support an installment liquidation statement, which summarizes changes
in real account balances as the liquidation proceeds. When the partners’ combined capital and
loan balances are in the profit and loss ratio, all partners will share in a given distribution. All
future distributions to partners will be allocated automatically according to their profit ratio,
thus eliminating the need for another schedule of safe payments.

To illustrate the use of schedules of safe payments in conjunction with an installment liqui-
dation, assume the following:

1. Asset, liability, loan, and capital balances are shown, in Illustration 14-2, after books for the
final operational period are closed.

2. Profit and loss percentages for Partners A, B, and C are 40%, 40%, and 20%, respectively.

3. Sales of assets are as follows:

Date Book Value Selling Price Gain (Loss)

February 15 $60,000 $40,000 $(20,000)
March 2 30,000 15,000 (15,000)
March 17 10,000 20,000 10,000
April 1 20,000 24,000 4,000

4. Liquidation expenses are estimated to be $10,000. Cash is to be restricted in that amount
until expenses are paid.

5. Installment distributions of unrestricted cash are made on February 17, March 5, March 18,
and April 2.

6. Total liquidation expenses of $8,000 are paid on March 4.
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Illustration 14-2
Installment Liquidation Statement

Capital Balances

Cash
Noncash

Assets Liabilities Loan from A A B C

Beginning balances. . . . . . . . . . . . $ 10,000 $120,000 $ 30,000 $ 5,000 $25,000 $ 55,000 $15,000
February 15, sale of assets . . . . . . 40,000 (60,000) (8,000) (8,000) (4,000)

Balances . . . . . . . . . . . . . . . . . . . . $ 50,000 $ 60,000 $ 30,000 $ 5,000 $17,000 $ 47,000 $11,000
Payment of liabilities . . . . . . . . . . . (30,000) (30,000)
February 17, distribution

(Schedule A) . . . . . . . . . . . . . . . (10,000) (10,000)

Balances . . . . . . . . . . . . . . . . . . . . $ 10,000 $ 60,000 $ 0 $ 5,000 $17,000 $ 37,000 $11,000
March 2, sale of assets . . . . . . . . . 15,000 (30,000) (6,000) (6,000) (3,000)
Payment of liquidation

expenses . . . . . . . . . . . . . . . . . . (8,000) (3,200) (3,200) (1,600)

Balances . . . . . . . . . . . . . . . . . . . . $ 17,000 $ 30,000 $ 0 $ 5,000 $ 7,800 $ 27,800 $ 6,400
March 5, distribution

(Schedule A) . . . . . . . . . . . . . . . (17,000) (800) (15,800) (400)

Balances* . . . . . . . . . . . . . . . . . . . $ 0 $ 30,000 $ 0 $ 4,200 $ 7,800 $ 12,000 $ 6,000
March 17, sale of assets . . . . . . . . 20,000 (10,000) 4,000 4,000 2,000

Balances . . . . . . . . . . . . . . . . . . . . $ 20,000 $ 20,000 $ 0 $ 4,200 $11,800 $ 16,000 $ 8,000
March 18, distribution

(per P&L ratios) . . . . . . . . . . . . . (20,000) (4,200) (3,800) (8,000) (4,000)

Balances . . . . . . . . . . . . . . . . . . . . $ 0 $ 20,000 $ 0 $ 0 $ 8,000 $ 8,000 $ 4,000
April 1, sale of assets. . . . . . . . . . . 24,000 (20,000) 0 0 1,600 1,600 800

Balances . . . . . . . . . . . . . . . . . . . . $ 24,000 $ 0 $ 0 $ 0 $ 9,600 $ 9,600 $ 4,800
Final distribution . . . . . . . . . . . . . . (24,000) (9,600) (9,600) (4,800)

Balances . . . . . . . . . . . . . . . . . . . . $ 0 $ 0 $ 0 $ 0 $ 0 $ 0 $ 0

Schedule A—Schedule of Safe Payments
A B C Total

Profit and loss percentages . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40% 40% 20% 100%
February 17 Distribution:

Combined capital and loan balances before distribution . . . . . . $ 22,000 $ 47,000 $ 11,000 $ 80,000
Estimated liquidation expenses . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000) (4,000) (2,000) (10,000)

Balances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,000 $ 43,000 $ 9,000 $ 70,000
Maximum loss possible . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (24,000) (24,000) (12,000) (60,000)

Balances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (6,000) $ 19,000 $ (3,000) $ 10,000
Allocation of debit capital balances . . . . . . . . . . . . . . . . . . . . . . 6,000 (9,000) 3,000 0

Safe payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 10,000 $ 0 $ 10,000

March 5 Distribution:

Combined capital and loan balances before distribution . . . . . . $ 12,800 $ 27,800 $ 6,400 $ 47,000
Maximum loss possible . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000) (12,000) (6,000) (30,000)

Safe payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 800 $ 15,800 $ 400 $ 17,000

*Note that the combined capital and loan balances for A, B, and C are $12,000, $12,000, and $6,000, respectively, and in total are $30,000.
These balances are in the profit and loss ratios of 40%, 40%, and 20%, respectively. Therefore, subsequent to this point, all distributions will be allo-
cated per the profit and loss ratio.
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Illustration 14-2 is based on these facts and demonstrates the following concepts:

1. Gains and losses on realization are allocated according to the partners’ profit and loss ratio.

2. Unsold noncash assets are assumed to be worthless for purposes of determining the safe pay-
ments to partners.

3. Loan balances are combined with capital balances according to the right of offset doctrine.
This offset can result in partners receiving distributions of capital before other partners’ loan
accounts have been paid (as in the February 17 distribution in Illustration 14-2). However,
such distributions may be placed in escrow until it is certain that debit balances will not
develop in these partners’ capital accounts.

4. Distributions are applied to a partner’s loan balance before they are applied to the partner’s
capital balance.

5. Typically debit capital balances are ignored until all assets have been realized, at which time
debit balances in partners’ capital accounts may be satisfied through contributions of
personal assets.

6. A schedule of safe payments is an iterative process that will cease when the schedule indicates
that a given distribution will be shared among all partners. Further distributions will be allocated
among the partners according to their profit and loss ratio. For example, when the March 5 dis-
tribution in Schedule A indicates that all partners will receive a portion of the distribution, the
distribution on March 18 would be made in the profit and loss ratio, with results identical to
those that would have been indicated by continuing the schedule of safe payments.

7. The partner with the greatest ability to absorb anticipated losses (i.e., to preserve a credit
capital balance after allocating anticipated losses) will be the first to receive a safe payment.

It is important to further understand the significance of item (7) above. In a worst-case sce-
nario, during an installment liquidation, anticipated losses could arise from liquidation
expenses, losses on the sale of assets, and the assumption of another partner’s deficit balance.
Obviously, the stronger a given partner is in terms of absorbing these losses, the more likely it is
that the partner will receive a distribution during the course of the liquidation. The strength of
the partner is measured by the maximum loss that they could absorb.

In order to calculate a partner’s initial maximum loss absorbable (MLA), all anticipated but
unrecorded liabilities and liquidation expenses are allocated to the various partners’ capital bal-
ances according to their profit and loss ratio. The resulting capital balances then are evaluated to
determine the maximum loss from realization that could be absorbed by the partners before a
debit balance is created in each of their capital accounts. As suggested by the schedule of safe
payments, the partner who maintains a credit capital balance after assuming that all noncash
assets are worthless is the partner with the greatest ability to absorb realization losses. Therefore,
that partner will be the first to receive an actual distribution of assets.

The maximum loss a partner could absorb, before a debit balance in the partner’s capital
account is created, is determined by the following calculation:

Maximum Loss Absorbable ðMLAÞ ¼ Partner0s Capital Balance
Partner0s Profit and Loss Percentage

Since the partner with the largest initial MLA will be the first to receive an actual distribu-
tion, the MLAs are used to indicate the order in which partners will receive distributions. How-
ever, it should be noted that the MLAs do not indicate the amounts of the distributions. To
illustrate, assume a partnership consists of three partners (A, B, and C) who have capital bal-
ances, before the realization of noncash assets, of $70,000, $60,000, and $40,000, respectively,
and profit and loss percentages of 35%, 25%, and 40%, respectively. The maximum losses
absorbable by Partners A, B, and C are determined as follows:

(1) (2) (1) ‚ (2)

Partner
Capital
Balance

Profit and Loss
Percentage

Maximum Loss
Absorbable Rank

A $70,000 35% $200,000 Second
B 60,000 25 240,000 First
C 40,000 40 100,000 Third
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If all partners had identical MLAs, all partners would share in any given distribution. There-
fore, the amount of any distribution to be paid to a particular partner can be determined by cal-
culating the distributions needed ultimately to give all partners the same MLA. In the present
example, Partner B should receive distributions first, until his/her MLA is equal to the next
highest MLA of $200,000. If B’s capital balance was reduced to $50,000 (next highest MLA
multiplied by the partner’s profit and loss percentage, $200,000 � 25%) as the result of an
actual distribution of $10,000, B’s new MLA would be equal to A’s original MLA as follows:

(1) (2) (1) ‚ (2)

Partner
Capital
Balance

Profit and Loss
Percentage

Maximum Loss
Absorbable

A $70,000 35% $200,000
B 50,000 25 200,000
C 40,000 40 100,000

Therefore, the first $10,000, or any portion thereof, that is available for distribution to part-
ners should be paid entirely to Partner B.

Partners A and B should now receive distributions until their MLAs of $200,000 are
reduced to the next highest MLA of $100,000, traceable to Partner C. If As capital balance was
reduced to $35,000 ($100,000 � 35%) and B’s capital balance was reduced to $25,000
($100,000 � 25%) as the result of actual distributions of $35,000 and $25,000, respectively, to
these partners, all partners would then have equivalent MLAs. This suggests that the next
$60,000 ($35,000 þ $25,000), or any portion thereof, that is available for distribution to part-
ners should be paid to Partners A and B according to the profit ratio of 35:25 and all further dis-
tributions should be divided among all partners according to their respective profit ratio.

Knowledge of a partner’s maximum loss absorbable is helpful in developing a general sense
for which partners would be most likely to receive a distribution and to what extent during the
course of an installment liquidation. Furthermore, this knowledge can also be used to develop a
formal predistribution plan that would be followed during the course of the liquidation. How-
ever, if there should be any difference between the anticipated but unrecorded liabilities and
liquidation expenses and the actual amounts, the predistribution plan would need to be revised.
Therefore, a formal predistribution plan may have limited use in practice.

R E F L E C T I O N
� Upon liquidation of a partnership, the distribution of available assets must follow a

prescribed order.

� The right-of-offset doctrine is important in a liquidation in order to make sure that

partners with the potential for debit capital balances do not receive premature

distributions of assets.

� When there are unsatisfied partnership creditors, such creditors may seek to recover

against a partner’s personal assets. The personal assets are allocated proportionately

between the partner’s personal creditors and the unsatisfied partnership creditors.

� The actual liquidation of a partnership may follow several approaches, including a lump

sum liquidation or an installment liquidation supported by a schedule of safe payments.

� In all cases, the goal is to convert assets into a distributable form, respect the rights of

those with claims against the partnership, and not make premature distributions. The

calculation of partners’ maximum loss absorbable provides insight regarding the order in

which partners are likely to receive distributions.
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UNDERSTANDING THE ISSUES

1. A partnership is considering selling a 30% interest in the partnership to an incoming
partner for 30% of the existing capital balances. What concerns might you have with
this proposal?

2. If an individual were to acquire an interest in a partnership from the partnership
entity itself, how would one calculate the suggested value of the acquired interest?

3. The liquidation of a partnership can be a complex and time-consuming process. What
basic guidelines should be followed in order to ensure that the process is proper?

4. In the liquidation of a partnership, why might a partner be concerned that a fellow
partner has a deficit net capital balance, and how might such a deficit be eliminated?

EXERCISES

Exercise 1 (LO 3, 4) Entry of a new partner under the goodwill method. Pearson
and Murphy have partner capital balances, at book value, of $45,000 and $65,000 as of Decem-
ber 31. Pearson is allocated 60% of profits or losses, and Murphy is allocated the balance. The
partners believe that tangible net assets have a market value in excess of book value in the
amount of $30,000 net. The $30,000 is allocated as follows:

Book Value Market Value

Accounts receivable . . . . . . . . . $120,000 $102,000
Inventory . . . . . . . . . . . . . . . . . . 200,000 258,000
Warranty obligations . . . . . . . . 20,000 30,000

They are considering admitting Warner to the partnership in exchange for total considera-
tion of $84,000 cash. In exchange for the consideration, Warner will receive a 30% interest in
capital and a 35% interest in profits.

1. Prepare the entries associated with the admission of Warner to the partnership under the
goodwill method.

2. If the goodwill suggested by the admission of Warner proved to be worthless, determine by
how much Warner would be harmed.

Exercise 2 (LO 3, 4, 8) Issues involving goodwill and the liquidation of a partner-

ship. Your client has been asked to invest in a partnership which will develop a piece of real
estate for commercial use. It is estimated that the development will occur over three years after
which time the partnership will be liquidated. After reviewing selected historical and prospec-
tive financial information, your client has asked you to provide answers to the following
questions:

1. I thought goodwill could only be recorded by a company if it purchased another company.
Why does the historical balance sheet show goodwill as an asset even though the partnership
has not acquired any other companies?

2. Apparently, a contribution of capital to a partnership can be recorded by either the bonus or
goodwill method. For purposes of securing bank financing and reporting an attractive return
on investment, which method would be most appropriate?

3. If the partnership secured a bank loan, upon liquidation of the partnership which would be
paid back first, the bank loan or my invested capital balance?

4. If the partnership was liquidated and the partnership’s liabilities exceeded the partners’ capi-
tal balances, which partner would be responsible for the excess liabilities?
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5. If I were to purchase a new office building for my existing company, would it be better to
hold this office as a personal asset or set up a corporation that owns the office building given
my possible investment in the partnership?

6. Would I be better off to loan the partnership a set amount of money as compared to contri-
buting the money as a partner?

7. If during the course of the partnership I decided to sell my partnership interest, would I be
better to sell it to the partnership itself or one of the existing partners?

Draft a memo to your client regarding the above questions.

Exercise 3 (LO 2, 3, 4) Impact on a partner’s capital account as a result of acquiring

an additional interest in the partnership. Freeman has been a partner in a commercial
construction company for over 25 years and has finally decided to dispose of their interest in
the partnership. Of the other two partners, Thierfelder and Pape, only Pape has expressed an
interest in acquiring Freeman’s interest. However, neither of the remaining partners want
Freeman to sell their interest to an outside party. The partners have always allocated profits and
losses based on their proportionate average capital balances. Therefore, Thierfelder and Pape
are both interested in what impact a sale by Freeman would have on their capital balance and in
turn their interest in profits and losses.

Assume that prior to a sale by Freeman, the capital balances are $80,000, $40,000, and
$40,000 for Freeman, Thierfelder, and Pape, respectively, and the recorded net assets of the
partnership have a current value of $200,000. Pape has sought out your advice and has posed
the following questions:

1. What would be Pape’s capital balance if Freeman sold their interest for $125,000 to either
Thierfelder or an outside party?

2. What would be Pape’s capital balance if Freeman sold their interest to the partnership for
$125,000 and the bonus method was used to record the transaction?

3. What would be Pape’s capital balance if Freeman sold their interest to the partnership for
$125,000 and the goodwill method, which only recognizes goodwill traceable to Freeman,
was used to record the transaction?

4. What would be Pape’s capital balance if Freeman sold their interest to the partnership for
$125,000 and the goodwill method, which recognizes goodwill traceable to the entire part-
nership, was used to record the transaction?

5. If one of the above goodwill methods were used, which one would be preferable?
6. What constructive comments would you have regarding the method by which profits and

losses are allocated by the partnership?

Provide a response to each of Pape’s questions and assume that, based on average capital bal-
ances, profits and losses are allocated 50%, 25%, and 25% to Freeman, Thierfelder, and Pape,
respectively.

Exercise 4 (LO 6) Recording the withdrawal of a partner. Petersen, one of your cli-
ents, has indicated that Jacobsen is interested in buying Petersen’s interest in the partnership.
Relevant information:

Information regarding partners: . . . . . . .
Partner . . . . . . . . . . . . . . . . . . . . . . . . . Jacobsen Petersen Olsen
Partner’s capital balance . . . . . . . . . . . $150,000 $100,000 $50,000
Partner’s profit and loss percentage. . . 30% 50% 20%

Information regarding net asset values:
Account title . . . . . . . . . . . . . . . . . . . . . Note Payable Net Receivables Net Patents Net Equipment
Book value . . . . . . . . . . . . . . . . . . . . . . $130,000 $ 90,000 $50,000 $300,000
Market value . . . . . . . . . . . . . . . . . . . . 145,000 84,000 30,000 350,000

Petersen has asked you a number of questions regarding selling his interest in the partner-
ship. It is important to note that the partners vote on partnership matters in the same propor-
tion as their profit and loss percentages.
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Prepare a response to each of the following questions:

1. Given the above information, what is the suggested value of Petersen’s interest in the
partnership?

2. Petersen believes that there is significant additional value traceable to the partnership that is
not reflected in the above information. In particular, Petersen believes that the partnership
has significant goodwill and feels that his interest in the partnership is worth $130,000.
What amount of total entity goodwill is suggested by this value?

3. If Petersen were to sell half of his interest in the partnership to Jacobsen and half to Olsen,
why might the value of the two halves not be the same?

4. If Petersen were to sell one-half of his interest to the partnership for $60,000, what would
his new capital balance be after the sale? Assume that all previously recognized net assets are
recorded at their market values but that only the goodwill traceable to Petersen’s partial sale
of an interest is recognized.

5. What might be some advantages to Petersen and Jacobsen of the partnership acquiring Peter-
sen’s interest rather than selling to an individual?

Exercise 5 (LO 2, 3) Determining the purchase price of a partnership interest.

Meyers is considering investing in one of several existing partnerships and is attempting to con-
sider the price to be paid for a partnership interest. In addition to investing cash, Meyers would
be contributing a piece of land that has a fair market value of $50,000. The existing partner-
ships are characterized as follows:

Partnership

A B C

Total assets at:
Book value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000 $600,000 $800,000
Fair market value (excluding good will) . . . . . . . . . . . 450,000 725,000 850,000

Liabilities at book value and fair market value:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 150,000 300,000
Bank loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 120,000 200,000
Notes payable to partners . . . . . . . . . . . . . . . . . . . . . — 100,000 —

Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,500 40,000 58,000
Interest to be acquired by new partner:

In capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30% 25% 20%
In profit and losses . . . . . . . . . . . . . . . . . . . . . . . . . . . 25% 25% 20%

1. Determine the amount of consideration that Meyers should have to convey in order to
acquire an interest in each of the partnerships.

2. Assume that in addition to the land Meyers was asked to convey cash of $4,000, $60,000,
and $15,000 to partnerships A through C, respectively. Determine the amount of goodwill
to be recorded assuming that all assets are adjusted to fair value. Indicate to whom the good-
will is traceable.

Exercise 6 (LO 9) Amounts to be received by a partner during liquidation. A con-
densed balance sheet for a partnership to be liquidated is as follows:

Assets Liabilities and Capital

Cash . . . . . . . . . . . . . . . . . . . . . $ 20,000 Accounts payable . . . . . . . . $ 92,000
Receivables (net) . . . . . . . . . . . . 88,000 Loan payable to Partner A . . 70,000
Inventory . . . . . . . . . . . . . . . . . . 70,000 A, capital . . . . . . . . . . . . . . . 46,000
Equipment (net) . . . . . . . . . . . . . 145,000 B, capital . . . . . . . . . . . . . . . 90,000
Other assets. . . . . . . . . . . . . . . . 55,000 C, capital. . . . . . . . . . . . . . . 80,000

Total assets . . . . . . . . . . . . . . . . $378,000 Total liabilities . . . . . . . . . . . $378,000
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The profit and loss percentages for Partners A, B, and C are 50%, 30%, and 20%, respec-
tively. For each of the following independent scenarios, determine how much of the available
cash, with the exception of $10,000, would be distributed to Partner B.

1. Assume that the receivables and the inventory were liquidated for $140,000 cash.
2. Assume that all noncash assets other than equipment were sold for $53,000 cash.
3. Assume that noncash assets with a book value of $300,000 were sold for $250,000 cash and

that a distribution to Partner A was made in order to pay off the loan payable to them.

Exercise 7 (LO 8, 9) Installment liquidation with deficit capital balances and

personal insolvency. Twelve years ago, Adams, Boyd, and Chambers formed a partnership
manufacturing small circuit boards. Unfortunately, foreign competition, a softening economy,
and management errors have led the partners to realize that the company’s business cannot be
sustained and that the partnership must be liquidated. A condensed balance sheet is as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . $ 12,000 Note payable to Adams . . . . . . . . $ 10,000
Noncash assets . . . . . . . . . . . . . . . 225,000 Other liabilities . . . . . . . . . . . . . . . 170,000

Capital, Adams . . . . . . . . . . . . . . . 15,000
Capital, Boyd . . . . . . . . . . . . . . . . 10,000
Capital, Chambers . . . . . . . . . . . . 32,000

Total assets . . . . . . . . . . . . . . . . . . $237,000 Total liabilities and capital. . . . . . . $237,000

The current value of personal assets and liabilities of the partners, excluding those related to
the partnership, are as follows:

Adams Boyd Chambers

Personal assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . $185,000 $62,000 $170,000
Personal liabilities . . . . . . . . . . . . . . . . . . . . . . . . . 72,000 78,000 150,000

Boyd is extremely concerned that after liquidation of the partnership they would still con-
tinue to be personally insolvent. This would be devastating to Boyd, and they have come to you
with their concerns.

Prepare a response to each of Boyd’s independent questions noting that profits and losses
are allocated 40%, 20%, and 20% to Adams, Boyd, and Chambers, respectively.

1. If assets with a book value of $180,000 were sold for $200,000 and the partners agreed to main-
tain a minimum cash balance of $5,000, would any of the available cash be distributed to Boyd?

2. If all of the noncash assets were sold for net proceeds of $280,000 and all cash was distribu-
ted, would any of the available cash be distributed to Boyd?

3. Assume that all of the noncash assets were sold for net proceeds of $150,000 and all cash was
distributed. If Adams contributed the necessary assets to the partnership to liquidate unsatis-
fied outside creditors, how much would Boyd be liable to Adams for?

4. How much would all of the noncash assets have to be sold for so that after distributing all
available cash Boyd could liquidate their personal liabilities?

Exercise 8 (LO 1, 9) Admission of a new partner with determination of contri-

bute vs. liquidation. Arnold (A), Bower (B), and Chambers (C) are partners in a small
manufacturing firm whose net assets are as follows:

Book Value Fair Value Book Value Fair Value

Current assets . . . . . . . . . . . . . . . . . . . . $285,000 $210,000 Loan payable to Bower . . . . . $ 40,000 $ 40,000
Equipment (net of depreciation). . . . . . . 320,000 225,000 Other liabilities . . . . . . . . . . . 430,000 434,000

Arnold, capital. . . . . . . . . . . . 50,000
Vacant land . . . . . . . . . . . . . . . . . . . . . . 60,000 85,000 Bower, capital . . . . . . . . . . . . 100,000
Other assets. . . . . . . . . . . . . . . . . . . . . . 15,000 10,000 Chambers, capital . . . . . . . . . 60,000

Total assets. . . . . . . . . . . . . . . . . . . . . $680,000 $530,000 Total liabilities . . . . . . . . . . $680,000 $474,000
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The partnership agreement calls for the allocation of profits and losses as follows:

a. Salaries to A, B, and C of $30,000, $30,000, and $40,000, respectively.
b. Bonus to A of 10% of net income after the bonus.
c. Remaining amounts are allocated according to profit and loss percentages of 50%, 20%, and

30% for A, B, and C, respectively.

Unfortunately, the business finds itself in difficult times: Annual profits remain flat at
approximately $132,000, additional capital is needed to finance equipment which is necessary
to stay competitive, and all of the partners realize that they could make more money working
for someone else, with a lot fewer headaches.

Chambers has identified Dawson (D) as an individual who might be willing to acquire an
interest in the partnership. Dawson is proposing to acquire a 30% interest in the capital of the
partnership and a revised partnership agreement, which calls for the allocation of profits as
follows:

a. Salaries to A, B, C, and D of $30,000, $30,000, $40,000, and $30,000, respectively.
b. Bonus to D of $20,000 if net income exceeds $250,000.
c. Remaining amounts are allocated according to profit and loss percentages of 30%, 10%,

30%, and 30% for A, B, C, and D, respectively.

An alternative to admitting a new partner is to liquidate the partnership. Net personal assets
of the partners are as follows:

Arnold Bower Chambers

Personal assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $240,000 $530,000 $300,000
Personal liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 228,000 150,000 200,000

Assuming that you are Bower’s personal CPA, you have been asked to provide your client
with your opinions regarding the alternatives facing the partnership.

1. Bower does not believe it would be worth it to him to admit a new partner unless his alloca-
tion of income increased by at least $10,000 over that which existed under the original part-
nership agreement. What would the average annual profit of the new partnership have to be
in order for Bower to accept the idea of admitting a new partner?

2. Given the net assets of the original partnership, what is the suggested purchase price that
Dawson should pay for a 30% interest in the partnership?

3. Assume that the original partnership was liquidated and Bower received a business vehicle,
with a fair value of $15,000 and a net book value of $20,000, as part of his liquidation pro-
ceeds. Partners with a deficit capital balance will only contribute their net personal assets.
How much additional cash would Bower receive if the partnership were liquidated?

Exercise 9 (LO 9) Insolvent partnership and/or partners upon liquidation. The
following two independent cases deal with a partnership and/or partners that are insolvent.

Case A Assets Liabilities Partner A Partner B Partner C

Partnership. . . . . . . . . . . . . . . . . $180,000 $150,000
Partnership capital balances . . . $34,000 $(15,000) $11,000
Personal assets. . . . . . . . . . . . . . 60,000 60,000 32,000
Personal liabilities . . . . . . . . . . . 40,000 80,000 24,000

Case B

Partnership. . . . . . . . . . . . . . . . . $180,000 $150,000
Partnership capital balances . . . $34,000 $(15,000) $11,000
Personal assets. . . . . . . . . . . . . . 60,000 45,000 32,000
Personal liabilities . . . . . . . . . . . 72,000 60,000 36,000

Assuming that the partners share profits and losses equally, prepare a response to each of the
following independent questions:
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1. Given Case A, if all of the assets were sold for $165,000, how much of personal assets could
Partner B contribute toward their capital balance?

2. Given Case A, if all of the assets were sold for $126,000, how much could Partner C contri-
bute toward the remaining partnership liabilities, assuming the unsatisfied partnership cred-
itors first seek recovery against Partner A?

3. Given Case B, if all of the assets were sold for $135,000 and all partners with deficit capital
balances contributed personal assets toward those deficits, how much, if anything, would
Partner A have to contribute toward unsatisfied partnership creditors?

4. Given the same facts as item (3) above, what amount could Partner A’s unsatisfied personal
creditors receive from A’s interest in the partnership?

PROBLEMS

Problem 14-1 (LO 2, 3, 5, 6) Admission and departure of partners under the good-

will method. Carlton, Weber, and Stansbury share profits equally and have capital balances
of $120,000, $70,000, and $80,000, respectively, as of December 31, 2014. Effective January 1,
2015, Stansbury has transferred his interest in the partnership to Laidlaw for total consideration
of $100,000. As part of agreeing to admit Laidlaw to the partnership, the profit- and loss-sharing
agreement was modified as follows:

a. Carlton, Weber, and Laidlaw would receive annual salaries of $120,000, $90,000, and
$90,000, respectively, to be withdrawn in equal amounts at the end of each calendar quarter.

b. A bonus of 20% of net income after the bonus will be allocated between Weber and Laidlaw
in the ratio of 1:3. The bonus would be distributed at the end of the first quarter subsequent
to year-end.

c. Profit and loss percentages are 40%, 30%, and 30%, respectively, for Carlton, Weber, and
Laidlaw.

d. If income is not sufficient or an operating loss exists, all provisions of the profit-sharing
agreement are to be satisfied, and the profit and loss percentages are used to absorb any defi-
ciency or additional losses.

The original partners were excited about the new arrangement because Laidlaw had indi-
cated that they would be able to attract a number of customers from his previous place of
employment. Weber was willing to shift some salary to a bonus status in order to capture more
of the upside potential being presented by Laidlaw. As expected, over the first six months of
2015, a number of Laidlaw’s previous customers transferred their business to the partnership.
However, the next 12 months were very disappointing. Not only did very few additional Laid-
law customers transfer their business, but it became clear that Laidlaw was not compatible with
the other partners. Furthermore, a number of long-standing customers ceased doing business
with the company due to issues with Laidlaw. Income for the year 2015 was $300,000, and
income for the first six months of 2016 was only $120,000.

On July 1, 2016, Carlton and Weber agreed to acquire Laidlaw’s interest in the partnership.
The transaction would be recorded as a purchase of Laidlaw’s interest by the partnership under
the bonus method. Laidlaw was paid $79,000 for their capital balance as of June 30, 2016, and
no other distributions were made to him.

After Laidlaw left the partnership, Carlton and Weber went back to sharing profits and
losses equally with quarterly withdrawals of $10,000 per partner at the end of each calendar
quarter. Weber agreed not to receive an additional distribution traceable to the bonus earned
during the first six months of 2016. Income in the second half of 2016 was $73,000. However,
the partners realized that they needed to expand operations if the company was to be saved. On
January 1, 2017, the partnership admitted Wilson. Wilson contributed tangible assets of
$70,000 and intangibles to the partnership in exchange for a 40% interest in capital and one-
third interest in profits. The admission of Wilson was recorded using the goodwill method.
Carlton, Weber, and Wilson continued to share profits equally, and the partnership experienced
net income of $420,000 in 2017. Quarterly withdrawals of $30,000 were paid to each of the
partners beginning in 2017.
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During the first six months of 2018, the partnership had net income of $255,000 in spite of
Carlton’s reduced involvement due to health problems. On July 1, 2018, Carlton sold his inter-
est to the partnership for $160,000. The sale was recorded by recognizing the goodwill traceable
to the entire partnership.

Prepare a schedule analyzing the changes in partners’ capital accounts since December 31,
2014. Supporting calculations should be in good form.

Problem 14-2 (LO 2, 3, 5, 6) Capital balances under the bonus and goodwill

methods. A partnership has assets of $210,000 and liabilities of $95,000. The capital infor-
mation for the current partners is as follows:

Partner A Partner B Partner C

Profit and loss percentages . . . . . . . . . . . . . . . . . . 50% 30% 20%
Capital balances . . . . . . . . . . . . . . . . . . . . . . . . . . $70,000 $30,000 $15,000

Given the above information, respond to each of the following independent fact situations:

1. Assuming new Partner D acquired 20% of Partner B’s interest from B for consideration of
$15,000, what is Partner B’s capital balance after this transaction?

2. Assume that the above assets are understated by $25,000. If new Partner D were to acquire a
30% interest in the partnership by making a contribution of assets to the partnership, what
would be the suggested value of the consideration?

3. If the above assets were overstated by $25,000, what amount of consideration should new
Partner D convey to the partnership in exchange for a 25% interest in capital, keeping in
mind that D would also be acquiring a 30% interest in profits?

4. If new Partner D conveyed assets with a fair market value of $66,000 to the partnership in
exchange for a 30% interest in capital and a 25% interest in profits, what would be B’s capi-
tal balance after the transaction, assuming use of the bonus method?

5. Assume the same facts as item (4) above, except assume use of the goodwill method. What
would be B’s capital balance after the transaction?

6. Assume that the above recognized assets are understated by $25,000 and new Partner D con-
veys assets with a fair market value of $70,000 to the partnership in exchange for a 30%
interest in capital and a 25% interest in profits, what would be A’s capital balance after the
transaction, assuming use of the bonus method?

7. Assuming the same facts as item (6) above, what amount of goodwill is suggested by the
transaction?

8. Assume the same facts as item (7) above, except that Partner D acquired their interest for
$25,000 cash. What amount of goodwill is suggested by the transaction?

9. Assume that Partner B sold their interest to the partnership for $51,000 and that previously
recognized assets are understated by $30,000. What would be Partner A’s capital balance,
assuming use of the goodwill method where goodwill traceable to the entire entity is
recognized?

Problem 14-3 (LO 6) Impact on capital balances of a partner withdrawing. After
being a partner for over 10 years, Ziegler has decided to sell her interest in a partnership with
Grossman and Casper. Prior to the date of the sale and subsequent to the allocation of profits
and drawing balances, information concerning the partners was as follows:

Grossman Casper Ziegler

Capital balances . . . . . . . . . . . . $125,000 $200,000 $150,000
Profit and loss percentages . . . . 40% 40% 20%
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Not reflected in the above capital balances are market values of recorded net assets that differ
from their book values as follows:

Land Net Receivables Inventory Net Equipment

Market value $250,000 $125,000 $220,000 $340,000
Book value 225,000 135,000 245,000 310,000

Determine the capital balances for Grossman and Casper assuming that Ziegler sells her interest
in the partnership under the following independent scenarios.
1. Ziegler sells her interest to Grossman for $160,000, and the price paid is not used to recog-

nize changes in value of recorded net assets of the entity.
2. Ziegler sells her interest to Grossman for $160,000, and the price paid is used to only recog-

nize decreases in value of existing assets.
3. Ziegler sells her interest to the partnership for $160,000, and the bonus method is used to

account for the transaction. Suggested decreases in the value of assets are recognized.
4. Ziegler sells her interest to the partnership for $160,000, and the goodwill traceable to the

withdrawing partner is recognized. Suggested decreases in the value of assets are recognized.
5. Ziegler sells her interest to the partnership for $160,000, and the goodwill traceable to the

entire partnership entity is recognized. Suggested decreases in the value of assets are
recognized.

6. Ziegler sells her interest to the partnership for $160,000, and the goodwill traceable to the
entire partnership entity is recognized. All changes in the value of existing assets are
recognized.

Problem 14-4 (LO 2, 9) Exiting partners under the bonus method and

liquidation. Midway Construction was a partnership owned by Davis, Murray, and Clay
with year-end 2013 capital balances of $50,000, 80,000, and $70,000, respectively. Davis and
Murray each received an annual salary of $100,000. Clay was primarily involved in sales and
received a salary of $70,000 and a bonus of 20% of net income after salaries. All remaining
profits were allocated equally among the partners. In the event of insufficient income or operat-
ing losses, each provision of the agreement would be satisfied to whatever extent possible given
the order of salaries, interest, bonus, and percentages. Salaries are distributed at the end of each
calendar quarter, and Clay’s bonus is distributed at the end of the first month subsequent to
year-end. Eighty percent of all other allocated income (income other than salary and bonus) is
distributed to the partners at the end of the first quarter subsequent to year-end. During 2013,
the partnership had net income of $450,000 and proceeded to construct a number of spec
homes during 2014.

Unfortunately, during 2014, interest rates increased, and the economy experienced a signifi-
cant slowdown, resulting in partnership income of only $300,000. In order to improve cash
flows, on January 1, 2015, Rayburn made a capital contribution to the partnership of $59,000
cash and received a 50% interest in capital. Rayburn would receive a profit allocation equal to
interest of $5,900 in 2015 and a 10% profit percentage. In 2016, Rayburn would receive inter-
est of 10% on average capital, before allocation of 2016 profits, and a 10% profit allocation.
The previous partners’ profit and loss agreement was modified to provide for salaries at one-half
of previous levels, none of which were to be distributed, and profit percentages of 30% each. All
other aspects of the previous profit-sharing agreement remained in effect. During the year
2015, conditions worsened, and the partnership reported income of $142,000. At year-end
2015, Davis sold its capital interest to the partnership in exchange for $49,400 and received no
further distributions. At the beginning of 2016, Murray loaned the partnership $50,000 with
the necessary loan documents providing for interest at the rate of 6%. The profit-sharing agree-
ment for 2013 was completely changed to simply provide for interest on capital to Rayburn as
previously set forth and all remaining profits to be allocated 40%, 40%, and 20% for Murray
Clay, and Rayburn, respectively. The only withdrawal to take place during 2016 was the distri-
bution of Clay’s 2015 bonus.

The partnership could no longer sustain the economic downturn, and the decision was
made to liquidate the partnership after having reported net income of $110,000 during the first
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six months of 2016. At the beginning of the liquidation process, the partnership had $15,000
in cash and liabilities, excluding loans from partners, of $84,000. Noncash assets of the partner-
ship were liquidated as follows:

1. On August 1, 2016, assets with a book value of $220,000 were sold for $180,000.
2. On September 1, 2016, assets with a book value of $70,000 were sold for $82,000.

Prior to any further liquidation of assets, all available cash other than $10,000 held for future
expenses was to be distributed to the partners on September 15, 2016.

1. Prepare a schedule analyzing the partners’ capital prior to liquidation of the partnership.
Assume use of the bonus method to record all changes in the ownership structure of the
partnership.

2. Prepare a schedule of cash payments on September 15, 2016, of the liquidation, showing
how the available cash was distributed. Supporting calculations should be in good form.

Problem 14-5 (LO 9) Sell to a partner or liquidate partnership. Jacobs, a client of
yours, is a partner in a retail establishment that has been experiencing difficult times. Shortly
after deciding to liquidate the partnership, partner Williams offers to buy out the interests of
the other partners. Jacobs is trying to decide whether it would be best for her to liquidate the
partnership or accept the offer to sell her interest.

Prior to liquidation, the partnership has the following condensed balance sheet:

Assets Liabilities and Capital

Cash . . . . . . . . . . . . . . . . . $ (15,000) Liabilities . . . . . . . . . . . . . . . . . . . . $160,000
Noncash assets . . . . . . . . . 322,000 Loan payable, Williams . . . . . . . . 25,000

Capital, Jacobs (30%) . . . . . . . . . . 52,000
Capital, Williams (30%) . . . . . . . . 40,000
Capital, Harrington (40%) . . . . . . 30,000

Total assets . . . . . . . . . . . . $307,000 Total liabilities and capital. . . . . . . $307,000

The partners’ profit and loss percentages are shown parenthetically after the above capital
balances.

If the partnership is liquidated, the following information will be relevant:

1. Jacobs estimates that additional unrecorded liabilities of $12,000 will be discovered.
2. Noncash assets can be sold for approximately $232,000.
3. Liquidation expenses, including brokerage and professional fees, will be approximately

$18,000.
4. Williams will require repayment of his loan to the partnership as soon as cash is available.
5. Harrington has a very weak financial situation with personal assets, excluding his interest in

the partnership, of $145,000 and personal liabilities of $132,000. Harrington will agree to
contribute his net personal assets to the partnership.

6. All remaining available cash will be distributed immediately upon conclusion of the liquida-
tion process.

If the offer by Williams occurs, the following information will be relevant:

1. Total capital of the partnership will be reduced by $70,000 to reflect possible unrecorded
liabilities and/or asset write-downs.

2. Jacobs and Harrington will be offered 60% of their capital balances after giving considera-
tion to the above adjustments.

3. Williams will pay each of the partners 50% of the balance due as a down payment, and the
balance due will be paid over 24 months in equal installments bearing a 0% interest. A rea-
sonable market rate of interest will be 6%.

Prepare appropriate schedules that can be presented to Jacobs in order to assist her in her deci-
sion regarding which course of action to follow.

Required
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Problem 14-6 (LO 3, 5, 6) Profit allocations, admission and withdrawal of part-

ners under the goodwill method. Murphy and Reinartz have been partners for several
years and critical values related to their partnership are as follows:

Murphy Reinartz Total

Profit allocation:
Annual salaries . . . . . . . . . . . . . . . . . . . . . . . . . $80,000 $100,000 $180,000
Bonus on net income . . . . . . . . . . . . . . . . . . . . . 20% 0%
Profit and loss percentages . . . . . . . . . . . . . . . . 40% 60%

Capital balances as of December 31, 2015. . . . . $54,000 $ 76,000 $130,000
Net assets as of December 31, 2015:. . . . . . . . . .

At book value. . . . . . . . . . . . . . . . . . . . . . . . . . . $130,000
At market value . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Loan due to partner as of December 31, 2015 . . . $20,000 $ 30,000 50,000

In 2016, the partnership reported net income of $230,000, and each partner received a
$100,000 distribution at year-end. After much discussion, Hepburn was admitted as a partner
on January 1, 2017. Hepburn paid $70,000 for a 25% interest in capital. The profit-sharing
agreement was modified to also include a salary of $70,000 and a bonus of 5% of net income
for Hepburn. The profit and loss percentages were also revised to 30%, 45%, and 25% for
Murphy, Reinartz, and Hepburn, respectively. The partnership recognized income of $330,000
during 2017 and distributed $80,000 to each partner during the year. During 2017, Murphy
became disappointed with the performance of the company and disagreed with Hepburn’s man-
agement style. On January 1, 2018, Murphy sold its interest in the partnership to Reinartz for
$200,000. The year 2018 was a transition year for the partnership, and Reinartz and Hepburn
agreed to share annual profits of $200,000 equally between themselves. In 2018, Reinartz and
Hepburn withdrew $60,000 and $80,000, respectively, from the partnership.

At the beginning of 2019, Reinartz decided to sell its interest in the partnership to the part-
nership for $350,000. It was agreed that net assets would be adjusted to reflect their fair value
and that the sale would be recorded by the method whereby only goodwill traceable to Reinartz
would be recognized. It was agreed that the following net asset adjustments should be made:

Book Value
Market
Value

Increase
(Decrease) in
Net Assets

Equipment (net of depreciation). . . . $125,000 $150,000 $ 25,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . 220,000 260,000 40,000
Patents (net of amortization) . . . . . . 60,000 20,000 (40,000)
Employee note receivable . . . . . . . . 10,000 — (10,000)
Contingent liabilities . . . . . . . . . . . . — 25,000 (25,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . $(10,000)

Immediately after Reinartz sold its interest, Pioso purchased a 40% interest in the partner-
ship by contributing to the partnership land and cash with a combined fair value of $75,000.

Develop a worksheet that shows the various partners’ capital balances from December 31,
2015, through the admission of Pioso. Note that if income is not sufficient to satisfy all provi-
sions of the profit agreement, the profit and loss percentages are to be used to absorb any
deficiencies.
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Problem 14-7 (LO 9) Liquidate now or later. At the end of 2015, Klaproth finds himself
in a difficult situation. He is a partner in a residential construction company, and the housing
market has been adversely impacted by interest rates, mortgage defaults, and a surplus of exist-
ing homes for sale. As a result, Klaproth and certain other partners are considering ceasing
operations as of year-end 2015 and liquidating the partnership. Values of liquidated net assets
are estimated to be as follows:

Item Book Value Market Value

Cash . . . . . . . . . . . . . . . . . . . . . . . . $ 120,000 $ 120,000
Noncash assets . . . . . . . . . . . . . . . . 1,500,000 1,380,000
Liabilities . . . . . . . . . . . . . . . . . . . . . 1,400,000 1,350,000
Klaproth, capital . . . . . . . . . . . . . . . 110,000
Stone, capital . . . . . . . . . . . . . . . . . 20,000
Jackson, capital . . . . . . . . . . . . . . . . 90,000
Unrecorded contingent liabilities. . . — 60,000
Estimated liquidation expense. . . . . 25,000

As of March 31, 2016, the partners’ personal net assets (deficit) were $220,000, $12,500,
and $100,000 for Klaproth, Stone, and Jackson, respectively. If a partner develops a deficit capi-
tal balance, they would likely contribute an amount equal to their net personal assets.

Certain partners feel that things will improve over the next two years and have made an
alternative proposal to Klaproth. Under this proposal, Klaproth would continue his involve-
ment in the company and continue to share profits and losses as before. On March 31, 2018,
the partnership would buy Klaproth’s interest for 110% of his capital balance as of December
31, 2017, after adjusting receivables and inventory to their market values as of year-end 2017.

The partnership’s profit-sharing agreement is as follows:

Component Klaproth Stone Jackson

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $130,000 $90,000
Bonus as a percent of traceable net sales . . . 5% 0% 10%
Profit and loss percentages . . . . . . . . . . . . . . 35% 30% 35%

If income is not sufficient to satisfy all provisions of the profit agreement, the profit and loss
percentages are to be used to absorb any deficiencies. You are also to assume that all net income
will be reinvested in noncash assets. It is anticipated that factors impacting the allocation of
profits for the years 2016 and 2017 will be as follows:

2016 Factors Klaproth Stone Jackson

Traceable net sales . . . . . . . . . . . . . $600,000 $800,000 $500,000
Annual draws . . . . . . . . . . . . . . . . . 20,000 40,000 20,000
Investment of capital . . . . . . . . . . . . 50,000 30,000 —

Net income is $120,000

2017 Factors

Traceable net sales . . . . . . . . . . . . . $720,000 $1,000,000 $700,000
Annual draws . . . . . . . . . . . . . . . . . — 40,000 20,000
Net income is $200,000
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As of year-end 2017, receivables and inventory are forecasted to be as follows:

Book Value
Market
Value Adjustment

Receivables . . . . . . . . . . . . . . . . . . . $ 350,000 $ 300,000 $ (50,000)
Inventory of raw materials . . . . . . . . 220,000 190,000 (30,000)
Work in process . . . . . . . . . . . . . . . 610,000 500,000 (110,000)
Finished goods . . . . . . . . . . . . . . . . 600,000 440,000 (160,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . $1,780,000 $1,430,000 $(350,000)

In anticipation of a meeting with Klaproth, prepare a schedule that will help him with
respect to which course of action might be most appropriate.

Problem 14-8 (LO 10) Calculating safe payments over the term of an installment

liquidation. A partnership has decided to liquidate its operations. Prior to beginning the
liquidation process, the partnership had cash balances of $12,000 and noncash assets of
$210,000. At that time liabilities were $125,000 of which $25,000 represented a note payable
to Partner B. The capital information for the current partners is as follows:

Partner A Partner B Partner C

Profit and loss percentages . . . . . . . . . . . . . . . . . . 50% 30% 20%
Capital balances . . . . . . . . . . . . . . . . . . . . . . . . . . $75,000 $42,000 $(20,000)

The following events occurred over the four-month liquidation period, and it was decided
that all available cash would be distributed at the end of each month.

Month 1—Payments of $35,000 were received on accounts receivable with a book value of
$43,000, and the balance of those accounts were written off. A $12,000 allowance for uncollec-
tible accounts was established against the remaining receivables. Inventory with a book value of
$70,000 was returned to vendors in exchange for full satisfaction of $62,000 of accounts
payable. It was decided that a minimum cash balance of $5,000 should be maintained at
month-end.

Month 2—A division of the company was sold to an outside investor for $34,000. The
book value of the division’s recognized net assets was $28,000, and they had a market value of
$24,000. Any goodwill suggested by this transaction was to be recognized through the use
of the bonus method. Equipment with a net book value of $15,000 and a market value of
$20,000 was accepted by Partner B in full satisfaction of their note payable. A customer contract
valued at $24,000 was completed at a cost of $14,000. The customer paid for the goods less the
$8,000 deposit previously paid. The deposit had been erroneously recorded as a sale when
received. Professional fees associated with the liquidation were paid in the amount of $6,000,
and it was agreed to retain another $4,000 in anticipation of future liquidation expenses.

Month 3—Inventory with a book value of $15,000 was sold for $10,000. The partnership
agreed to retain $4,000 against anticipated liquidation expenses. Partner C had personal assets
of $85,000 and personal liabilities of $96,800. Partner C agreed to contribute personal assets to
the partnership to whatever extent allowed by law. Partner B, who is Partner C’s brother, agreed
to absorb any deficit balance that Partner C was unable to eliminate and to absorb any subse-
quently realized deficits that Partner C may be allocated. It was agreed to retain $4,000 in
anticipation of future liquidation expenses.

Month 4—The remaining assets were sold for $7,000, and final liquidation expenses were
paid in the amount of $4,500.

Prepare an installment liquidation schedule with all necessary supporting schedules.

1. Assuming new Partner D acquired 20% of Partner B’s interest from B for consideration of
$15,000, what is Partner B’s capital balance after this transaction?

2. Assume that the above assets are understated by $25,000. If new Partner D were to acquire a
30% interest in the partnership by making a contribution of assets to the partnership, what
would be the suggested value of the consideration?
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3. If the above assets were overstated by $25,000, what amount of consideration should new
Partner D convey to the partnership in exchange for a 25% interest in capital, keeping in
mind that D would also be acquiring a 30% interest in profits?

4. If new Partner D conveyed assets with a fair market value of $66,000 to the partnership in
exchange for a 30% interest in capital and a 25% interest in profits, what would be B’s capi-
tal balance after the transaction, assuming use of the bonus method?

5. Assume the same facts as item (4) above, except assume use of the goodwill method. What
would be B’s capital balance after the transaction?

6. Assume that the above recognized assets are understated by $25,000 and new Partner D con-
veys assets with a fair market value of $70,000 to the partnership in exchange for a 30%
interest in capital and a 25% interest in profits. What would be A’s capital balance after the
transaction, assuming use of the bonus method?

7. Assuming the same facts as item (6) above, what amount of goodwill is suggested by the
transaction?

8. Assume the same facts as item (7) above, except that Partner D acquired their interest for
$25,000 cash. What amount of goodwill is suggested by the transaction?

9. Assume that Partner B sold their interest to the partnership for $51,000 and that previously
recognized assets are understated by $30,000. What would be Partner A’s capital balance,
assuming use of the goodwill method where goodwill traceable to the entire entity is
recognized?

Problem 14-9 (LO 8, 9, 10) Installment liquidation and unsatisfied partnership

creditors. Prior to liquidation, the following information relates to the partnership: Partner-
ship trial balance:

Partnership trial balance:
Partner Capital

Cash Other Assets Liabilities Adams Beyer Chenery

$25,000 $240,000 $200,000 $50,000 $(10,000) $25,000
Profit and loss percentages 30% 30% 40%

On June 30, other assets with a book value of $160,000 were sold for $120,000, and all
available cash with the exception of $20,000 was used to reduce the partnership liabilities. At
that time, partners with debit (deficit) capital balances were required to contribute additional
capital to whatever extent possible. On July 28, the remaining assets of the partnership were
sold for $10,000. Once again, partners with debit (deficit) capital balances were required to
contribute additional capital to whatever extent possible. Net personal assets of the partners
were as follows:

Adams Beyer Chenery

June 30 balances:
Partner personal assets . . . . . $44,000 $31,000 $52,000
Partner personal liabilities . . . 36,000 25,000 30,000

July 28 balances:
Partner personal assets . . . . . 30,000 22,000 49,000
Partner personal liabilities . . . 22,500 17,000 27,000

Assuming that the unsatisfied partnership creditors first look to Adams for satisfaction and then
to Chenery, determine the amount to be contributed by each partner to satisfy the creditors.

Required
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4Governmental and Not-for-Profit Accounting

Chapter 15: Governmental Accounting: The General
Fund and the Account Groups

Chapter 16: Governmental Accounting: Other
Governmental Funds, Proprietary
Funds, and Fiduciary Funds

Chapter 17: Financial Reporting Issues

Chapter 18: Accounting for Private
Not-for-Profit Organizations

Chapter 19: Accounting for Not-for-Profit Colleges
and Universities and Health Care
Organizations

G
overnment and not-for-profit organizations are a
major force in our society, comprising one-third
of the United States expenditures and employing

a substantial work force.
There are approximately 87,000 local governments in

the United States. These include villages, towns, cities,
counties, states, school districts, universities, public author-
ities, or special districts. There are over one million not-
for-profits in the United States. These include schools;
hospitals; social service, advocacy, cultural, and civic
organizations; churches, synagogues, and mosques; and
foundations.

The primary objective of external financial reporting for
governmental units and not-for-profit organizations is
accountability. However, there is no ‘‘bottom-line’’ amount

or earnings per share figure to judge success. Instead, there
is the elusive factor of service. To control activities and mea-
sure service, variations in the accounting and reporting pro-
cess are introduced. Budgets have far greater power for
control, particularly when they are entered formally into
the accounting records in order to provide close compari-
sons with actual results. With financial resources being
derived from many different sources, some with specific
restrictions as to their consumption, fund accounting has
traditionally been used to display proper use for intended
purposes. More recently, standards setters have moved away
from fund accounting for private not-for-profit organiza-
tions to an organization-wide reporting of unrestricted and
donor-restricted assets and liabilities. Similarly, government
standards now include entity-wide financial statements.

P A R T
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15
C H A P T E R

15
Governmental Accounting: The General

Fund and the Account Groups

This chapter, the first of two that address accounting procedures used by governmental bodies,
deals with the general fund. This fund accounts for most of the ordinary transactions of a govern-
mental body. Also explained are the unique methods used to record fixed assets and long-term
debt in separate accounting records called groups. The presentation is applicable to state and local
governments. The governmental accounting procedures used in Chapters 15–17 provide a gen-
eral understanding of fund accounting and current governmental accounting standards issued by
the Governmental Accounting Standards Board (GASB). Also included is a discussion of the sig-
nificant recent changes to the existing government financial reporting model. The presentation
in Chapters 18 and 19 incorporates Financial Accounting Standards Board (FASB) standards
issued specifically for not-for-profits.

Accounting and financial reporting for governmental and not-for-profit (also called
nonprofit) entities have become more important because an increasing portion of our
national economy has been devoted to this sector. Decision makers, such as legislators, citi-
zens, managers, and contributors, need better information about governmental and not-
for-profit organizations if they are to make optimal resource allocations to those entities
and manage them efficiently and effectively. In addition, many accounting students
will hold governmental and not-for-profit accounting jobs, perform audits on such

Learning Objectives

When you have completed this chapter, you should be able to

1. Differentiate between the financial reporting needs of governmental entities and those of
profit-seeking business enterprises.

2. Identify the role of the various authoritative bodies for state and local government
accounting and financial reporting.

3. State the difference between the financial resources measurement focus and the economic
resources measurement focus, and indicate where each is reported under GASB Statement
No. 34.

4. Identify the types of funds and account groups in state and local government.

5. Show how to account for transactions in governmental funds.

6. Explain the purpose of budgets and how governments account for appropriations.

7. Prepare journal entries for the general fund.

8. Demonstrate how to account for encumbrances.

9. Prepare fund financial statements for the general fund.

10. Complete schedules for general capital assets and long-term liabilities.

11. Demonstrate an understanding of the 13 basic governmental accounting principles.
(Appendix)
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organizations, and take the CPA examination, which contains questions on governmental
and not-for-profit accounting.

COMMERCIAL AND GOVERNMENTAL
ACCOUNTING: A COMPARISON
Exhibit 15-1A summarizes the flow of resources in a profit-seeking business entity. Demand
for goods and services made by customers in the commercial sector of the economy is satis-
fied by business enterprises. Assets of a business enterprise are supplied voluntarily by pro-
prietors, stockholders, bondholders, and other creditors. The assets are consumed during
operating processes that produce goods and services sold to customers who choose to deal
with the company. The sales generate revenue for the company. The objective of the entity
is to generate net income. The income statement measures the attainment of this goal by
matching revenues earned with expenses incurred using accrual accounting.

A separate cash flow statement is prepared to show the cash consequences of the period’s
operating, financing, and investing activities.

Exhibit 15-1B is a summary of the flow of resources for a governmental entity. Residents
and businesses within a government’s jurisdiction demand goods and services from that govern-
mental unit. Assets of a government are supplied primarily through the involuntary payment of
taxes by taxpayers. Typical taxes are those levied on property, income, and sales of goods and ser-
vices. Creditors may also provide some financing. The assets are consumed during operating
processes that produce goods and services dispensed to those who are legally entitled to receive
them. The operations performed to provide services are not intended to generate a profit. Left-
over resources at the end of a fiscal period merely lessen the need for revenue in the next period.
The results of operations for an accounting period are summarized in a statement called the
statement of revenues, expenditures, and changes in the fund balance.

To finance general governmental activities, revenues are raised according to laws and are
increases in financial resources that flow from outside the governmental unit—for example,
taxes based on incomes or property values. Expenditures, such as salary payments, debt princi-
pal and interest payments, and fixed assets purchases, follow from budget appropriations and
are decreases in financial resources that flow to entities outside the governmental unit. The
expenditures usually are not related to the amount of taxes people pay. For example, a 7-year-
old child who pays no taxes may receive a public education. Other increases in financial
resources for general governmental purposes are termed other financing sources. These include
transfers from other funds within the same governmental unit and resources from several other

Exhibit 15-1A 
Flows of Resources Through a Business Enterprise 

Expenses (outflows of economic resources) are incurred for the purpose of generating revenue. Owners share the resulting income 
or loss.

Demand for
goods or services

Owners’ equity
+ borrowings

Goods and
services

Operations using &
consuming resources RevenueAssetsplaced on support produce generate

– Expenses 

Net income 
supply

1
O B J E C T I V E

Differentiate between the

financial reporting needs of

governmental entities and

those of profit-seeking

business enterprises.
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sources including proceeds from bond issues and resources from the sale of fixed assets. Other
decreases in financial resources for general governmental activities come from other financing
uses, which are typified by a transfer of financial resources to another fund within the same gov-
ernmental unit. In addition, many governments engage in business activities that provide goods
or services to users and finance these activities through user charges.

An important focus of governmental financial reporting is demonstrating fiscal compliance.
Operating statements report whether or not financial resources received during a period are suf-
ficient to cover the expenditures of that period. Furthermore, in addition to total expenditures,
whether or not spending in particular areas was in compliance with approved budgets is
reported. Consequently, division of resources into funds, each of which is a self-balancing set of
accounts, is used to keep track of the flows of financial resources dedicated to specific activities.
Financial reporting on fund activities should reveal whether uses of financial resources were
within restrictions imposed by law or by third parties.

A further environmental distinction between business enterprises and governmental units is
ownership versus jurisdiction. The balance sheet residual of a business enterprise is owners’ equity,
denoting the ownership interest in the company. The balance sheet residual of a governmental
unit, however, is fund balance, merely denoting the difference between assets and liabilities.

R E F L E C T I O N
� Because the decision-making environment for governments is not profit seeking, the

accounting and financial reporting needs are different from those in the business

environment.

HISTORY OF GOVERNMENTAL
FINANCIAL REPORTING
Three prominent periods of development in modern governmental financial reporting followed
crises. In the late 1800s, large cities were rocked by misuses of funds, and accounting and finan-
cial reporting recommendations developed by the National Municipal League were adopted by
some cities. In 1904, the state of New York was first to require standardized financial reporting
by cities.

Exhibit 15-1B 
Flows of Resources Through a Governmental Entity 

Taxes people pay are related to: Services people receive 
Their income are related to their legal 
Value of their property entitlements to those services. 
Value of their purchases 

Demand for
goods or services

Taxes +
borrowings

Goods and
services

Operations using &
consuming resourcesAssetsplaced on support produce

supply

2
O B J E C T I V E

Identify the role of the

various authoritative bodies

for state and local

government accounting

and financial reporting.
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In the 1930s, new demands were being placed on governments while available resources
were reduced by the Great Depression. The Municipal Finance Officers of America (MFOA)1

formed its National Committee on Municipal Accounting (NCMA)2 to promulgate account-
ing and financial reporting standards. The NCMA Bulletin No. 1, Principles of Municipal
Accounting, was issued in 1934. Governmental accounting standards evolved through the
actions of the NCMA and its successors. The National Committee on Governmental Account-
ing issued Governmental Accounting, Auditing, and Financial Reporting (GAAFR), also called
the ‘‘Blue Book,’’ in 1968. The National Council on Governmental Accounting (NCGA) was
organized in 1974, independent of the MFOA. Consequently, subsequent revisions of GAAFR
codified and explained governmental financial reporting principles, but they did not have the
status of authoritative pronouncements.

In the 1970s, many cities faced fiscal stress and near bankruptcy. Many people believed that
governmental accounting and financial reporting methods were responsible in part for these fis-
cal problems and believed those problems were not being addressed adequately by the NCGA.
Lack of confidence in the ability of the NCGA to address financial reporting issues effectively
led to the formation of the Governmental Accounting Standards Board in 1984.

GASB Statement No. 1 gave authoritative status to all NCGA statements and interpreta-
tions, as well as accounting and financial reporting guidance contained in the Industry Audit
Guide, Audits of State and Local Governmental Units, issued by the American Institute of Certi-
fied Public Accountants (AICPA) until superseded by subsequent GASB pronouncements.3

A summary of the basic governmental accounting principles included in GASB Statement
No. 1 is provided in the appendix to this chapter.

Financial reporting standard setting for governmental units has a long history and has been
a focus of numerous standard-setting boards. Exhibit 15-2 presents an abridged history of
financial reporting standards applicable to governments issued by major standard setters.

Organization and Processes of the FASB and the GASB

The GASB is a sister board to the Financial Accounting Standards Board. The Financial
Accounting Foundation (FAF), which appoints both boards, is responsible for their funding
and the determination of their respective jurisdictions, as well as the resolution of any disputes
which may arise between the boards.

Both the FASB and the GASB subscribe to a due process of standard setting to ensure that
preparers, attestors, and users of financial statements affected by standards have a voice in the
establishment of those standards. Due process includes (a) issuing discussion memoranda set-
ting forth financial reporting issues and arguments for and against possible alternative stan-
dards; (b) issuing exposure drafts proposing financial reporting standards regarding issues; and
(c) issuing standards after considering written comments, testimony from public hearings, and
research conducted by FASB and GASB staff and others throughout the due process period.

Jurisdictions of the FASB and the GASB

The authority to set external financial reporting standards for business and nonbusiness organi-
zations rests with several standard-setting bodies. The identity of an entity’s primary standard
setter depends upon the nature of the operating activities of the entity issuing financial reports.
Exhibit 15-3, on page 770, shows the primary standard setters for commercial, governmental,
and not-for-profit entities.

Accountants and auditors often rely on financial reporting standards issued by bodies of
expert accountants, such as AICPA committees, that are not the entity’s primary financial
reporting standard setter. In addition, accountants sometimes rely on widely recognized indus-
try practices and other relevant accounting literature, such as accounting textbooks and AICPA
issues papers, in preparing financial reports in accordance with generally accepted accounting

1 Now, the Government Finance Officers Association (GFOA).
2 Renamed National Committee on Governmental Accounting in 1951 and reorganized as the National Council

on Governmental Accounting (NCGA) in 1974. The NCGA was superseded by the GASB in 1984.
3 GASB Statement No. 1, Authoritative Status of NCGA Pronouncements and AICPA Industry Audit Guide

(Norwalk, CT: Governmental Accounting Standards Board, July 1984).
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principles (GAAP).4 Generally, nongovernmental entities follow FASB pronouncements, APB
Opinions, and AICPA Accounting Research Bulletins, while state and local governments follow
GASB pronouncements and AICPA and FASB pronouncements if they are made applicable to
state and local governments by GASB action.

Exhibit 15-2
Major Contributions of Governmental Accounting Standard Setters

Year MFOA/GFOA Committees AICPA GASB

1934
to

1941

NCMA—Principles of
Municipal Accounting and
12 later standards

1951
to

1968

NCGA—four publications
including 1968 Governmental
Accounting, Auditing, and
Financial Reporting (GAAFR)

1974 Audits of State and Local
Governmental Units

1979
to

1982

NCGA—four statements including
the 1980 GAAFR, six interpretations
and one Concepts Statement,
Objectives of Accounting and
Financial Reporting for
Governmental Units

1980 Statement of Position 80–2 declared
that financial statements presented in
accordance with NCGA Statement
No. 1 are in conformity with generally
accepted accounting principles.

1984
to

2014

GASB, organized in 1984, has issued
71 standards and six concepts statements.

Codification of Governmental
Accounting and Financial Reporting
Standards contains generally accepted
accounting principles for governmental
units and is issued annually.

GASB Objectives of Financial Reporting

Differences in environments and purposes of financial reporting between business enterprises
and governmental entities have led to the creation of separate financial reporting standard-
setting boards for business enterprises and governments, and each board has examined and
defined the objectives of financial reporting by its respective constituency. Objectives of Financial
Reporting by Business Enterprises, Concept Statement No. 1, was issued by the FASB in 1978.
Objectives of Financial Reporting, Concept Statement No. 1, was issued by the GASB in 1987.

4 Statement on Auditing Standards No. 69, The Meaning of ‘‘Present Fairly in Conformity with Generally
Accepted Accounting Principles’’ in the Independent Auditor’s Report (New York: American Institute of Certi-
fied Public Accountants, January 1992).
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Exhibit 15-3
Authorities for Commercial, Governmental, and Not-for-Profit Accounting Reporting Standards

Type of Entity
Primary Financial Reporting

Standard Setter(s)

Business enterprises Financial Accounting Standards Board (FASB) and Securities
and Exchange Commission (SEC)

Federal government General Accounting Office (GAO), Comptroller General,
Department of the Treasury, Office of Management and
Budget (OMB), and Federal Accounting Standards Advisory
Board (FASAB)

State/local governments Governmental Accounting Standards Board (GASB)

Colleges and universities Public—GASB
Private—FASB

Heathcare organizations Public—GASB
Private—FASB

Voluntary health and
welfare organizations

FASB

Other not-for-profit
organizations

FASB

In its Concept Statement No. 1, the GASB stated that ‘‘accountability is the cornerstone of
all financial reporting in government.’’5A closely related concept referred to by the GASB in the
concept statement is interperiod equity. Both concepts are described below.

The GASB believes that financial reporting helps a government fulfill its duty to be publicly
accountable to its citizenry. They believe that taxpayers have a ‘‘right to know;’’ that is, a right to
receive information about government activities that may lead to public debates. At a minimum,
accountability through financial reporting means ‘‘providing information to assist in evaluating
whether the government was operated within the legal constraints imposed by the citizenry.’’6

A significant part of accountability is interperiod equity, which may be demonstrated by
showing ‘‘whether current-year revenues are sufficient to pay for current-year services or whether
future taxpayers will be required to assume burdens for services previously provided.’’7As with
business financial reports, state and local government financial reports should possess the charac-
teristics of understandability, reliability, relevance, timeliness, consistency, and comparability.

Measurement Focus and Basis of Accounting

Measurement focus refers to which resources are being measured. Basis of accounting refers to
when the effects of transactions or events should be recognized for financial reporting purposes.
The traditional measurement focus for state and local governments has been financial resources.
In June 1999, the GASB issued Statement No. 34 after nearly 15 years of deliberation and dia-
logue with its constituents. Statement No. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, requires governments to prepare two
separate, but related, sets of financial statements.8 The first set, the fund financial statements,
focuses on reporting activity as a collection of separate funds. Governmental and business-type
funds are reported on separate statements. And, rather than follow the reporting of traditional
fund-types (as described in the following section), these statements will report major funds and
combine all the nonmajor funds into one column.

5 GASB Concept Statement No. 1, Objectives of Financial Reporting (Norwalk, CT: Governmental Accounting
Standards Board,1987), par. 58.

6 Ibid.
7 Ibid., par. 61.
8 GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State

and Local Governments (Norwalk, CT: Governmental Accounting Standards Board, June 1999).

3
O B J E C T I V E

State the difference

between the financial

resources measurement

focus and the economic

resources measurement

focus, and indicate where

each is reported under

GASB Statement No. 34.
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The second set of financial statements are government-wide statements that concentrate on
the government as a whole. These statements adopt an economic resources measurement focus and
consolidate all of a government’s operations on a full accrual basis similar to that found in the
business world.

The sections that follow present an overview of the main funds maintained by govern-
ments and describe the accounting for activities in the general fund. A discussion of account-
ing for long-term assets and liabilities also follows. Chapter 16 discusses accounting for
activities in the remaining funds, while Chapter 17 describes the fund financial statements
and the more recently required government-wide statements as well as the articulation from
one to the other.

Concept Statement No. 4, Elements of Financial Statements, defined two new elements
reported in a statement of financial position (i.e., balance sheet).9 Deferred Outflows of
Resources are consumption of net assets in one period that are applicable to future periods.
Deferred Inflows of Resources are acquisition of net assets in one period that are applicable to
future periods. Recognition of deferred outflows of resources and deferred inflows of resources
is limited to instances identified by the GASB in authoritative pronouncements.

In June 2011, the GASB issued Statement No. 63, Financial Reporting of Deferred Outflows
of Resources, Deferred Inflows of Resources, and Net Position, providing reporting guidance for
Deferred Outflows of Resources and Deferred Inflows of Resources.10 Amounts that are
reported as Deferred Outflows of Resources should be reported in a separate section following
assets on the statement of financial position (i.e., balance sheet). Amounts reported as Deferred
Inflows of Resources should be reported in a separate section following liabilities.

To assist preparers in determining the amount of Deferred Inflows of Resources and Deferred
Outflows of Resources, the GASB issued Statement No. 65, Items Previously Reported as Assets and
Liabilities.11 Issued in March 2012, Statement No. 65 explicitly classifies certain items as Deferred
Inflows of Resources and Deferred Outflows of Resources, along with providing additional gui-
dance on items, such as limiting the use of the word deferred to Deferred Inflows of Resources and
Deferred Outflows of Resources. Items that meet the definition of Deferred Inflows of Resources
and Deferred Outflows of Resources will be identified throughout Chapters 15–17.

R E F L E C T I O N
� Governmental accounting and financial reporting standards for state and local

governments are established by the GASB.

� GASB Statement No. 34 requires fund financial statements and government-wide statements.

� Concept Statement No. 4 introduces deferred inflows of resources and deferred outflows

of resources.

GOVERNMENTAL ACCOUNTING
STRUCTURE OF FUNDS
Governmental units create individual funds to account for financial resources used for specific
purposes. Each fund is an accounting entity containing a self-balancing set of accounts for
which financial statements can be prepared. Business enterprises, on the other hand, report all
of their profit-making activity on a single income statement and summarize their financial posi-
tion on a single balance sheet.

Historically, general purpose financial statements for governments aggregated financial
information by fund type. The combined balance sheet is not subjected to the rules of consoli-
dation for the purpose of eliminating the effects of interfund transactions and interfund

9 GASB Concept Statement No. 4, Elements of Financial Statements (Norwalk, CT: Governmental Accounting
Standards Board, 2007).

10 GASB Statement No. 63, Financial Reporting of Deferred Outflows of Resources, Deferred Inflows of
Resources, and Net Position (Norwalk, CT: Governmental Accounting Standards Board, 2011).

11 GASB Statement No. 65, Items Previously Reported as Assets and Liabilities (Norwalk, CT: Governmental
Accounting Standards Board, 2012).

4
O B J E C T I V E

Identify the types of funds

and account groups in state

and local government.
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balances. With the adoption of GASB Statement No. 34, governments are now required to pre-
pare consolidated financial statements restricted to summarizing the effects of transactions
between a governmental unit and external parties as presented in Chapter 17. Since many argue
that governmental activity does not reduce well to a single statement about profit or loss, fund-
based financial statements are also required under Statement No. 34, helping to demonstrate
accountability (i.e., compliance with laws governing numerous activities).

Three fund types and account groups are used in government financial reporting:

1. Governmental funds account for activities that provide citizens with services financed pri-
marily by taxes and intergovernmental grants. These funds have a working capital focus and
include only current assets and current liabilities.

2. Proprietary funds account for business-type activities that derive their revenue from charges
to users for goods or services. They follow the commercial accounting model in measuring
net income. An example would be a publicly owned utility.

3. Fiduciary funds account for resources for which the governmental unit acts as a trustee or
an agent.

4. Account groups account for and serve as a record of general capital assets and general long-
term liabilities. Account groups are not required under GASB Statement No. 34, but many
governments continue to use them as a convenient means of keeping track of these items.
Alternatively, some governments have changed their account systems to allow for the genera-
tion of lists of capital assets and long-term liabilities without using account groups.

The GASB specifies different methods of applying the accrual concept in accounting for
governmental funds and proprietary funds. The modified accrual basis, a hybrid system that
includes some aspects of both accrual- and cash-basis accounting, is used for recognition of
revenues and expenditures of governmental funds. The accrual basis refers to recognition of
revenues and expenses of proprietary funds and fiduciary funds as in business accounting.

Governmental Funds

All governments have a general fund and may have other governmental funds as well, depend-
ing on their types of activities. The five governmental funds are as follows:

1. The general fund accounts for resources that have no specific restrictions and are available
for operational expenditures not relegated to one of the other governmental funds. Since it
accounts for general operations, it is the most essential fund. Every governmental unit has a
general fund.

2. Special revenue funds account for resources that legally are restricted to expenditure for
specific operational purposes, such as a toll tax levied for road maintenance expenses.

3. Capital projects funds account for resources to be used for the construction or acquisition
of major capital facilities.

4. Debt service funds account for resources to be used for payment of general long-term debt
and interest.

5. Permanent funds account for resources that are legally restricted so that only their earnings,
not the principal, may be used to finance operations.

Accounting for Transactions of Governmental Funds

The modified accrual method of accounting is used for governmental funds to measure the flow
of working capital. Under modified accrual, revenue is recorded in the accounting period in
which it is both measurable and available to finance expenditures made during the current fiscal
period (this includes resources expected to be available shortly after year-end). Expenditures are
recognized in the period in which the liabilities are both measurable and incurred.

Revenues. Increases in financial resources from transactions with external parties that do not
have to be repaid are called revenues. Revenues may come from nonexchange or exchange trans-
actions. Nonexchange transactions are those in which people and companies pay amounts to
governments but governments give nothing directly to the payors in return. Exchange transac-
tions are those in which the government provides goods or services for fees. Under modified
accrual, some revenues are recognized on the accrual basis and some revenues are recognized on

5
O B J E C T I V E

Show how to account for

transactions in governmen-

tal funds.
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the cash basis. Revenue from property taxes, intergovernmental grants, entitlements, and shared
revenues; interest on investments and delinquent taxes; and billed charges for services are nor-
mally recognized under the modified accrual basis if funds will be ‘‘collectible within the current
period or soon enough thereafter to be used to pay liabilities of the current period.’’12

Property taxes, fines, and other imposed tax revenues are recorded as revenue at the time
taxes are levied on property owners and others provided the taxes will be collected during the
current period or soon enough after year-end to pay the liabilities of the current period. Taxes
levied in one year but not available until the following year are recognized as deferred inflows of
resources. Governments are conservative in recognizing property tax revenue. Only the net
amount estimated to be collected is recognized.

Resources to be received from federal, state, or local governmental units (intergovernmental
grants, entitlements, and shared revenues for operational purposes) should be recognized as
revenue in the year for which all eligibility requirements, including time restrictions, have been
met and the resources are available to finance expenditures. If resources are received prior to the
time period in which they may be used, or if the receivable is not expected to be collected soon
enough to be used for the current fiscal period, Deferred Inflows of Resources is credited. Some
grants to a governmental unit may carry strong restrictions on their use. For example, the fed-
eral government may be willing to give a locality a grant providing it builds a bridge over a river
and connects its main road to the federal highway. The grant will be paid only after eligible
expenditures have been incurred. In this case, the restricted grant should be recognized as rev-
enue only to the extent that expenditures have been made. This type of restricted grant is some-
times called an expenditure-driven grant.

Revenues from voluntary nonexchange transactions, such as donations and certain grants,
should be recognized in governmental funds when the assets are received. Donations of capital
assets are not recognized in governmental funds. Rather, donated capital assets are recorded in
the general fixed assets account group discussed later in this chapter.

Revenue for services charges should be recognized when billed if it is expected to be received
within the current period or soon enough thereafter to be used to pay liabilities of the current
period. Such revenues may be from goods or services provided for fees, such as golf course fees,
garbage removal fees, inspection fees, and sales of maps and other publications.

Interest and dividend revenue from investments should be recognized when earned. Invest-
ment gains and losses should be recognized when an investment is sold.

Revenues normally recognized under the cash-basis method include fees for licenses and
permits, fines and forfeits, and parking meter receipts. These resources are recognized when
received in cash because the amount is usually not known prior to collection. In addition, these
items are often not an important source of a governmental unit’s income.

Taxes levied directly on taxpayers are accounted for in the same modified accrual basis of
accounting that already applies to most other revenue sources.13 Examples are taxes on income,
inheritance, gasoline, general sales, and tobacco. Revenue from these taxpayer-assessed or
derived taxes, net of estimated refunds, is recognized in the accounting period in which they
become susceptible to accrual [e.g., when the underlying transaction (sale or earning of income)
occurs and the amounts are measurable and will be collected within the current period or soon
enough after year-end to finance expenditures for the period]. A lag often occurs from the time
of the underlying transaction to the reporting of such events, so, in practice, revenue is recorded
when either the merchant or the employer submits the required reports to the governmental
unit.

Other Financing Sources. These inflows of financial resources arise from issuing general long-
term debt, recording the present value of capital lease obligations, selling capital assets, and
receiving of interfund operating transfers from other governmental funds. Use of the other

12 GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions (Norwalk, CT:
Governmental Accounting Standards Board, December 1998) identifies four classes of nonexchange transac-
tions: derived tax revenues, such as income taxes and sales taxes; imposed nonexchange revenues, such as
property taxes and fines; government-mandated nonexchange transactions, such as federal programs that
state and local governments are required to perform; and voluntary nonexchange transactions, such as grants
and private donations.

13 Ibid.
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financing sources classification avoids multiple countings of inflows as revenues. Proceeds from
issuing general long-term debt represent inflows of financial resources that must be repaid to
lenders from later tax revenues. Tax revenue recorded in the general fund would be counted as
revenue twice if amounts transferred to another governmental fund were recorded in the second
fund as revenue rather than as other financing sources. The same is true for proceeds from the
sale of a fixed asset. Financial resources raised by tax revenues are used to purchase fixed assets.
Their later sale is a conversion of fixed assets into financial resources, not a raising of new finan-
cial resources from entities outside the governmental unit.

Expenditures. Most expenditures are decreases in financial resources as a result of transactions
with external parties. Some expenditures, however, result from consumption of previously pur-
chased financial resources, such as inventories and prepaid items. Expenditures are recognized
in the period the fund liability is both measurable and incurred.14 This usually means that an
expenditure is recognized if the related liability is expected to be liquidated through the use of
current-year expendable and available financial resources. Expenditures result from operating
activities, acquiring capital assets, and payment of debt principal and interest. In many cases,
expenditures will be recorded simultaneously with cash payments. Consider the following
examples:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

To record the payment of current maintenance expenses.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

To record the acquisition of a new capital asset for cash.

Expenditures for interest and principal on general long-term debt are recorded on a cash
basis when they are due to match them with the tax revenue raised for the interest and principal
payment.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000

To record the payment of $12,000 of interest and $30,000
principal on existing general obligation debt.

Other expenditures will be recorded if the amount is to be paid with existing resources.
Consider the following entries to record wages:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,500
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,500
Liability for State and Federal Withholdings . . . . . . . . . . . . . . . . . . . . . 6,000

While the liability for withholdings is current, another common payroll liability for future
payment of compensated absences (such as for vacations and holidays) is considered to be long
term. Under the modified accrual basis of governmental accounting, such long-term liabilities
would not be recorded in the general fund, but they would appear in the government-wide
statements. The traditional means of keeping track of long-term obligations has been through
the use of account groups. The concept of using accounts groups for internal control and sup-
port for financial reporting will be described in detail later in this chapter. Long-term vacation
and sick leave liabilities are recorded in the general long-term debt account group shown as
follows:

14 GASB Exposure Draft, Recognition and Measurement of Certain Liabilities and Expenditures in Governmental
Fund Financial Statements (Norwalk, CT: Governmental Accounting Standards Board, June 1999).
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Amount to Be Provided in Future Periods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
Liability for Compensated Absences . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Only the expenditure and related current liability for compensated absences reasonably
expected to be paid from the current governmental fund financial resources are included in the
fund. All long-term liabilities are recorded separately.

GASB standards for recording pension expenses require a calculation of the difference
between the pension plan’s total liabilities and the pension plan’s assets (i.e., plan net position).
The difference is referred to as the net pension liability. An increase in the net pension liability
will generally be recorded as pension expense.15 As in the preceding example for compensated
absences, the portion of the change in the net pension liability that will be paid from current
resources will be recorded as an expenditure in the fund.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Current Pension Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

The portion to be funded from future resources is recorded as general long-term debt in the
account group as follows:

Amount to Be Provided in Future Periods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Unfunded Pension Liability. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Governments are also required to measure and report on other postemployment benefits
(OPEB) such as health care and life insurance in a manner similar to the illustration for pension
benefits above.16 This systematic, accrual-based, measurement and recognition of OPEB costs
will provide information on the extent to which future cash flows will be affected.

The GASB requires a liability for claims and judgments outstanding to be recognized in the
accounts if it is probable that the liability has been incurred and the amount can be reasonably
estimated. During the year, the government will record the amounts paid or vouchered as pay-
able as expenditures in the fund. The noncurrent liability for claims and judgments is recorded
directly in the general long-term debt account group.

In many cases, cash will be paid or a liability recorded to purchase goods and services in
advance of their use. These items are recorded in the fund as financial resources (assets) as follows:

Prepaid Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Prepaid Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Supplies Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
To record the acquisition of goods and services to be consumed in the future.

Expenditures are recorded in the fund as follows when the financial resources are consumed:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Prepaid Rent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Prepaid Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Supplies Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

To record the receipt of services and use of supplies acquired previously.

Note the above example shows the supplies inventory first recorded as an asset and then as
an expenditure when used (consumption method). Alternatively, the purchase of supplies can
be recorded as an expenditure and then an adjusting entry at the end of the period can be made
to record supplies inventory, if a significant balance remains (purchases method). The expendi-
ture examples in this section show the consumption of only those assets defined as financial
resources. This is a narrower definition than expenses reported in the government-wide
statements, where the measurement focus is flows of economic resources. Expenses are the

15 GASB Statement No. 68, Accounting and Financial Reporting for Pensions—An Amendment of GASB State-
ment No. 27 (Norwalk, CT: Governmental Accounting Standards Board, 2012). Statement No. 68 details a
few exceptions, where the change in the net pension liability will be recognized as deferred inflows of
resources or deferred outflows of resources and not as a pension expense.

16 GASB Statement No. 45, Accounting and Financial Reporting by Employers for Postemployment Benefits
Other than Pensions (Norwalk, CT: Governmental Accounting Standards Board, June 2004).
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expirations of economic resources that include not only the use of current assets, but also the
amortization of long-term assets, such as buildings and equipment. Examples of the differences
between recording expenditures and expenses are as follows:

A Governmental Fund Using the
Flows of Financial Resources Measurement Focus

Government-Wide Statements Using the
Flows of Economic Resources Measurement Focus

Expenditures . . . . . . . . . . . . . . . . . . . . . . 10,000 Salary Expense . . . . . . . . . . . . . . . . . . . . . 10,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

To record the payment of salaries;
expiration of financial resource.

To record the payment of salaries;
expiration of economic resource.

Expenditures . . . . . . . . . . . . . . . . . . . . . . 90,000 Equipment . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

To record the purchase of a truck;
expiration of financial resource.

To record the purchase of a truck.

Depreciation Expense . . . . . . . . . . . . . . . . 15,000
Accumulated Depreciation . . . . . . . . . . 15,000

To record the expiration of economic
resource.

Other Financing Uses. The greatest use of the other financing uses classification is for interfund
operating transfers-out to other governmental funds. Using this classification for such fund out-
flows prevents double counting of expenditures. For example, if an amount transferred from
the general fund to the debt service fund were debited to Expenditures and then debited to
Expenditures again in the debt service fund when interest and long-term debt principal were
liquidated, a double counting of expenditures would occur. Also classified as other financing
uses are payments made from financial resources of refunding general long-term debt (using
proceeds from issuing new debt to pay old debt).

The following summary shows the debit and credit effects of flows of financial resources
through a governmental fund:

Governmental Fund Actual Transactions

Debits Credits

Expenditures Revenues
Other Financing Uses Other Financing Sources

Operating Debt. Governments may issue short- and long-term debt to finance their operating
activities. Such financing is treated as operating debt when the debt is not incurred to acquire
capital assets or other long-term economic benefits for the government. Examples of short-term
operating debt include accounts payable to vendors and tax anticipation notes. Examples of
long-term operating debt include certain bonds or notes payable and long-term vendor finan-
cing. Also recognized as long-term operating debt are those obligations described above that a
government incurs but does not pay for in a particular year (e.g., liabilities for compensated
absences, claims and judgments, and unfunded pensions).

Short-term debt is recorded in the fund as a liability if it is ‘‘normally expected to be liqui-
dated with expendable available financial resources.’’ Hence, governmental fund liabilities (and
a corresponding expenditure) are recorded if they are normally paid in a timely manner from
current financial resources. Examples are salaries, professional services, supplies, utilities, and
travel. Long-term operating debt is reported as a liability in the general long-term debt account
group. As this debt matures and becomes due and payable, it will become a fund liability.

Tax anticipation notes are an example of short-term operating debt. Cash inflows from
property tax or income tax collections peak near the due dates for payment. Prior to their
receipt, a governmental unit may have obligations that must be paid. Local banks usually pro-
vide short-term financing, using as security the taxing power of the government, which is
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required to sign an instrument referred to as a tax anticipation note. Receipt of cash from such
notes would be recorded in the general fund with the following entry:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Tax Anticipation Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Later, as cash inflows from taxes provide resources, the following entry would record the
payment of the notes and the interest:

Tax Anticipation Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Expenditures (for interest) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,875

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 151,875

Interest associated with short-term operating debt is accrued. Interest associated with long-
term operating debt is not accrued.

General Long-Term Capital Debt. Debt financing incurred to acquire capital assets or other
long-term economic benefits through governmental funds is termed general long-term capital debt.
The majority of the proceeds acquired from issuing this debt is accounted for in capital projects
funds, as an other financing source. Capital project funds are discussed in Chapter 16. The face
amount of capital debt is accounted for in the general long-term debt account group discussed later
in this chapter. Debt service (principal and interest payments) expenditures on all general long-term
debt are accounted for in the debt service funds discussed in Chapter 16.

Special and Extraordinary Items. Special items and extraordinary items are reported separately
in both the governmental and proprietary fund financial statements. Extraordinary items are
those that are both unusual in nature and infrequent in occurrence. Special items arise from sig-
nificant transactions or other events that are (1) within the control of management and (2) either
unusual in nature or infrequent in occurrence. Special items are to be reported separately in the
financial statements below nonoperating revenue and before extraordinary items. The recogni-
tion of special items and extraordinary items follows the revenue, expenditure, other financing
source, and use criteria described above. An example of an extraordinary item is a natural disaster.
An example of a special item is the sale of a significant governmental asset or a loss incurred as a
result of a civil riot. Separate reporting of such items serves to inform the citizens and other users
of the financial statements when governments engage in unusual practices such as selling assets in
order to balance the budget. Items that are either unusual or infrequent but not within the
control of management should be disclosed in the notes to the financial statements.

R E F L E C T I O N
� Three fund types—governmental, proprietary, and fiduciary—are used to account for

activities. Each fund type has a different measurement focus and basis of accounting.

� There are two types of account groups: general capital asset and general long-term

liabilities.

� Governmental funds have a measurement focus of current financial resources and use a

modified accrual basis of accounting.

� Revenues are recognized when they are measurable and available.

� Expenditures are recognized when current financial resources will be used.
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USE OF BUDGETARY ACCOUNTING
Generally, finance personnel work with operating department personnel to develop a proposed
expenditures budget for a fiscal year. The governmental unit’s legislative body deliberates and
acts on the budget, which authorizes a certain level of expenditures for operating activities, capi-
tal acquisitions, and debt service. Authorized expenditures are termed appropriations. An
authorization to raise revenue and, perhaps, long-term debt is approved. Estimates for other
financing sources and other financing uses are also budgeted. An executive head, such as a gover-
nor or mayor, may be responsible for approving the budget or sending it back to the legislative
body for further action. The budget, as finally approved, is recorded in the general ledger in
summarized control accounts and in the subsidiary ledgers in detail accounts.

General Ledger Entries

Budgetary totals for appropriations (which are authorized expenditures), estimated revenues,
other financing sources, and other financing uses are recorded in the general ledger as control
accounts over more detailed budgetary entries in subsidiary ledgers. The following summary
shows the debit and credit effects of budgetary entries:

Governmental Fund Budgetary Entries

Debit Credit

Estimated Revenues Appropriations
Estimated Other Financing Estimated Other Financing

Sources Uses

If estimated inflows do not equal estimated outflows, the difference is either a debit or credit
to Budgetary Fund Balance—Unassigned. A budgetary entry is made to the appropriate fund as
follows:

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000,000
Estimated Other Financing Sources. . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,300,000
Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . 200,000

To record an approved annual budget.

Actual transactions occurring during the budget year are recorded in separate general ledger
accounts. This simplifies the closing process. To close the budgetary accounts, merely reverse
the entry made to record the budget. Amounts may include amendments to the original budget
recorded during the year. The closing entry must be entered in the same fund as follows:

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,300,000
Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . . . 200,000

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000,000
Estimated Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

To close an annual budget as amended.

Subsidiary Ledger Entries

Illustration 15-1, on page 780, details the relationship between the general ledger control
accounts and the subsidiary ledger detail accounts. Usually, budgets are prepared according to
object of expenditure. These are, for example, salaries, employee benefits, utilities, and supplies.
Each object of expenditure is a line item in the budget or a classification of authorized spending

6
O B J E C T I V E

Explain the purpose of bud-

gets and how governments

account for appropriations.
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by a department or function of the government. The appropriation for each line item is recorded
in an expenditures subsidiary ledger account as a credit. During the accounting period, such cred-
its will be offset by debits recording actual expenditure transactions. The credit balance in the sub-
sidiary ledger account tells managers how much money they have remaining to spend for that line
item purpose. Budgetary amounts of estimated other financing uses and actual other financing
uses are recorded in the same manner. The detailed information recorded in the subsidiary ledgers
is a key mechanism of budgetary control. That is, the accounting records should show whether
spending for a line item meets or exceeds the authorization.

A subsidiary ledger for revenues is also maintained. The budgetary amount of each revenue
source is recorded in a revenues subsidiary ledger account as a debit. During the accounting pe-
riod, such debits will be offset by credits recording actual revenue recognition. Budgetary
amounts of estimated other financing sources and actual other financing sources are recorded in
the same manner.

To emphasize accounting techniques and to conserve space, this text will use only general
ledger control accounts in its examples for budgetary and actual accounts.

R E F L E C T I O N
� Governments use budgets and funds because of the need to demonstrate accountability.

OVERVIEW OF GENERAL FUND PROCEDURES
Illustration 15-1 is designed to be a simple example of general fund procedures that is not bur-
dened by the complexities that follow in this chapter. It is meant to acquaint you with the
mechanics of governmental accounting. The accounting and financial reporting procedures
shown for the general fund are similar to those used by the special revenue, capital projects, debt
service, and permanent funds, which are illustrated in Chapter 16.

You should understand three important features of this example:

1. The general ledger includes three types of accounts. Permanent balance sheet accounts
contain financial resources, deferred outflows of resources, liabilities, deferred inflows of
resources, and fund balances. Budgetary accounts are used to record the budget. Budget
amounts are entered at the start of the period, possibly amended during the period, and
closed at the end of the period. There are no actual transactions recorded in these accounts
during the period. Operating accounts contain the actual expenditures, other financing
uses, revenues, and other financing sources that occur during the period.

2. Three types of journal entries are made during the accounting period. The budgetary entry
enters the budget into the accounting records. The operating entries record actual events.
The closing entries close the budgetary accounts in one entry and the actual accounts in a
second closing entry.

3. For every entry in the general ledger, there are detailed entries in the subsidiary ledgers.

Each entry in Illustration 15-1 is explained as follows:

1. The budget is entered into the general ledger budgetary accounts. An excess of estimated
revenues, estimated other financing sources over appropriations, and estimated other financ-
ing uses would create a credit to the budgetary fund balance. In this case, appropriations
(there are no estimated other financing uses) exceed revenues and estimated other financing
sources; thus, there is a debit to the budgetary fund balance. The debit entry to the budget-
ary fund balance anticipates a decrease in the fund balance during the period. Budgetary
amounts may be amended during the year by legislative action but are otherwise left

7
O B J E C T I V E

Prepare journal entries for

the general fund.
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unchanged during the period and are reversed at the end of the period as part of the closing
procedure, so they never actually impact the fund balance.17 The budgetary entry is as
follows:

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 97,000
Estimated Other Financing Sources. . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Budgetary Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000

Illustration 15-1
Simple Example of Governmental Accounts—General Ledger and Subsidiary Ledger Entries

GENERAL LEDGER ACCOUNTS:
Permanent Balance Sheet Accounts: Budgetary Accounts:

Cash Estimated Revenues

Jan. 1, 2018, Balance 8,000 (7) Pay vouchers 110,000 (1) Budget entry 97,000 (8) Close budget 97,000

(5) Tax collection 90,500

(3) Cash revenues 14,500

(4) Asset sale 4,800 Estimated Other Financing Sources

Dec. 31, 2018, Balance 7,800 (1) Budget entry 5,000 (8) Close budget 5,000

Property Taxes Receivable Appropriations

Jan. 1, 2018, Balance 12,000 (5) Tax collection 90,500 (8) Close budget 105,000 (1) Budget entry 105,000

(2) Tax levy 85,000

Dec. 31, 2018, Balance 6,500

Vouchers Payable Budgetary Fund Balance

(7) Pay vouchers 110,000 Jan. 1, 2018, Balance 13,000 (1) Budget entry 3,000 (8) Close budget 3,000

(6) Expenditures 106,800

Dec. 31, 2018, Balance 9,800

Operating Accounts:

Fund Balance Revenues

(9) Close 2018 2,500 Jan. 1, 2018, Balance 7,000 (9) Close actual 99,500 (2) Tax levy 85,000

Dec. 31, 2018 4,500 (3) Cash revenues 14,500

Other Financing Sources

(9) Close actual 4,800 (4) Asset sale 4,800

Expenditures

(6) Expenditures 106,800 (9) Close actual 106,800

17 Some governments do not maintain separate budgetary accounts. These governments enter the budget into
the actual accounts. Since the budget is reversed at year-end, the net effect is to increase or decrease the fund
balance by the difference between actual revenues and expenditures—the same impact as would have been
recorded had the budgetary entries not been made.
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SUBSIDIARY LEDGER ACCOUNTS:
Expenditures—Salary Revenues—Property Tax

(6) Expenditures 57,000 (1) Enter budget 55,000 (1) Enter budget 82,000 (2) Tax levy 85,000

Balance 2,000 Balance 3,000

Expenditures—Supplies Revenues—Fines

(6) Expenditures 22,000 (1) Enter budget 23,000 (1) Enter budget 12,000 (3) Cash collected 11,500

Balance 1,000 Balance 500

Expenditures—Repairs Revenues—Licenses

(6) Expenditures 9,600 (1) Enter budget 9,000 (1) Enter budget 3,000 (3) Cash collected 3,000

Balance 600

Expenditures—Capital Other Financing Sources—Asset Sale

(6) Expenditures 11,500 (1) Enter budget 11,000 (1) Enter budget 5,000 (4) Cash collected 4,800

Balance 500 Balance 200

Expenditures—Miscellaneous

(6) Expenditures 6,700 (1) Enter budget 7,000

Balance 300

1. This entry is supported by detailed entries in subsidiary ledger revenue accounts, other
financing sources accounts, and expenditure accounts. See entries marked ‘‘1’’ in the sub-
sidiary ledger accounts. The real control feature of the budget entry is found in the subsidi-
ary ledgers. Consider the subsidiary ledger revenue and other financing sources accounts.
Budgeted amounts are entered in the accounts as debits so that they can be compared to
the actual credits as they actually occur. At any time during the year, a fast comparison of
budget versus year-to-date actual is possible. At the end of the year, actual amounts are
compared to budgeted amounts to arrive at a variance. Appropriations (budgeted expendi-
tures) are entered as credits so that they can be compared to actual debits as they occur.
Again, there can be a comparison of budget versus year-to-date actual for variance analysis
at the end of the period.

2. Property taxes are recorded as receivables at the time taxes are levied on property owners.
Revenue is credited in the period for which the taxes are levied (i.e., in the period the
money will be spent) provided the taxes are due by the end of the period. Not shown are
the individual receivables for each property recorded in a receivables subsidiary ledger.

Property Taxes Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000

3. Revenues from fines and licenses are recorded when cash is received because these amounts
cannot be predicted accurately. The detailed source of each revenue is recorded in the sub-
sidiary ledger.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,500

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,500

4. Proceeds from the sale of used fixed assets are recorded in the general and subsidiary ledgers.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800
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5. Property taxes are collected, including amounts from previous periods.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,500

Property Taxes Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,500

6. Expenditures are recorded when the liability is incurred and formal vouchers are prepared.
Vouchers are documents attached to vendor invoices that contain information about the
payables. They must be signed to authorize payments of the liabilities. Details of the expen-
ditures are recorded in the subsidiary ledger.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,800

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,800

7. Vouchers are paid.

Vouchers Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000

8. The budgetary entry is closed by reversing the original budgetary entry. This ‘‘zeros out’’ the
budgetary accounts.

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 97,000

Estimated Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Budgetary Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

This entry is made only in the general ledger. The amounts in the subsidiary ledgers are not
removed but remain so that the budget can be compared to actual amounts.

9. Actual revenues and actual other financing sources are closed against actual expenditures to
arrive at the change in the actual fund balance for the year. Again, this entry is made only in
the general ledger. Detailed amounts are left in the subsidiary ledger so that variance analysis
may be performed.

Revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 99,500

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800

Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,800

Each subsidiary ledger revenue, other financing sources, and expenditures account now may
be analyzed as to the cause of variances from budgeted amounts. Once the budgetary compari-
sons are done, the balances are closed to allow for the recording of the next period’s activity.

Accounting for the General Fund—An Expanded Example

To visualize the accounting process of the general fund and the flow of information that pro-
duces the financial reports, the activities of the city of Middletown are examined for the fiscal
year ended September 30, 2019. The general fund trial balance on September 30, 2018, appears
in Illustration 15-2.

The city has $271,000 in financial resources (cash, net receivables, and inventory). The liabi-
lity Vouchers Payable offsets $170,000 of the resources with the fund balances offsetting the
remaining $101,000. There are five classifications of fund balances for the general fund: non-
spendable fund balance, restricted fund balance, committed fund balance, assigned fund balance,
and unassigned fund balance.18 The nonspendable fund balance is determined first and consists

18 GASB Statement No. 54, Fund Balance Reporting and Governmental Fund Type Definitions (Norwalk, CT:
Governmental Accounting Standards Board, February 2009).
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Illustration 15-2
City of Middletown

General Fund Trial Balance
September 30, 2018

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 82,000
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 153,000
Taxes Receivable—Delinquent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Allowance for Uncollectible Delinquent Taxes . . . . . . . . . . . . . . . . . . . 20,000
Tax Liens Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Allowance for Uncollectible Tax Liens . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Supplies Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000
Fund Balance—Nonspendable, Inventory . . . . . . . . . . . . . . . . . . . . . . 10,000
Fund Balance—Restricted for Social Services . . . . . . . . . . . . . . . . . . . . 16,000
Fund Balance—Committed to Education. . . . . . . . . . . . . . . . . . . . . . . . 2,000
Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000
Fund Balance—Assigned to Parks and Recreation . . . . . . . . . . . . . . . . 10,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 299,000 299,000

of amounts that cannot be spent because they are either (a) not in spendable form or (b) legally or
contractually required to be maintained intact. The inventory of $10,000 is not in spendable form
and thus would be classified as nonspendable. The remaining fund balance that is determined to
be spendable is then classified as restricted, committed, assigned, or unassigned.

A fund balance is considered to be restricted when constraints placed on the use of resources are
either (a) externally imposed by creditors, grantors, contributors, or laws or regulations of other gov-
ernments; or (b) imposed by law through constitutional provisions or enabling legislation. The
$16,000 restricted for social services reflects funds that by law must be used for welfare payments.
Committed fund balances are amounts that can only be used for specific purposes pursuant to con-
straints imposed by formal action of the government’s highest level of decision-making authority.
The $2,000 committed to education comes from the city council’s intent to provide funds to hire
additional teachers. Assigned fund balances are amounts constrained by the government’s intent to
be used for a specific purpose, but are neither restricted nor committed. Intent should be expressed
by (a) the governing body itself or (b) a body or official to which the governing body has delegated
the authority to assign amounts to be used for specific purposes. The $10,000 assigned to parks and
recreation is authorized by the budget committee of the city council. Finally, all remaining fund bal-
ance amounts not previously accounted for are classified as unassigned. The $63,000 is unassigned
and may be used for any purpose.

Uncollected property taxes may appear in three accounts. Taxes Receivable—Current is
debited when property taxes are levied, and Revenue is credited. When uncollected property
taxes are past due and interest revenue begins to accrue, the account balance is transferred to
Taxes Receivable—Delinquent. When tax liens (a claim to take property for unpaid taxes) are
placed on properties for uncollected taxes, the remaining amount of uncollected property taxes
is transferred to Tax Liens Receivable. In the Middletown September 30, 2018, general fund
trial balance, all property taxes receivable are past due. An allowance account for estimated
uncollectibles is established for each receivable.

Recording the Budget. The city council and the mayor have approved the budget for the fol-
lowing fiscal year, with estimated revenues of $1,350,000, appropriations of $1,300,000, and
an estimated transfer of $30,000 to be made during the year to the debt service fund. Again,
transfers to other funds are not expenditures and are segregated in the budgetary entry into a
budgetary account labeled Estimated Other Financing Uses. The October 1, 2018, entry to
record Middletown’s fiscal year 2019 budget for its general fund is as follows:
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B1. Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,350,000

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300,000

Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . 20,000

To support total estimated revenues of $1,350,000, a breakdown of sources should be provided
in the explanation of the budget entry or in a separate schedule. In practice, there could be as many
as 100 or more revenue items. As an example, however, the number of revenue items is condensed,
as shown in the schedule of estimated revenues (Illustration 15-3).

Illustration 15-3
City of Middletown

General Fund Estimated Revenues
For Year Ended September 30, 2019

General property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 882,500

Fines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,500

Licenses and permits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Revenue from federal grants . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Other revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 142,000

Total estimated revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,350,000

Just as the total projected income is debited to Estimated Revenues in the general ledger, so
each of the detailed estimated sources is debited to its own account in the subsidiary revenue
ledger. The following subsidiary account for general property taxes illustrates the procedure of
posting to subsidiary records:

Revenue Ledger

ACCOUNT General Property Taxes ACCOUNT NO.

DATE ITEM

DEBIT

(Estimate)

CREDIT

(Actual)

BALANCE

(DR.) CR.

Oct. 1 Budget estimate 882,500 (882,500)

Not only must the accounting system provide for control of revenues, but it also must
accommodate expenditures. To provide a basis for comparison between expected and actual
expenditures, budgetary as well as actual expenditures accounts are recorded in the accounting
system. In the entry to record Middletown’s budget for its general fund, the credit to Appropria-
tions represents the estimate of the expenditures of $1,300,000 for the coming year. In support
of the appropriations total, a summary of approved estimated expenditures by departments or
activities might appear as shown in Illustration 15-4.

Illustration 15-4
City of Middletown

Department or Activity Appropriations
For Year Ended September 30, 2019

General government: legislative, judicial, and executive . . . . . . . . . . . . . . . . . . . . . . . . $ 129,000

Public safety. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 277,300

Education . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 591,450

Highways and streets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 94,500

Sanitation and health . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 97,750

Welfare . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Culture and recreation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,000

Total appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,300,000
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Each of these departments or activities must submit detailed appropriation requests on the
basis of subfunctions and object of expenditure. The Education Division, for example, might
present the estimate of expenditures shown in Illustration 15-5.

Illustration 15-5
City of Middletown
Education Division

Request for Appropriation
For Year Ended September 30, 2019

Supplies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $160,000

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Professional fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,450

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $591,450

A further modification to controlling expenditures is to establish subsidiary accounts by
division or department. If this approach is followed by the city of Middletown, each of the
expenditure items for the Education Division would have its own subsidiary account, such as
the one that follows for supplies. Each expenditure account would be designed to show the ori-
ginal appropriation, the encumbrances (amounts committed), the expenditures (amounts
spent), and the remaining unobligated (i.e., neither encumbered nor expended) balance.

Education Division Expenditure Ledger

ACCOUNT Supplies ACCOUNT NO.

DATE ITEM

ENCUMBRANCES EXPENDITURES UNOBLIGATED

BALANCEDEBIT CREDIT BALANCE ITEM TOTAL

Oct. 1 Budget appropriation 160,000

Recording Actual Revenues and Transfers. Property taxes are a major source of revenue for
Middletown’s general fund and should be recognized in the fiscal period for which the taxes are
levied. The property tax roll provides information about property owners, legal descriptions,
and amounts of gross tax levies. The following journal entry shows that the total tax levy against
property owners is debited to Taxes Receivable—Current in a general ledger entry. The amount
of allowance for uncollectible taxes is credited in the same journal entry, and the net amount
(the amount the government expects to receive) is credited to Revenues:

1. Taxes Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 919,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 881,300

Allowance for Uncollectible Current Taxes . . . . . . . . . . . . . . . . . . . . . . 37,700

Recording the revenue for the expected amount to be received is different from the account-
ing we would see for a business enterprise. A business enterprise would credit revenue for the
entire amount of sales. In a separate entry, Bad Debt Expense would be debited for the amount
of receivables expected to be uncollectible. In a business enterprise, bad debt expense is viewed
as a cost of doing business. The costs of doing business for a period (expenses) are matched on
the income statement with revenues for the same period to determine net income. In govern-
mental funds, however, property tax revenues are generated by levying taxes rather than by
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earning them through the production and sale of goods and services. Consequently, uncollected
taxes are viewed as reductions of revenue, not as costs of doing business. If allowance amounts
eventually prove to be overstated, they are written down with an offsetting credit entry to Reve-
nues. If understated, they are increased with an offsetting debit to Revenues.

The general property taxes account in the subsidiary revenue ledger is credited for the actual
revenue. After the preceding entry is posted, General Property Taxes appears as follows:

Revenue Ledger

ACCOUNT General Property Taxes ACCOUNT NO.

DATE ITEM

DEBIT

(Estimate)

CREDIT

(Actual)

BALANCE

(DR.) CR.

Oct. 1 Budget estimate 882,500 (882,500)

1 Tax levy 881,300 (1,200)

During the fiscal period, a debit balance in a subsidiary revenue account usually represents
additional revenue expected in the future. At the end of the fiscal period, a debit balance indi-
cates a deficiency of actual revenue as compared to estimated revenue, while a credit balance
shows an excess of actual over estimated revenues.

During the year, the following additional events related to revenue are recorded in the gen-
eral fund of Middletown, whose beginning trial balance is shown on page 783.

Event Entry in the General Fund

2. Of the total delinquent taxes of $30,000 carried over

from the prior period, $14,000 is collected. The balance

is uncollectible.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Allowance for Uncollectible Delinquent Taxes . . . . . 16,000

Taxes Receivable—Delinquent . . . . . . . . . . . . . . . 30,000

3. The excess allowance for uncollectible delinquent taxes

is transferred to Revenues. This transaction is viewed as

a change in an accounting estimate made in a prior

period.

Allowance for Uncollectible Delinquent Taxes . . . . . 4,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

4. Of $24,000 total tax liens carried over from the prior

period, $11,000 is collected. The balance is

uncollectible.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

Allowance for Uncollectible Tax Liens . . . . . . . . . . . . 8,000

Tax Liens Receivable . . . . . . . . . . . . . . . . . . . . . . . 19,000

5. The remaining Tax Liens Receivable are charged

against Revenues. This transaction is viewed as a

change in an accounting estimate.

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Tax Liens Receivable . . . . . . . . . . . . . . . . . . . . . . . 5,000

6. Of current taxes receivable (due on or before the end of

the fiscal period), $850,000 is collected during the year

and $12,700 is written off as uncollectible.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850,000

Allowance for Uncollectible Current Taxes . . . . . . . . 12,700

Taxes Receivable—Current . . . . . . . . . . . . . . . . . . 862,700

7. A 1% sales tax on restaurant food and beverages

beginning on the first day of the last quarter is adopted

by Middletown. The annual budget is amended to reflect

the impact of this new legislation.

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000

Budgetary Fund Balance . . . . . . . . . . . . . . . . . . . . 9,000

8. Restaurant food and beverage sales for the last quarter

of the year are estimated at $950,000.

Sales Taxes Receivable . . . . . . . . . . . . . . . . . . . . . . . 9,500

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,500

786 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Event Entry in the General Fund

9. Police fines of $79,000 are imposed and collected

during the year.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,000

10. Pet licenses are sold for 2-year periods. Half of the pet

license fees collected during the current year apply to the

current year. The other half apply to next year. None of

the fees are refundable.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Deferred Inflows of Resources . . . . . . . . . . . . . . . . 6,000

11. Revenues from other licenses and permits apply only to

the current period and are not refundable.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

12. Interest revenue earned on investment of idle cash during

the year.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000

13. A contribution by a business to entice the city to extend a

storm sewer to its property along a city street.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000

14. City council decided that the city’s Fund Balance—

Unassigned was too lean and rescinded the assignment

of the parks and recreation money

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . 10,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . 10,000

15. At year-end, property taxes not collected are classified

as delinquent, as are the estimated uncollectible

allowances. See Page 786 and Event 6.

Taxes Receivable—Delinquent . . . . . . . . . . . . . . . . . 56,300

Taxes Receivable—Current

($919,000� $862,700) . . . . . . . . . . . . . . . . . 56,300

Allowance for Uncollectible Current Taxes . . . . . . . . 25,000

Allowance for Uncollectible Delinquent Taxes

($37,700� $12,700) . . . . . . . . . . . . . . . . . . . 25,000

16. Middletown receives a $200,000 check from the

federal government for the current fiscal year to assist in

the operation of its child-care program. The federal

government designates $25,000 to be used in the next

fiscal year.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000

Deferred Inflows of Resources . . . . . . . . . . . . . . . . 25,000

As indicated in the second and fourth entries, a revision of the estimated amount of
uncollectible current and delinquent taxes and tax liens is treated as a change in accounting
estimate through Revenues. Adjustments of confirmed errors of prior periods and adjust-
ments from a change in accounting principle are recorded directly in the Fund Balance—
Unassigned.

Recording Encumbrances and Actual Expenditures. To prevent overexpenditure, the Middle-
town general fund uses an encumbrance system. An encumbrance can be viewed as an expected
expenditure and assists the administration to avoid overspending and to plan for payment of the
expected liability on a timely basis. It can also be viewed as a contra account to the fund balance
to reflect the ultimate decrease that will occur. Under this system, whenever a purchase order or
other commitment is approved, an entry is made to record the estimated cost of the commit-
ment. For example, an approved purchase order for school supplies, estimated to cost $10,000,
is recorded as follows:

17. Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Fund Balance—Assigned or Committed . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

The entry is posted to the general ledger, where Encumbrances is a quasi expenditure
account and where Fund Balance—Assigned or Committed is a form of restriction of the fund

8
O B J E C T I V E

Demonstrate how to

account for encumbrances.
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balance. The entry also is entered in the encumbrances section of the supplies account of the
subsidiary expenditure ledger for the Education Division, reducing the unobligated balance, as
follows:

Education Division Expenditure Ledger

ACCOUNT Supplies ACCOUNT NO.

DATE ITEM

ENCUMBRANCES EXPENDITURES UNOBLIGATED

BALANCEDEBIT CREDIT BALANCE ITEM TOTAL

Oct. 1 Budget appropriation 160,000

4 Purchase order 10,000 10,000 150,000

When the invoice is received for the purchase of items or services, the encumbrance entry is
reversed. The contra account to the fund balance is no longer needed since the expenditure
recorded will directly reduce the fund balance in the closing procedure. Note that it is always
the amount of the original estimate and not the actual cost that is used in the reversing entry.
Assuming that the invoice for supplies amounts to $10,200, the two entries to record the receipt
of the supplies invoice are as follows:

18. Fund Balance—Assigned or Committed . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

To reverse entry for encumbrance at estimated cost.

19. Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,200

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,200

To record invoice at actual cost.

The supplies account in the subsidiary expenditure ledger appears as follows:

Education Division Expenditure Ledger

ACCOUNT Supplies ACCOUNT NO.

DATE ITEM

ENCUMBRANCES EXPENDITURES UNOBLIGATED

BALANCEDEBIT CREDIT BALANCE ITEM TOTAL

Oct. 1 Budget appropriation 160,000

4 Purchase order 10,000 10,000 150,000

Nov. 7 Invoice received 10,000 0 10,200 10,200 149,800

When the encumbrance and the actual amount are identical, the unobligated balance is not
changed. However, when the amounts are not identical, the net effect is an adjustment of the
unobligated balance to reflect the amount of the actual expenditure. Thus, at any time, the sub-
sidiary ledgers provide a continuing record of the unobligated balances and of how closely the
actual expenditures match encumbrances. The following equation is derived from an examina-
tion of the supplies account:

Unobligated Balance¼ Appropriations� Expenditures Total� Encumbrances Balance

The encumbrances account can appear as a contra to the Fund Balance—Unassigned, at
year-end as shown in the example on page 789.
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Fund balances:

Assigned or Committed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Less Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX XXX

Total Fund Balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

It is, however, preferable to close it against the fund balance at year-end to clarify what
amount of the fund balance is available for the future. At year-end, the remaining balance in the
encumbrances account is closed against Fund Balance—Unassigned as follows:

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

This will leave the amount of the outstanding encumbrances in Fund Balance—Assigned or
Committed, which is reported in the fund balances section of the balance sheet. Such treatment
demonstrates the commitment of the government to provide for outstanding purchase orders and
serves to reduce the amount of expendable available financial resources for new expenditures indi-
cated in Fund Balance—Unassigned. Encumbrances are not reported in the statement of reven-
ues, expenditures, and changes in fund balances since the actual transaction with outside parties
has not yet occurred. However, GASB Statement No. 54 requires significant encumbrances to be
disclosed in the notes to the financial statements in conjunction with other commitments.

For expenditures such as salaries, which are subject to little variation and to additional inter-
nal controls, it is not customary to involve the encumbrance accounts. When salaries are paid,
they are recorded directly as expenditures, and they reduce the unobligated balance of the
salaries account in the subsidiary expenditure ledger.

Encumbrances of a Prior Period. When encumbrances are carried over from the prior year to
the current year, the encumbrance closing entry of the prior year is reversed in order to reinstate
the past commitments that will be honored in the current year.

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Included in the current-year budgetary entry for appropriations should be an amount equal
to that prior year-end encumbrance. The encumbrances will be disposed of in the manner
described earlier. The unassigned fund balance will ultimately be reduced by the current year’s
actual expenditures.

The following events relate to Middletown’s expenditures and transfers during the year:

Event Entry in the General Fund

20. Throughout the year, encumbrances

totaling $738,000 were recorded;

there were no prior-year encumbrances.

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . 738,000

Fund Balance—Assigned . . . . . . . . . . . . . . . . 738,000

21. Vouchers were approved, liquidating

$700,000 of encumbrances for:

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . 700,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . 700,000

Supplies . . . . . . . . . . . . . . . . . . . . . . . . . $300,000

Building . . . . . . . . . . . . . . . . . . . . . . . . . 200,000* Inventory of Supplies . . . . . . . . . . . . . . . . . . . . . . 300,000

Other expenditures . . . . . . . . . . . . . . . . 272,000 Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 472,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . $772,000 Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . 772,000

*This also requires an entry in the
general fixed assets account group.

(continued)
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Event Entry in the General Fund

22. Vouchers were approved for the

following nonencumbered items:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 518,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . 518,000

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . $490,000

Other expenditures . . . . . . . . . . . . . . . . 28,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . $518,000

23. Vouchers totaling $1,300,000

were paid.

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . 1,300,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300,000

24. Transfer of $30,000 is made to

the debt service fund.

Other Financing Uses . . . . . . . . . . . . . . . . . . . . . 30,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

25. Supplies totaling $260,000

were consumed.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

Inventory of Supplies . . . . . . . . . . . . . . . . . . . . 260,000

26. Adjust Fund Balance—Nonspendable to

equal inventory. (See following discussion.)

Fund Balance—Unassigned . . . . . . . . . . . . . . . . 40,000

Fund Balance—Nonspendable . . . . . . . . . . . . 40,000

Fund Balance Nonspendable. The amount of unassigned fund balance represents expendable,
available financial resources. Any resources not available to finance expenditures of the current
or future years must be removed from the unassigned fund balance. The fund balance assigned
or committed relating to encumbrances has already been discussed. An asset not available to
finance expenditures for Middletown is the inventory of supplies, which will not be converted
into cash and will not be available to meet future commitments. Therefore, the unassigned fund
balance must be reclassified to nonspendable by an amount equal to the inventory on the finan-
cial statement date. In this case, the amount of the inventory at year-end is $40,000 ($300,000
� $260,000). The account Fund Balance—Nonspendable is kept equal to the inventory
amount by periodic adjustment through the unassigned fund balance account.

Corrections of Prior Years’ Errors. Corrections of previous years’ errors are made directly
through the account Fund Balance—Unassigned. For example, Middletown failed to record
invoiced expenditures for last year of $30,600 that were not encumbered. Of this amount,
$10,100 was paid this year and incorrectly debited to Expenditures. The unpaid portion of
$20,500 is vouchered. The entry is as follows:

27. Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,600

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,100

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,500

To correct error for failure to record expenditures

chargeable to last year.

Reimbursement for Expenditure. When expenditures are made from the general fund on behalf
of other funds, a transfer is made to reimburse the general fund. The reimbursement is recorded
as an expenditure by the reimbursing fund and as a reduction in expenditures by the recipient
(general) fund. For example, $3,000 is received from the special revenue fund to reimburse the
general fund for payroll expenditures. The entry in the general fund is recorded as follows:

28. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Investments in Marketable Securities and Other Financial Instruments. Governmental enti-
ties frequently have cash available for short-, intermediate-, and long-term investment. For
example, the general fund may have cash available for short periods of time pending disbursement
for operating needs, the capital projects funds may have bond proceeds available for intermediate-
term investment pending disbursement for construction costs, and fiduciary funds may have cash
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available for long-term investment. Investment pools used by several funds within a single govern-
ment or by several governments may have cash available for investment for varying terms.

Governments usually make deposits with financial institutions (such as demand deposit
accounts and certificates of deposit) and direct investments in U.S. government obligations. Govern-
mental entities also invest in commercial paper, bankers’ acceptances, mutual funds, pooled invest-
ment funds managed by a state treasurer, and repurchase agreements with broker-dealers. All
investments, except for money market investments and participating interest-earning investment
contracts with a remaining maturity of one year or less, are to be reported at fair value on the balance
sheet. Fair value is defined as the amount at which an investment could be exchanged in a current
transaction between willing parties, other than in a forced or liquidation sale.19 The change in fair
value of investments is reported as a net increase (decrease) in the fair value of investments and recog-
nized as revenue in the operating statement. For example, if general fund investments increased in
value during the period, the following entry would be made to reflect the change in fair value:

29. Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Net Increase in the Fair Value of Investments . . . . . . . . . . . . . . . . . . . . . . 4,500

To meet cash flow requirements for operating or capital purposes, or to earn a higher return
on investment, many governments enter into reverse repurchase agreements and/or securities lend-
ing transactions. In a reverse repurchase agreement, the government temporarily converts securi-
ties in their portfolios to cash by selling securities to a broker-dealer for cash, with a promise to
repay cash plus interest in exchange for the return of the same securities.20 In securities lending
transactions, governments lend out their portfolio securities in return for collateral—which
may be cash, securities, or letters of credit—and simultaneously agree to return the collateral for
the same securities in the future.21

The investments must remain on the balance sheet of the government in both cases—
whether selling securities with a promise to repurchase or lending them for a period of time.
The agreements to repurchase (or return) are reported as fund liabilities. Any cash received
(including cash received as collateral) is reported as an asset. Interest costs and broker fees are
reported as expenditures and are not netted with any interest earned.

Extensive note disclosures on all investments and deposits with banks and other financial institu-
tions are required. Governments must disclose their relevant accounting policies as to investments.
They must also disclose credit risk, market risk, and legal risk for all investments, including derivatives.

Governments sometimes pledge or sell receivables and future revenue in exchange for immediate
cash payments. As in business, the extent to which the government retains or gives up control over
the receivables will determine if this exchange is recognized as revenue (sale) or liability (pledge).

Investments in Derivatives. Governmental entities have been investing in derivative instru-
ments for years. Derivative instruments can be a useful tool for governmental entities hedging
the interest rate risk associated with their issued bonds. However, speculative investments in
derivatives can lead to large losses and have been a leading cause of fiscal distress for governmen-
tal entities. Two examples are Orange County, California, which filed for bankruptcy in 1994
due to losses incurred by its derivative investments, and more recently the case of Jefferson
County, which lost millions in synthetic rate swaps and saw its debt balloon to $5 billion.22

GASB Statement No. 53, Accounting and Financial Reporting for Derivative Instruments
(June 2008), requires derivatives to be reported at their fair market value. The changes in fair
market value should be reported as gains or losses in the statement of changes in net assets. An
exception is made for effective hedges. If the derivative is deemed to represent an effective hedge
against other assets or liabilities, then gains and losses should be deferred and reported on bal-
ance sheets as deferred inflows or outflows. A derivative is determined to be an effective hedge if
it significantly reduces financial risk by substantially offsetting the changes in cash flows or fair
values of the item with which it is associated. Extensive details concerning how to determine if a
derivative instrument is an effective hedge are provided in Statement No. 53.

19 GASB Statement No. 31, Accounting and Financial Reporting for Certain Investments and for External Invest-
ment Pools (Norwalk, CT: Governmental Accounting Standards Board, March 1997).

20 GASB Statement No. 3, Deposits with Financial Institutions, Investments (including Repurchase Agreements, and
Reverse Repurchase Agreements) (Norwalk, CT: Governmental Accounting Standards Board, April 1986).

21 GASB Technical Bulletin No. 94-1, Disclosure about Derivatives and Similar Debt and Investment Transactions
(Norwalk, CT: Governmental Accounting Standards Board, December 1994).

22 Matt Taibbi, ‘‘Looting Main Street,’’ RollingStone, March 2010.
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The preclosing year-end trial balance for Middletown is presented in Illustration 15-6.

Illustration 15-6
City of Middletown

General Fund Trial Balance
September 30, 2019

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,500

Property Taxes Receivable—Delinquent . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,300

Allowance for Uncollectible Delinquent Taxes . . . . . . . . . . . . . . . . . . . . . . 25,000

Deferred Inflows of Resources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,000

Inventory of Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,700

Sales Taxes Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,500

Fund Balance—Nonspendable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Fund Balance—Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Fund Balance—Committed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,336,300

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250,100

Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,359,000

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300,000

Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,050,400 3,050,400

Closing the General Fund

The simplest closing process is, first, to reverse the budgetary entries and then to close the actual
revenue and expenditure accounts, including the other financing sources and uses accounts, into
the fund balance—unassigned account. The outstanding balance in the encumbrances account
is also temporarily closed. Budgetary closing entries for Middletown would appear as follows:

B2. Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300,000

Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . . 29,000

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,359,000

To reverse entry recording budget

(including amendment).

The actual closing entries are as follows:

30. Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,336,300

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250,100

Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . 56,200

To close the actual accounts.
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31. Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

To close outstanding encumbrances.

R E F L E C T I O N
� The general ledger contains permanent balance sheet, budgetary, and operating

accounts.

� Budgetary, operating, and closing entries are used in accounting for the general ledger

accounts.

� Understanding the accounting and reporting procedures of the general fund will help

in understanding accounting for other funds.

FINANCIAL REPORTS OF THE GENERAL FUND
Financial statements covering all funds of state and local governments are presented in Chapter
17. The required financial statements include fund-based and consolidated government-wide
statements. Greater detail, including comparative data, may be provided by supplemental
reports for individual funds and account groups and will be illustrated when appropriate.

To illustrate the recommended form of the financial statements, the year-end reports of
Middletown’s general fund are developed from the year-end trial balance shown on page 804.
These reports consist of a balance sheet and a statement of revenues, expenditures, and changes
in fund balances.

Balance Sheet

The general fund year-end balance sheet for the city of Middletown, shown in Illustration 15-7
on page 794, differs substantially from its private business counterpart. First, it deals primarily
with current assets and current liabilities, and the difference between these two amounts appears
as the fund balance—nonspendable, restricted, committed, assigned, or unassigned. Second,
the long-term classifications of assets and liabilities are excluded, since the general fixed assets
are included in the general fixed assets account group, and the general long-term debt is carried
in the general long-term debt account group.

Statement of Revenues, Expenditures, and
Changes in Fund Balances

The statement of revenues, expenditures, and changes in fund balances is prepared on an all-
inclusive basis, disclosing all elements that contribute to the change in fund balances. This oper-
ating statement contains details on the major revenue sources and on expenditures by function
or program. Other financing sources or uses and any corrections that altered the fund balance
are also presented. The detailed source of each revenue and purpose for each expenditure is
obtained from the subsidiary ledger, not the control entries of the previous example.

For governmental funds for which an annual budget legally is adopted, a comparison of
actual results to both the original and amended budget is required. The comparison can be
accomplished either as a schedule provided as required supplementary information (RSI)
immediately following the financial statements or as a separate statement. Both original and
final budget amounts are compared with actual amounts, and a variance column showing the
difference between budgeted and actual amounts is encouraged. In order for the comparisons to
be meaningful, the actual amounts in the schedule are reported on the budgetary basis. Further,

9
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Prepare fund financial

statements for the general

fund.
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Illustration 15-7
City of Middletown

General Fund Balance Sheet
September 30, 2019

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,500
Property taxes receivable—delinquent . . . . . . . . . . . . . . . . . . . . . . . $ 56,300

Less allowance for uncollectible delinquent taxes . . . . . . . . . . . . . 25,000 31,300

Sales taxes receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,500
Inventory of supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $348,300

Liabilities and Fund Equity

Liabilities:
Vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,700
Deferred inflows of resources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $221,700
Fund balances:

Nonspendable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Committed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000
Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,600

Total fund balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,600

Total liabilities and fund balance . . . . . . . . . . . . . . . . . . . . . . . . $348,300

a reconciliation from the budgetary basis to GAAP is shown either on the face of the budgetary
comparison statement or on a separate schedule.

The budgetary comparison schedule for the general fund of Middletown is shown in
Illustration 15-8. Estimated and actual amounts of revenues, expenditures, and other changes
are reported on a budgetary basis. The beginning and ending fund balances are reported. The
final actual fund balances amount ($126,600) must agree with the total fund balance shown on
the balance sheet.

R E F L E C T I O N
� The two year-end statements of the general fund are the balance sheet and the

statement of revenues, expenditures, and changes in fund balances.

� Budgetary comparison schedules or statements are also required for the general fund

and other funds for which a budget is adopted.

� Both annual statements differ significantly from those in the private sector.
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Illustration 15-8
City of Middletown

Budgetary Comparison Schedule
General Fund

For Year Ended September 30, 2019
(budgetary basis)

Original
Budget

Amended
Budget

Actual
Results

Variance
Favorable

(Unfavorable)

Revenues:

General property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 881,000 $ 882,500 $ 880,300 $ (2,200)

Fines. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 75,500 79,000 3,500

Licenses and permits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 50,000 41,000 (9,000)

Intergovernmental revenues. . . . . . . . . . . . . . . . . . . . . . . . 200,000 200,000 175,000 (25,000)

Sales taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 9,000 9,500 500

Other revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000 142,000 151,500 9,500

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,361,000 $1,359,000 $1,336,300 $(22,700)

Expenditures:

General government . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 130,000 $ 129,000 $ 120,305 $ 8,695

Public safety . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000 277,300 252,795 24,505

Highways and streets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000 94,500 86,100 8,400

Sanitation and health. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,000 97,750 87,750 10,000

Welfare . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 51,000 46,000 5,000

Culture and recreation . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 59,000 53,400 5,600

Education. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 590,000 591,450 603,750 (12,300)

Total expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,298,000 $1,300,000 $1,250,100 $ 49,900

Excess of revenues over expenditures . . . . . . . . . . . . . . . . . . $ 63,000 $ 59,000 $ 86,200 $ 27,200

Other financing sources (uses). . . . . . . . . . . . . . . . . . . . . . . . (30,000) (30,000) (30,000) 0
Excess of revenues and other sources

over expenditures and other uses . . . . . . . . . . . . . . . . . . . $ 33,000 $ 29,000 $ 56,200 $ 27,200

Fund balances, October 1, 2018 . . . . . . . . . . . . . . . . . . . . . 101,000 101,000 101,000 0

Correction of prior year’s expenditures. . . . . . . . . . . . . . . . . 0 0 (30,600) (30,600)

Fund balances, September 30, 2019 . . . . . . . . . . . . . . . . . . $ 134,000 $ 130,000 $ 126,600 $ (3,400)

ACCOUNTING FOR GENERAL CAPITAL ASSETS
AND GENERAL LONG-TERM OBLIGATIONS
Accounting control over general capital assets and general long-term obligations (including capital
debt) has traditionally been maintained in the general fixed assets account group (GFAAG) and
the general long-term debt account group (GLTDAG). The account groups are used only to keep
accounting control of general capital assets and general long-term debt of the governmental unit.
Account groups are not reported on the fund financial statements, but detailed information about
general capital assets and long-term obligations is required in the notes and in the government-
wide statements. The presentation in this text assumes that governments maintain account groups
as convenient means of keeping track of such long-term items and for internal control. Some gov-
ernments use alternative types of records, including simple listings.

Accounting and Financial Reporting for General Capital Assets

Fixed assets of a proprietary fund or a fiduciary fund are accounted for within those funds and
often are referred to as fund capital assets. All other fixed assets are considered general capital

10
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assets and are accounted for in the general fixed assets account group. This account group,
which was created to report capital assets that are not resources of any specific fund, may be
thought of as an inventory record of fixed assets for the purpose of assigning responsibility for
custody and proper use. Typical capital asset categories include land, buildings, improvements
other than buildings, machinery and equipment, and construction in progress. Each category
should be substantiated by supporting detailed records. Major infrastructure assets, such as side-
walks, streets, curbs, and bridges acquired after 1980, must also be recorded. Major general
infrastructure assets are networks or subsystems that comprise at least 10% of the total cost of
all general capital assets. Intangible assets, such as easements (rights to use land for specific pur-
poses such as building a highway), land use rights, computer software (purchased or developed
internally) patents, and trademarks, are also treated as capital assets. Intangible assets are those
that lack physical substance, are nonfinancial in nature, and have a useful life greater than one
year.23 Governments are encouraged, but not required, to capitalize their art and similar assets
as long as they are (a) held for public exhibition, education, or research; (b) protected and cared
for; and (c) subject to an organizational policy that requires proceeds from sales to be used for
acquiring other items for the collection.

The general fixed assets account group is little more than a list of government-owned assets
in double-entry form. The acquisition of a general capital asset is recorded in the general fixed
assets account group by a debit to one of the six specific asset accounts. The offsetting credit indi-
cates the original funding source of the asset, selected from the following recommended titles:

Investment in General Fixed Assets

—Capital Projects Funds —Special Revenue Funds

—General Fund Revenues —Donations

To illustrate this procedure, a building acquired with general fund revenues would require
the following entries:

Fund or Group in which Entry Is Recorded Entry

32. General fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

(This entry is part of the entry on page 789,

which records vouchers of $772,000.)

33. General fixed assets account group Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Investment in General Fixed Assets—

General Fund Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

To record the fixed asset.

General capital assets are recorded at cost or, if the assets are donated, estimated fair value at
time of receipt. Subsequent to the acquisition of a capital asset, capital outlay and maintenance
expenditures must be accounted for separately, as they are in commercial accounting, since
maintenance expenditures should not increase the book values of fixed assets.

As will be explained in Chapter 17, depreciation expense is reported in the government-wide
statements. Depreciation expense, however, is not reported in the governmental funds.

To record depreciation expense in governmental funds would inappropriately mix two fun-
damentally different measurements, expenses and expenditures. General fixed asset acquisitions
require the use of governmental fund financial resources and are recorded as expenditures. Gen-
eral fixed asset sale proceeds provide governmental fund financial resources. Depreciation
expense is neither a source nor a use of governmental fund financial resources, and thus is not
properly recorded in the accounts of such funds.24

23 GASB statement No. 51, Accounting and Financial Reporting for Intangible Assets (Norwalk, CT: Governmen-
tal Accounting Standards Board, May 2007).

24 Statement 1, Government Accounting and Financial Reporting Principles (Chicago: Municipal Finance
Officers Association of the United States and Canada, March 1979), p. 10.
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Governments must record accumulated depreciation of general capital assets in the
government-wide statements. An entry is made in the general fixed assets account group by deb-
iting the appropriate investment in the general fixed asset account and crediting the accumu-
lated depreciation account.

When a governmental unit disposes of a general capital asset, the original cost (less accumu-
lated depreciation) of the asset is removed from the general fixed assets account group. In the
general fund, proceeds from the sale are recorded with a credit to Other Financing Sources. For
example, if a governmental unit sells equipment for $90,000, carried in the general fixed assets
account group at $100,000, the following entries would be made:

Fund or Group in which Entry Is Recorded Entry

34. General fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

To record the proceeds from the sale.

35. General fixed assets account group Investment in General Fixed Assets—

General Fund Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Machinery and Equipment. . . . . . . . . . . . . . . . . . . . . . . 100,000

To remove the fixed asset.

Instead of selling the equipment, assume the governmental unit traded it for a larger model
costing $235,000, with an allowance of $90,000 for the smaller unit. The new asset is recorded
at its total cost, with the trade-in value merely functioning as a reduction in the amount to be
paid. The entries then would be as follows:

Fund or Group in which Entry Is Recorded Entry

36. General fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000

To record the outflow of cash.

37. General fixed assets account group Investment in General Fixed Assets—

General Fund Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Machinery and Equipment. . . . . . . . . . . . . . . . . . . . . . . 100,000

To remove the old asset.

Machinery and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . 235,000

Investment in General Fixed Assets—

General Fund Revenues . . . . . . . . . . . . . . . . . . . . . . . . . 235,000

To record the new fixed asset.

Governments can avoid charging depreciation on infrastructure assets if they can demon-
strate that they have incurred costs to preserve these assets at or above a conditional level estab-
lished by the government. Under this modified preservation approach, all costs to maintain the
assets are expensed, and no depreciation is recorded. If a government elects to follow the modi-
fied approach, it must assess periodically and disclose in the notes to the financial statements
the condition of its infrastructure assets (usually an engineering report) and estimate the annual
amount necessary to maintain and preserve the specified assets at or above the condition level. It
must also disclose actual amounts spent compared to these estimates. A change from the depre-
ciation method to the modified approach should be accounted for as a change in accounting
estimate.

Governments are required to monitor and determine if impairment of a capital asset has
occurred. A capital asset is considered impaired if both (a) the decline in service utility of the
capital asset is large in magnitude and (b) the event or change in circumstance is
outside the normal life cycle of the capital asset. Impaired capital assets that will no longer be
used by the government should be reported at the lower of carrying value or fair value. Impair-
ment losses on capital assets that will continue to be used by the government should be mea-
sured using a method that best reflects the diminished service utility of the capital asset, such as
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cost to restore, percentage of service units provided before and after the impairment, and
deflated depreciated replacement cost.25

Disclosures about capital assets are required in the notes to the financial statements. Capital
assets that are not being depreciated are disclosed separately from those assets that are being
depreciated. In addition, beginning-of-year and end-of-year balances are shown along with
capital acquisitions, sales, or other dispositions. A schedule of capital assets that will be included
in the notes for Middletown is shown in Illustration 15-9.

Illustration 15-9
City of Middletown

Schedule of Capital Assets

Beginning
Balance Additions Retirements

Ending
Balance

Governmental activities:

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,595,000 $4,000,000 $ 12,595,000

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,555,000 $ (200,000) 28,355,000

Improvements other than buildings . . . . . . . . . 10,367,500 10,367,500

Machinery and equipment. . . . . . . . . . . . . . . . 4,390,000 135,000 4,525,000

Construction in progress . . . . . . . . . . . . . . . . . 17,222,500 17,222,500

Infrastructure . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000,000 (2,000,000) 118,000,000

Totals (at historical cost) . . . . . . . . . . . . . . . . $189,130,000 $4,135,000 $(2,200,000) $191,065,000

Less accumulated depreciation:

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (850,000) $ (85,000) $ 40,000 $ (895,000)

Improvements other than buildings . . . . . . . . . (150,000) (20,000) (170,000)

Machinery and equipment. . . . . . . . . . . . . . . . (215,000) (50,000) (265,000)

Infrastructure . . . . . . . . . . . . . . . . . . . . . . . . . . (15,000,000) (350,000) 1,000,000 (14,350,000)

Total depreciation . . . . . . . . . . . . . . . . . . . . $ (16,215,000) $ (505,000) $ 1,040,000 $ (15,680,000)

Governmental activities capital assets (net) . . . . . $172,915,000 $3,630,000 $(1,160,000) $175,385,000

Accounting and Financial Reporting for General Long-Term Debt

When long-term debt is related to and will be paid from proprietary or fiduciary funds, it is
accounted for in those funds and is termed a specific fund liability. When long-term debt is
related to and will be paid from governmental funds, the liability is recorded in the general
long-term debt account group.

The general long-term debt account group, which was designed to monitor long-term debt
that is not the responsibility of any particular fund, furnishes a record of the unmatured princi-
pal of all general long-term obligations of the governmental unit. Referring to a long-term obli-
gation as general indicates that the community can use its taxing power to pay debt principal and
interest. The general long-term debt account group is not limited to liabilities arising from debt
issuance and may include numerous types of unmatured general government liabilities; for
example, claims and judgments, accumulated sick leave and other compensated absences, under-
funded pension contributions, unfunded postretirement benefits other than pensions, and capi-
tal lease obligations, as well as unmatured bonds and notes. Interest is not accounted for in the
general long-term debt account group. To maintain the self-balancing nature of the account
group, the incurrence of long-term obligations is recorded by debiting Amount to Be Provided
for Payment of (properly identified) Debt and crediting a liability account. As emphasized in the
previous section, the use of account groups is a convenient mechanism for keeping track of long-
term liabilities that can also be achieved by other means, such as simple ledgers.

25 GASB Statement No. 42, Accounting and Financial Reporting for Impairment of Capital Assets and for Insur-
ance Recoveries (Norwalk, CT: Governmental Accounting Standards Board, November 2003).
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To illustrate the entries for the general long-term debt account group, assume that a unit
incurs a general long-term obligation in the form of term bonds of $1,000,000 to acquire prop-
erty.26 Regardless of whether the bonds are issued at a premium or discount, the bond issue is
recorded at its face amount in the general long-term debt account group. As shown in the fol-
lowing entry, the bonds are recorded in the general long-term debt account group at the face
value to be redeemed at maturity:

38. Amount to Be Provided for Payment of Term Bonds . . . . . . . . . . . 1,000,000

Term Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Payment of both principal and interest is handled by the debt service fund, where service is
synonymous with payment, but the general long-term debt account group records only amounts
that become available in the debt service fund for retirement of general long-term debt princi-
pal. Assuming the debt service fund receives an annual appropriation of $80,000 to provide for
the eventual retirement of the term bonds, the following entry is recorded in the general long-
term debt account group:

39. Amount Available in Debt Service Funds—Term Bonds . . . . . . . 80,000

Amount to Be Provided for Payment of Term Bonds . . . . . . . . . 80,000

If sound actuarial practices have been employed, the debt service fund will retire the obliga-
tion at the appropriate time and the general long-term debt account group will make the follow-
ing entry:

40. Term Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Amount Available in Debt Service Funds—Term Bonds. . . . . . 1,000,000

A schedule of general long-term liabilities for Middletown appears in Illustration 15-10.
The schedule includes the example transactions in this section. Governments report long-term
obligations on a full-accrued basis in the government-wide statements. A discussion of the
adjusting entries needed to reflect amortization of premium or discount and interest accruals is
found in Chapter 17.

Information about long-term debt, significant contingent liabilities, pension plan obliga-
tions, accumulated sick leave and other compensated absences, debt service requirements to
maturity, commitments under noncapitalized leases, and changes in general long-term debt are
required note disclosures.

Illustration 15-10
City of Middletown

Schedule of Long-Term Liabilities

Beginning
Balance Additions Retirements

Ending
Balance

General long-term debt payable:

General obligation debt . . . . . . . . . . . . . . . . . . . . $21,962,000 $2,000,000 $999,950 $22,962,050

Special assessment debt . . . . . . . . . . . . . . . . . . . . 2,000,000 2,000,000

Unfunded pension costs. . . . . . . . . . . . . . . . . . . . . 139,000 2,123 141,123

Capital lease payable . . . . . . . . . . . . . . . . . . . . . . 99,950 35,944 135,894

Unfunded compensated absences. . . . . . . . . . . . . 160,325 3,433 163,758

Unfunded claims and judgment . . . . . . . . . . . . . . . 412,222 179,923 592,145

Total general long-term debt payable . . . . . . . . . . . . $24,773,497 $2,221,423 $999,950 $25,994,970

26 A term bond is one in which the entire principal is due on one date; a serial bond issue is redeemed in periodic
payments. Term bonds are rare, but they better illustrate entries in the general long-term debt account group.
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Leasing of equipment has become common practice among governments. When leases qua-
lify as operating, the rent expenditures are recorded in the fund, and no entry is made in the
account group. However, if a lease qualifies as a capital lease (using the criteria of FASB No.
13), then the substance of the transaction is similar to the purchase of a fixed asset with long-
term debt proceeds. Therefore, entries are as follows:

Event and Fund or Group in
which Entry Is Recorded Entry

41. At inception of the lease, the present

value of the lease payments is

recorded in the fund as expenditures

and other financing sources.

General fund Expenditures . . . . . . . . . . . . . . . . . 50,000

Other Financing Sources . . . . . . 50,000

42. In the account group, the leased

asset is recorded at its present value.

General fixed assets Leased Asset . . . . . . . . . . . . . . . . . 50,000

account group Investment in GFA—

General Funds . . . . . . . . . . . . 50,000

43. In the account group, the long-term

lease obligation is recorded.

General long-term Amount to Be Provided . . . . . . . . . 50,000

debt account group Lease Obligation . . . . . . . . . . . . 50,000

Subsequent lease payments are made from the Debt Service Fund as will be presented in
Chapter 16.

R E F L E C T I O N
� Account groups have traditionally been used to keep track of capital assets and long-

term debt and are a convenient means of recording additions and deductions from

capital assets and long-term debt.

� Account groups are not reported on the financial statements. Rather, schedules of capital

assets and long-term liabilities are presented in the notes to the financial statements.

Capital assets and long-term debt are also reported in the government-wide statements.

� Governments are required to record infrastructure assets and depreciation.

REVIEW OF ENTRIES FOR THE GENERAL FUND AND
ACCOUNT GROUPS
The following example will provide a comprehensive review of the general fund, the general
fixed assets account group, and the general long-term debt account group. The general fund bal-
ance sheet for Junction City, as of December 31, 2018, is shown in Illustration 15-11.
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Illustration 15-11
Junction City

General Fund Balance Sheet
December 31, 2018

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

Taxes receivable, delinquent, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000

Less allowance for uncollectible delinquent taxes, 2018. . . . . . . . . . . . 20,000 30,000

Tax liens receivable, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000

Less allowance for uncollectible tax liens, 2017 . . . . . . . . . . . . . . . . . . 5,000 20,000

Inventory of supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $170,000

Liabilities and Fund Equity

Liabilities:

Vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30,000

Fund balances:

Nonspendable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000

Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Total fund balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000

Total liabilities and fund balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . $170,000

During 2019, the following entries are recorded in the general fund of Junction City. If an
event also requires that an entry be made in one of the account groups, the necessary entry is
indicated as part of the event.

Event Entry in the General Fund

The budget is approved. Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

Estimated inflows are from: Estimated Other Financing Sources. . . . . . . . . . . . . . . 284,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . $600,000 Budgetary Fund Balance—Unassigned. . . . . . . . . . . . 26,000

General long-term debt issuance . . . . . . 200,000 Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . 860,000

Transfers from other funds . . . . . . . . . . . 60,000 Estimated Other Financing Uses . . . . . . . . . . . . . . . 50,000

Sales of fixed assets carried at

$100,000 . . . . . . . . . . . . . . . . . . . . . 24,000

Estimated outflows are for:

Expenditures [Includes 2018 holdover

encumbrances ($40,000)

and use of supplies ($20,000)] . . . . . 860,000

Transfers to other funds . . . . . . . . . . . . . 50,000

The amount of the prior year Encumbrances

was reinstated.

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . 40,000

Property taxes of $500,000 are levied, of which

$30,000 is estimated to be uncollectible.

Taxes Receivable—Current . . . . . . . . . . . . . . . . . . . . . 500,000

Allowance for Uncollectible Current Taxes . . . . . . . 30,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 470,000

(continued)
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Event Entry in the General Fund

Cash obtained from local banks to finance

government operations in advance of collection

of first property tax installment.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Tax Anticipation Note Payable . . . . . . . . . . . . . . . . 200,000

Collection of taxes and related interest for

the year:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000

Taxes Receivable—Current . . . . . . . . . . . . . . . . . . . 450,000

Current taxes . . . . . . . . . . . . . . . . . . . . . $450,000 Taxes Receivable—Delinquent, 2018. . . . . . . . . . . 32,000

Delinquent taxes, 2018 . . . . . . . . . . . . . 32,000 Tax Liens Receivable, 2017. . . . . . . . . . . . . . . . . . . 10,000

Interest on delinquent taxes . . . . . . . . . . 2,000 Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Tax liens, 2017 . . . . . . . . . . . . . . . . . . . 10,000

Interest on tax liens, 2017 . . . . . . . . . . . 1,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . $495,000

Repayment of tax anticipation note payable plus

interest upon collection of property taxes.

Tax Anticipation Notes Payable . . . . . . . . . . . . . . . . . 200,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 203,000

Property against which there are unpaid tax liens

for 2017 is sold for $7,000. (The loss is an

adjustment of current revenue, since it represents

a change in estimate.)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000

Allowance for Uncollectible Tax Liens, 2017 . . . . . . . 5,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Tax Liens Receivable, 2017. . . . . . . . . . . . . . . . . . . 15,000

Tax liens totaling $18,000 are issued against 2018

delinquent taxpayers.

Tax Liens Receivable, 2018 . . . . . . . . . . . . . . . . . . . . 18,000

Taxes Receivable—Delinquent, 2018. . . . . . . . . . . 18,000

Allowance for Uncollectible Delinquent Taxes is

reclassified and reduced, so as not to exceed the

related receivable of $18,000. As a change in

estimate, the credit is made to Revenues.

Uncollected current taxes are declared delinquent,

and the related allowance is reclassified.

Allowance for Uncollectible Delinquent Taxes,

2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Allowance for Uncollectible Tax Liens, 2018 . . . 18,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Taxes Receivable—Delinquent, 2019. . . . . . . . . . . . . 50,000

Taxes Receivable—Current . . . . . . . . . . . . . . . . . . . 50,000

Allowance for Uncollectible Current Taxes . . . . . . . . . 30,000

Allowance for Uncollectible Delinquent Taxes,

2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Revenue for licenses, fees, and fines is recognized. Fines Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

To acquire land, a general long-term $200,000 serial

bond issue is sold for 102.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 204,000

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . 204,000

The premium is transferred to the debt service fund. Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Other funds transfer $60,000 to the general fund. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . 60,000

Additional amount encumbered for approved

purchase orders was $600,000.

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . 600,000

This event requires an entry in the general long-term
debt account group.

Amount to Be Provided for Payment of Serial
Bonds. . . . . . . . . . . . . . . . 200,000

Serial Bonds Payable . . 200,000
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Event Entry in the General Fund

Compensated absences earned by employees

amounted to $75,000.

No entry in the general fund

The pension expense was determined to be

$50,000. $20,000 was paid. The remaining

$30,000 will not be funded this year.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

The following vouchers were approved: Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000

General expenditures . . . . . . . . . . . . . . $760,000 Inventory of Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Purchase of equipment. . . . . . . . . . . . . . 40,000 Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . 870,000

Purchase of supplies (a perpetual

inventory system is used) . . . . . . . . . . 70,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . $870,000

Of this total, $630,000 was encumbered. Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . . 630,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 630,000

A lease agreement was signed for equipment. Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

The present value of the lease payments is $30,000. Other Financing Sources . . . . . . . . . . . . . . . . . . . . . 30,000

(continued)

This event requires an entry in the general
long-term debt account group.

Amount to Be Provided for Payment of
Compensated Absences . . . 75,000

Unfunded Compensated Absences . . 75,000

This event requires an entry in the general
long-term debt account group.

Amount to Be Provided for Payment of
Pension Obligation . . . . 30,000

Unfunded Pension
Obligation . . . . . . . 30,000

The following entry is required in the general
fixed assets account group:

Machinery and
Equipment . . . . . . . . . . . . . . 40,000

Investment in General Fixed
Assets—General Fund . . . . . 40,000

This event requires an entry in the general
long-term debt account group.

Amount to Be Provided . . . . . . . 30,000
Lease Payable . . . . . . . . . . . . 30,000

This event also requires an entry in the
general fixed asset account group.

Leased Asset . . . . . . . . . . . . . . . 30,000
Investment in General Fixed
Assets—Capital Lease . . . . . 30,000
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Event Entry in the General Fund

$50,000 was transferred from the general fund to

other funds.

Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Vouchers totaling $880,000 were paid. Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 880,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 880,000

The year-end supplies inventory amounted to $26,000. Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 64,000

Inventory of Supplies ($20,000þ $70,000�
$26,000). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 64,000

Fund Balance—Reserved for Inventory of Supplies

is adjusted to agree with the inventory of supplies.

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . 6,000

Fund Balance—Nonspendable

($26,000� $20,000) . . . . . . . . . . . . . . . . . . . . . . 6,000

Equipment carried at $100,000 in the general fixed

assets account group is sold for $24,000.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . .

Other Financing Sources . . . . . . . . . 24,000

Closing entries. Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 860,000

Estimated Other Financing Uses . . . . . . . . . . . . . . . . . 50,000

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

Estimated Other Financing Sources . . . . . . . . . . . . . 284,000

Budgetary Fund Balance—Unassigned. . . . . . . . . . 26,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 542,000

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . 318,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . 111,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 917,000

Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . 54,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . 10,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

The following entry is required in the general
fixed assets account group:

Investment in General Fixed Assets—

General Fund . . . . . . 100,000
Machinery and

Equipment. . . . . 100,000

24,000

R E F L E C T I O N
� It is important to analyze each event to determine whether the entry is made to the

general fund or to one of the account groups. Some events will require an entry in the

fund and an entry in an account group.

APPENDIX: SUMMARY OF ACCOUNTING PRINCIPLES
There are 13 basic governmental accounting principles included in GASB Statement No. 1 and
in Codification of Governmental Accounting and Financial Reporting Standards. These principles
form a model of fund accounting theory and are summarized on the following pages.

11
O B J E C T I V E

Demonstrate an under-

standing of the 13 basic

governmental accounting

principles.
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Principle 1—Accounting and Reporting Capabilities

A governmental accounting system must make it possible both (a) to present fairly and with full
disclosure the financial position and results of financial operation of the funds and account
groups of the governmental unit in conformity with generally accepted accounting principles
and (b) to determine and demonstrate compliance with finance-related legal and contractual
provisions.

Principle 2—Fund Accounting System

Governmental accounting systems should be organized and operated on a fund basis. A fund is
defined as a fiscal and accounting entity with a self-balancing set of accounts recording cash and
other financial resources, together with all related liabilities and residual equities or balances,
and changes therein, which are segregated for the purpose of carrying on specific activities or
attaining certain objectives in accordance with special regulations, restrictions, or limitations.
Fund financial statements should be used to report detailed information about the primary gov-
ernment, including its blended component units. The focus of governmental and proprietary
fund financial statements is on major funds.

Principle 3—Types of Funds

The following types of funds should be used by state and local governments:

Governmental Funds:

1. The General Fund—to account for all financial resources except those required to be
accounted for in another fund.

2. Special Revenue Funds—to account for the proceeds of specific revenue sources (other than
expendable trusts or for major capital projects) that are legally restricted to expenditure for
specified purposes.

3. Capital Projects Funds—to account for financial resources to be used for the acquisition or
construction of major capital facilities (other than those financed by proprietary funds and
trust funds).

4. Debt Service Funds—to account for the accumulation of resources for, and the payment of,
general long-term debt principal and interest.

5. Permanent Funds—to account for legally restricted resources provided by trust in which the
earnings, but not the principal, may be used for purposes that support the primary govern-
ment’s programs (those that benefit the government or its citizenry).

Proprietary Funds:

6. Enterprise Funds—to account for operations that are (a) financed and operated in a manner
similar to private business enterprises where the intent of the governing body is that the costs
(expenses, including depreciation) of providing goods or services to the general public on a
continuing basis be financed or recovered primarily through user charges or (b) where the
governing body has decided that periodic determination of revenues earned, expenses
incurred, and/or net income is appropriate for capital maintenance, public policy, manage-
ment control, accountability, or other purposes.

7. Internal Service Funds—to account for financing of goods or services provided by one
department or agency to other departments or agencies of the governmental unit, or to other
governmental units, on a cost-reimbursement basis.

Fiduciary Funds:
These are trust and agency funds used to account for assets held by a governmental unit in a

trustee capacity or as an agent for individuals, private organizations, other governmental units,
and/or other funds. These include the following:

8. Private-Purpose Trust Funds.

9. Investment Trust Funds.
10. Pension (and other employee benefit) Trust Funds.
11. Agency Funds.
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Principle 4—Number of Funds

Governmental units should establish and maintain those funds required by law and sound
financial administration. Only the minimum number of funds consistent with legal and operat-
ing requirements should be established, however, because unnecessary funds result in inflexibil-
ity, undue complexity, and inefficient financial administration.

Principle 5—Reporting Capital Assets

A clear distinction should be made between general capital assets and capital assets of proprietary
and fiduciary funds. Capital assets of proprietary funds should be reported in both government-
wide and fund financial statements. Capital assets of fiduciary funds should be reported in only
the statement of fiduciary net assets. All other capital assets of the governmental unit are general
capital assets. They should not be reported as assets in governmental funds but rather in the gov-
ernmental activities column in the governmental-wide statements of net assets.

Principle 6—Valuation of Capital Assets

Capital assets should be accounted for at historical cost. The cost of a capital asset should
include ancillary charges necessary to place the asset into its intended location and condition for
use. Donated capital assets should be recorded at their estimated fair value at the time of the
acquisition plus ancillary charges, if any.

Principle 7—Depreciation of Capital Assets

Capital assets should be depreciated over their estimated useful lives unless they are either inex-
haustible or are infrastructure assets using the modified approach as set forth in GASB State-
ment No. 34, pars. 23–26. A change from the depreciation method to the modified approach
should be reported as a change in accounting estimate. Inexhaustible assets such as land and
land improvements should not be depreciated. Depreciation expense should be reported in the
government-wide statement of activities; the proprietary fund statement of revenues, expenses,
and changes in fund net assets; and the statement of changes in fiduciary net assets.

Principle 8—Reporting Long-Term Liabilities

A clear distinction should be made between fund long-term liabilities and general long-term
liabilities. Long-term liabilities directly related to and expected to be paid from proprietary
funds should be reported in the proprietary fund statement of net assets and in the government-
wide statement of net assets. Long-term liabilities directly related to and expected to be paid
from fiduciary funds should be reported in the statement of fiduciary net assets. All other un-
matured general long-term liabilities should be reported in the governmental activities column
in the government-wide statement of net assets.

Principle 9—Measurement Focus and Basis of Accounting
in the Basic Financial Statements

The government-wide financial statement of net assets and statement of activities should be pre-
pared using the economic resources measurement focus and the accrual basis of accounting.
Revenues, expenses, gains, losses, assets, and liabilities resulting from the exchange and
exchange-like transactions should be recognized when the exchange takes place. Revenues,
expenses, assets, and liabilities resulting from nonexchange transactions should be recognized in
accordance with GASB Statement No. 33.

In fund financial statements, the modified accrual or accrual basis of accounting, as appro-
priate, should be used in measuring financial position and operating results.

1. Financial statements for governmental funds should be presented using the current financial
resources measurement focus and the modified accrual basis of accounting. Revenues should
be recognized in the accounting period in which they become available and measurable.
Expenditures should be recognized in the accounting period in which the fund liability is
incurred, if measurable, except for unmatured interest on general long-term liabilities, which
should be recognized when due.
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2. Proprietary fund statements of net assets and revenues, expenses, and changes in fund net
assets should be presented using the economic resources measurement focus and the accrual
basis of accounting.

3. Financial statements of fiduciary funds should be reported using the economic resources
measurement focus and the accrual basis of accounting, except for the recognition of certain
liabilities of defined benefit pension plans and certain postemployment healthcare plans.

4. Transfers between funds should be reported in the accounting period in which the interfund
receivable and payable arise.

Principle 10—Budgeting, Budgetary Control, and Budgetary Reporting

An annual budget(s) should be adopted by every governmental unit. The accounting system
should provide the basis for appropriate budgetary control. Budgetary comparison schedules
should be presented as required supplementary information (RSI) for the general fund and each
major special revenue fund that has a legally adopted annual budget. The budgetary comparison
schedule should present both the original and the final appropriated budgets for the reporting
period, as well as actual inflows, outflows, and balances, as stated on the government’s budgetary
basis.

Principle 11—Transfer, Revenue, Expenditure, and
Expense Account Classification

Transfers and proceeds of general long-term debt issues should be classified separately from
fund revenues and expenditures or expenses. Governmental fund revenues should be classified
by fund and source. Expenditures should be classified by fund, function (or program), organiza-
tion unit, activity, character, and principal classes of objects. Proprietary fund revenues and
expenses should be classified in essentially the same manner as those of similar business organi-
zations, functions, or activities. The statement of activities should present governmental activi-
ties at least at the level of detail required in the governmental fund statement of revenues,
expenditures, and changes in fund balances—and, at a minimum, by function. Governments
should present business-type activities at least by segment.

Principle 12—Common Terminology and Classification

A common terminology and classification should be used consistently throughout the budget,
accounts, and financial reports of each fund.

Principle 13—Annual Financial Reports

A comprehensive annual financial report (CAFR) should be prepared and published, covering
all funds and account groups of the primary government (including its blended component
units) and providing an overview of all discreetly presented component units of the reporting
entity—including the introductory section, management’s discussion and analysis (MD&A),
basic financial statements, required supplementary information other than MD&A, combining
and individual fund statements, schedules, narrative explanation, and statistical section. The
reporting entity is the primary government (including blended component units) and all dis-
cretely presented component units presented in accordance with GASB Statement No. 14.

The basic financial statements should include the following:

a. Government-wide financial statements.
b. Fund financial statements.
c. Notes to the financial statements.

The financial reporting entity consists of (a) the primary government, (b) organizations for
which the primary government is financially accountable, and (c) other organizations for which
the nature and significance of their relationship with the primary government are such that
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exclusion would cause the reporting entity’s financial statements to be misleading or incom-
plete. The reporting entity’s government-wide financial statements should display information
about the reporting government as a whole, distinguishing between the total primary govern-
ment and its discretely presented component units, as well as between the primary government’s
governmental and business-type activities. The reporting entity’s fund financial statements
should present the primary government’s (including its blended component units, which are, in
substance, part of the primary government) major funds individually and its nonmajor funds in
the aggregate. Funds and components units that are fiduciary in nature should be reported only
in the statements of fiduciary net assets and changes in fiduciary net assets.

The nucleus of a financial reporting entity usually is a primary government. However, a gov-
ernmental organization other than a primary government (such as a component unit, joint ven-
ture, jointly governed organization, or other stand-alone government) serves as the nucleus for
its own reporting entity when it issues separate financial statements. For all of these entities, the
GASB financial reporting entity provisions should be applied in layers from the bottom up. At
each layer, the definition and display provisions should be applied before the layer is included in
the financial statements of the next level of the reporting government.

R E F L E C T I O N
� The 13 basic governmental accounting principles form a model of fund accounting theory.

UNDERSTANDING THE ISSUES

1. GASB Statement No. 34 requires reporting using both the financial resources mea-
surement focus and the economic resources measurement focus. How do these two
focuses differ, and what impact do they have on the presentation of financial infor-
mation? Why would the addition of reporting under the economic resources focus
provide added value to the understanding of the governmental operations? Identify
two accounts that would be accounted for differently under the two focuses.

2. Name three advantages gained by government reporting through the use of the
three different fund types and the account groups. Explain why this method of
reporting is advantageous.

3. Why are budgets crucial in accounting for governmental entities? If appropriations
were not included in fund accounting, what impact would this exclusion have on the
financial statements?

4. What advantage is gained by categorizing fund balances first into nonspendable
and then allocating the remaining fund balance into restricted, committed, assigned,
and unassigned?

5. How does the use of an encumbrance system aid in accounting for governmental
entities?

6. Why do some transactions require an entry in a fund and another in an account
group? What impact would there be if a journal entry were made only in the fund or
only in the account group?

7. (Appendix) What is the source of the 13 basic governmental accounting principles,
and what benefit is there to studying these principles?
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EXERCISES

Exercise 1 (LO 3, 4, 5) Accounting for transactions. Select the best answer for each of
the following multiple-choice questions. (Nos. 4–10 are AICPA adapted.)

1. In a governmental fund, which one of the following constitutes revenue?

a. Cash received from another fund of the same unit
b. Bond proceeds
c. Property taxes
d. Refund on an invoice for fuel

2. In a governmental fund, which of the following is considered an expenditure?

a. The purchase of a capital asset
b. The consumption of supplies
c. Salaries earned by employees
d. All of the above

3. In the recording of a city’s budget, which one of the following accounts is debited?

a. Appropriations
b. Estimated Revenues
c. Estimated Other Financing Uses
d. Encumbrances

4. Which of the following accounts of a governmental unit is usually credited when taxpayers
are billed for property taxes?

a. Appropriations
b. Taxes Receivable—Current
c. Estimated Revenues
d. Revenues

5. Fixed assets donated to a governmental unit should be recorded

a. at estimated fair value when received.
b. at the lower of donor’s carrying amount or estimated fair value when received.
c. at the donor’s carrying amount.
d. as a memorandum entry only.

6. Which of the following is the cornerstone objective of financial reporting by governments?

a. Consistency
b. Reliability
c. Accountability
d. Comparability

7. A city acquires a new police car accounted for in the general fund. How should the city
report the acquisition of the new police car in its governmental fund statement of revenues,
expenditures, and changes in fund balances?

a. Expenditure
b. Noncurrent asset
c. Expense
d. Property, plant, and equipment

8. Which of the following accounts should Cook City close at the end of its fiscal year?

a. Vouchers Payable
b. Expenditures
c. Fund Balance
d. Fund Balance—Assigned
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9. Which of the following accounts of a governmental unit is debited when a purchase order
is approved?

a. Appropriations
b. Vouchers Payable
c. Fund Balance—Assigned or Committed
d. Encumbrances

10. Laster City recorded a 20-year building rental agreement as a capital lease. An asset for the
building lease was recorded in the general fixed assets account group. Where should the
lease liability be reported?

a. In the general long-term debt account group
b. In the debt service fund
c. In the general fund
d. A lease liability should not be reported.

Exercise 2 (LO 5, 7, 9) Accounting and reporting. Indicate the part [(a) through (e)] of
the general fund statement of revenues, expenditures, and changes in fund balance affected by
transactions (1) through (7).

a. Revenues
b. Expenditures
c. Other financing sources and uses
d. Residual equity transfers
e. Statement of revenues, expenditures, and changes in fund balance is not affected.

1. An unrestricted state grant is received.
2. The general fund paid pension fund contributions that were recoverable (reimbursed) from

an internal service fund.
3. The general fund paid $60,000 for electricity supplied by the electric utility enterprise fund.
4. General fund resources were used to subsidize the swimming pool enterprise fund.
5. General fund resources of $90,000 were loaned to an internal service fund.
6. A motor pool internal service fund was established by a transfer of $80,000 from the general

fund. This amount will not be repaid unless the motor pool is disbanded.
7. General fund resources were used to pay amounts due on an operating lease.

(AICPA adapted)

Exercise 3 (LO 5, 6) Budgetary accounting. Given the following information, you have
been asked to record the budget for the general fund of the city of Jackson.

1. Inflows for 2018 are expected to total $402,000 and include property tax revenue of
$205,000, fines of $7,000, state grants of $90,000, and bond issue proceeds of $100,000.

2. Expenditures for general operations and equipment purchases for the year are estimated to
be $500,000.

3. Authorized transfers include $20,000 to the debt service fund to pay interest on bond
indebtedness and $10,000 to the capital projects fund to pay for cost overruns on construc-
tion of a new civic center.

4. Additional estimated receipts include a $15,000 operating transfer from the special revenue
fund and a $50,000 payment from the Electric Utility Enterprise Fund for property taxes.

Exercise 4 (LO 3, 5, 7) Accounting for revenues. The following information concerns
tax revenues for the city of Fairfield. The balances concerning property taxes on January 1, 2018,
were as follows:

Delinquent property taxes receivable . . . . . . . . . . . . . . . . . . . . . . . . $105,000

Allowance for uncollectible delinquent taxes . . . . . . . . . . . . . . . . . . (30,000)

Tax liens receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Allowance for uncollectible tax liens . . . . . . . . . . . . . . . . . . . . . . . . . (23,000)
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Prepare entries in the general fund for the following 2018 events:

Jan. Since current property taxes would not be collected for several months, $275,000 was

borrowed using tax anticipation notes.

Feb. Tax liens of $10,000 were collected; in addition, $2,000 of interest was collected that

had not been accrued. The balance of tax liens was settled by receiving $13,000 for the property

subject to the tax liens.

Apr. Collections on delinquent property taxes were $100,000, and interest of $4,500 was collected.

The interest had not been accrued. The balance of the account was converted into tax liens.

July Current property taxes were levied for $422,000 with a 5% allowance for uncollectible amounts.

Sept. Collection of current property taxes totaled $345,000. The tax anticipation notes were paid off

with interest of $18,000.

Exercise 5 (LO 3, 5, 7) Accounting for revenues and other inflows. Prepare journal
entries in the general fund for the following 2018 transactions that represent inflows of financial
resources to Tyler City:

1. To pay the wages of part-time city maintenance employees, the Cemetery Expendable Trust
Fund transfers $45,000 to the general fund.

2. A resident donates land worth $75,000 for a park.
3. The city is notified by the state that it will receive $30,000 in road assistance grants this year.
4. A fire truck with an original cost of $36,000 is sold for $9,000.
5. Sales of license stickers for park use total $5,000. The fees cover this year and next year.

Security staff are paid from these fees to check for cars in the park without stickers.

Exercise 6 (LO 3, 5, 7) Accounting for expenditures. Prepare entries in the general
fund for the following transactions that represent outflows of financial resources to the city of
Cedar Creek in 2018:

1. Vouchers are prepared for the following items and amounts:

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

Repairs and maintenance . . . . . . . . . . . . . . . . . 50,000

Inventory of supplies . . . . . . . . . . . . . . . . . . . . . 45,000

Capital equipment . . . . . . . . . . . . . . . . . . . . . . . 125,000

Tax anticipation notes:

Principal. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000

2. A transfer of $50,000 is made to the debt service fund.
3. There was no inventory of supplies at the start of the year. The inventory of supplies at year-

end is $2,000.

Exercise 7 (LO 3, 7, 8, 9) Accounting for expenditures and encumbrances. Blush-
ing City had the following balance sheet accounts and amounts as of January 1, 2018:

Inventory of supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000

Fund balance, nonspendable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,000)

Fund balance, assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18,000)

Fund balance, unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)

Prepare general fund journal entries for the following 2018 transactions:

1. Prior-period supplies encumbrances are reinstated in 2018. These are included in the 2018
budget.

2. Orders are placed for supplies inventory at an estimated cost of $70,000.
3. All inventory ordered (including amounts encumbered last year) is received; actual invoices

are for $82,000.
4. The physical inventory of supplies at year-end is $30,000.
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Exercise 8 (LO 5, 7, 8, 9) Accounting for expenditures and encumbrances. You are
maintaining a subsidiary ledger account for Firefighter-Training Expenditures for 2018. The
following columns are used:

Encumbrances

Date Item Dr. Cr. Bal. Expenditures

Unobligated

Balance

Inventory purchases are initially recorded as expenditures (purchases method).
Record the following 2018 transactions in the police-training expenditures subsidiary

ledger account:

Jan. 1 The budget includes $25,000 for police-training expenditures.

15 Equipment and supplies, estimated at $16,000 cost, are ordered.

Feb. 1 Vouchers for $5,000 are approved for items not encumbered.

15 Items encumbered for $12,000 on January 15 are received with invoices totaling $12,300.

Supplies are expended when purchased; however, an inventory is taken at year-end, and

expenditures are adjusted at that time.

June 3 The remaining encumbered expenditures arrive. The invoice totals $6,300, including items not

included in the encumbered amount.

Dec. 31 An inventory of training supplies is taken and recorded at $2,000.

Exercise 9 (LO 5, 7) Account for transactions. Prepare the entries to record the following
general fund transactions for the village of Del Valley for the year ended September 30, 2018:

a. Revenues are estimated at $520,000; expenditures are estimated at $515,000.
b. A tax levy is set at $378,788, of which 1% will likely be uncollectible.
c. Purchase orders amounting to $240,000 are authorized.
d. Tax receipts total $280,000.
e. Invoices totaling $225,000 are received and vouchered for orders originally estimated at

$223,000.
f. Salaries amounting to $135,000 are approved for payment.
g. A state grant-in-aid of $100,000 is received.
h. Fines and penalties of $10,000 are collected.
i. Property for a village park is purchased, costing $120,000. No encumbrance had been made

for this item.
j. Additional recreational property valued at $88,000 is donated.
k. Amounts of $12,000 due to other village funds are approved for payment. (Note: To estab-

lish the liability to other funds, credit Due to Other Funds.)
l. The village’s share of sales tax due from the state is $30,000. Payment will be received in 30 days.
m. Vouchers totaling $175,000 are paid.
n. Accounts are closed at year-end.

Exercise 10 (LO 9) Budgetary comparison schedule. The preclosing trial balance of
the general fund of Shorewood Village for fiscal year ended June 30, 2019, is as follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000

Receivables (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,000

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000

Budgetary Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

Estimated Other Financing Sources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
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Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000

Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 588,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 595,000

Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 166,500

Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,500

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,754,500 1,754,500

1. Prepare closing entries.
2. Prepare a budget to actual comparison schedule. (Assume there are no differences between

the original and final budgets.)
3. Prepare a balance sheet as of June 30, 2019.

Exercise 11 (LO 4, 7) Journal entries, identify funds. Belhurst purchased land costing
$65,000 for park development. The amount had been encumbered at $70,000. Ten years later,
because of a population shift, the park is no longer practical. The city sells the land for
$105,000. Prepare journal entries to record the purchase and subsequent sale of the land, indi-
cating in what fund or group each entry would be made. Use the following format:

Event Fund or Group Entry

Exercise 12 (LO 4, 7, 10) Journal entries, capital assets. For the following transactions,
prepare the entries that would be recorded in the general fixed assets account group for the city
of Evert.

a. The city purchased property costing $1,300,000, with three-fourths of the cost allocated to a
building.

b. A mansion belonging to the great-granddaughter of the city’s founder was donated to the
city. The land cost the original owner $600, and the house was built for an additional
$50,000. At the time of donation, the property had an estimated fair value of $550,000, of
which $330,000 was allocable to the land. The property was accepted and is to be used as a
park and a museum.

c. A central fire station, financed by general obligation bonds, was two-thirds complete at year-
end with costs to date of $800,000 that were recorded in the capital project fund.

d. A new fire engine was purchased for $165,000. The city traded a used fire engine originally
purchased for $100,000. The trade-in value was $25,000. Both engines were purchased
from general property tax revenues.

e. A new street was completed at a cost of $250,000, which is to be charged, through the capital
projects fund’s special assessments, against property owners in the vicinity. The city follows
GASB recommendations and records infrastructure assets.

f. Evert developed computer software valued at $70,000 with an estimated useful life of seven years.

Exercise 13 (LO 4, 7) Journal entries, general long-term debt. The following transac-
tions directly affected Rose City’s general fund and other governmental funds. Prepare journal
entries to reflect their impact upon the general long-term debt account group.

1. Rose City employees earned $8.8 million in vacation pay during the year, of which they took
only $6.6 million. They may take the balance in the following three years.

2. The employees took $0.4 million of vacation pay that they had earned in previous years.
3. Rose City settled a claim brought against it during the year by a building contractor. The city

agreed to pay $7.5 million immediately and $11 million at the end of the following year.
4. Rose City issued $100 million in general obligation bonds at a price of $99.8 million—

that is, a discount of $0.2 million.
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5. Rose City transferred $5 million from the general fund to the debt service fund. Of this,
$4 million was for the first payment of interest; the balance was for repayment of principal.

6. Rose City earned $0.3 million in interest on investments held in the debt service fund. These
investments have a fair value $4.5 million greater than at the end of last period. The funds
are available for the repayment of debt principal.

Exercise 14 (LO 4, 7) Journal entries, general long-term debt. Prepare the entries
that would be made in the general long-term debt account group for the following events:

a. To finance the construction of an art center, $13,000,000 of general obligation term bonds
were sold for $12,500,000.

b. The general fund allocated $1,300,000 to a debt service fund to begin providing for retire-
ment of the bonds in item (a) at maturity.

c. To help finance an addition to the community health center, $6,000,000 of 6%, 10-year
serial bonds were sold at 101. $960,000 was transferred from the general fund to the debt
service fund to cover the annual interest and the first serial redemption.

d. Serial bonds of $600,000 matured and were retired through the debt service fund.

Exercise 15 (LO 1, 2, 3) Understanding state and local government financial

statements. Go to the GASB Web site at http://www.gasb.org. Write a brief description of
the mission of the GASB, its relation to the FASB, and the current project agenda of the GASB
board. Are there any exposure drafts, discussion memoranda, and/or invitations to comment
documents outstanding to which you could respond? What is the purpose of the Governmental
Accounting Standards Advisory Council?

PROBLEMS

Problem 15-1 (LO 1, 2, 3) Measurement focus and basis of accounting. Select the
best answer for each of the following multiple-choice questions. (Nos. 3 and 7 are AICPA
adapted.)

1. What is the underlying reason a governmental unit uses separate funds to account for its
transactions?

a. Governmental units are so large that it would be unduly cumbersome to account for all
transactions as a single unit.

b. Because of the diverse nature of the services offered and legal provisions regarding activi-
ties of a governmental unit, it is necessary to segregate activities by functional nature.

c. Generally accepted accounting principles require that not-for-profit entities report on a
funds basis.

d. Many activities carried on by governmental units are short lived, and their inclusion in a
general set of accounts could cause undue probability of error and omission.

2. The primary authoritative body for determining the measurement focus and basis of
accounting standards for governmental fund operating statements is the

a. Governmental Accounting Standards Board (GASB).
b. National Council on Governmental Accounting (NCGA).
c. Government Accounting and Auditing Committee of the AICPA (GAAC).
d. Financial Accounting Standards Board (FASB).

3. The measurement focus for governmental funds is the

a. flow of cash.
b. flow of financial resources.
c. amount of gross revenue.
d. matching of revenues and expenditures.
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4. Interperiod equity measurement for governmental funds determines whether

a. there is a positive cash flow.
b. there is a profit.
c. current-year revenues are sufficient to pay for current-year services.
d. actual amounts exceed budgeted amounts.

5. The proceeds of a long-term bond issue were used by a county to acquire general fixed assets.
The long-term liability is recorded

a. only in the general long-term debt account group.
b. only in the general fund.
c. both in the general fund and in the general long-term debt account group.
d. in the appropriate governmental fund, depending on the nature of the asset involved.

6. An expenditure for general obligation long-term debt is always recorded at year-end in the
governmental funds for

a. accrued interest and accrued principal.
b. accrued principal but not accrued interest.
c. accrued interest but not accrued principal.
d. neither accrued interest nor accrued principal.

7. Encumbrances outstanding at year-end in a state’s general fund should be reported as a

a. liability in the general fund.
b. fund balance reserve in the general fund.
c. liability in the general long-term debt account group.
d. fund balance designation in the general fund.

Problem 15-2 (LO 1, 2, 3) Measurement focus and basis of accounting. Select the
best answer for each of the following multiple-choice questions. (Nos. 1, 5, and 7–10 are
AICPA adapted.)

1. The encumbrances control account of a governmental unit is increased when a voucher
payable is

a. not recorded and the budgetary accounts are not closed.
b. not recorded but the budgetary accounts are closed.
c. recorded and the budgetary accounts are closed.
d. recorded but the budgetary accounts are not closed.

2. If not expenditure driven, a grant approved and paid by the federal government to assist in
a city’s welfare program during the current year should be credited to

a. Revenues.
b. Fund Balance—Reserved for Welfare Programs.
c. Fund Balance—Unassigned.
d. Other Financing Sources.

3. Which one of the following equations will yield the available balance in an expenditure
subsidiary ledger account?

a. Appropriations� Expenditures Total
b. Appropriations� Encumbrances Balance
c. Appropriations� Expenditures Total� Encumbrances Balance
d. Appropriations� Expenditures Totalþ Encumbrances Balance

4. Lacking sufficient cash for operations, a city borrows money from a bank, using as collat-
eral the expected receipts from levied property taxes. Upon receipt of cash from the bank,
the general fund would credit
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a. Revenues.
b. Other Financing Sources.
c. Tax Anticipation Notes Payable.
d. Taxes Receivable—Delinquent.

5. Elm City issued a purchase order for supplies with an estimated cost of $5,000. When the
supplies were received, the accompanying invoice indicated an actual price of $4,950.
What amount should Elm debit (credit) to the reserve for encumbrances after the supplies
and invoice were received?

a. ($50)
b. $50
c. $4,950
d. $5,000

6. The recorded amount for uncollectible taxes was overstated. To revise the estimate during
the same fiscal period, the journal entry would credit

a. Expenditures.
b. Revenues.
c. Allowance for Uncollectible Delinquent Taxes.
d. Fund Balance—Unassigned.

7. Mile-High City’s year-end is June 30. Mile-High levies property taxes in January of each year
for the calendar year. One-half of the levy is due in May, and one-half is due in October. Prop-
erty tax revenue is budgeted for the period in which payment is due. The following informa-
tion pertains to Mile-High’s property taxes for the period from July 1, 2018, to June 30, 2019:

Calendar Year

2018 2019

Levy . . . . . . . . . . . . . . . . . . . . . . $2,000,000 $2,200,000

Collected in:

May . . . . . . . . . . . . . . . . . . . . 950,000 1,000,000

July. . . . . . . . . . . . . . . . . . . . . 50,000 30,000

October . . . . . . . . . . . . . . . . . 920,000

December . . . . . . . . . . . . . . . 80,000

The $70,000 balance due for the May 2019 installments was expected to be collected in
August 2019. What amount should Mile-High recognize for property tax revenue for the
year ended June 30, 2019?

a. $2,100,000
b. $2,200,000
c. $2,360,000
d. $2,400,000

8. Boa City had the following fixed assets:

Fixed assets used in proprietary fund activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000

Fixed assets used in general government activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000,000

What aggregate amount should Boa account for in the general fixed assets account group?

a. $9,000,000
b. $10,000,000
c. $10,800,000
d. $11,800,000
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9. The following information pertains to Cherry City’s liability for claims and judgments:

Current liability at January 1, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000

Claims paid during 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000

Current liability at December 31, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000

Noncurrent liability at December 31, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

What amount should Cherry report for 2018 claims and judgment expenditures?

a. $1,140,000
b. $940,000
c. $840,000
d. $900,000

10. Dodd Village received a gift of a new fire engine from a local civic group. The fair value of
this fire engine was $400,000. Which of the following is the correct entry to be made in the
general fixed assets account group for this gift?

Debit Credit

a. Memorandum entry only

b. General Fund Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Private Gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

c. Investment in General Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Gift Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

d. Machinery and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Investment in General Fixed Assets from Private Gifts . . . . . . . . . 400,000

Problem 15-3 (LO 4, 7) Journal entries, identify funds. Land City leases a fleet of gar-
bage trucks. The term of the lease is 10 years, approximately the useful life of the equipment.
Based on a sales price of $800,000 and an interest rate of 6%, the city agrees to make annual
payments of $108,694. Upon the expiration of the lease, the trucks will revert to the city.

1. Prepare appropriate journal entries in the general fund, the general fixed assets account
group, and the general long-term debt account group to record the signing of the lease.

2. Prepare appropriate journal entries in the same fund and account groups to record the first
payment on the lease. The city records depreciation on garbage trucks using the straight-line
method.

Problem 15-4 (LO 4, 7, 9) Journal entries, statement of revenue expenditures,

and change in fund balance. On July 1, 2018, the beginning of its fiscal year, the trial bal-
ance of the general fund of the city of Wentworth was as follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Taxes Receivable—Delinquent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Allowance for Uncollectible Delinquent Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Interest and Penalties Receivable on Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Allowance for Uncollectible Interest and Penalties . . . . . . . . . . . . . . . . . . . . . . . . . 800

Due from Other Funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87,200

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 142,000 142,000

The following events occurred:

a. The budget shows estimated general fund revenues of $400,000 and estimated expenditures
(including $16,000 encumbered in the prior year) of $362,000.

Required
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b. In July, the item ordered in the previous year was received at an invoice cost of $16,400.
A voucher is prepared.

c. Property taxes amounting to $300,000 were levied, with 4% estimated to be uncollectible.
d. Cash collections during the year were as follows:

Current taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000

Delinquent taxes (in full settlement) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000

Interest and penalties on last year’s taxes (in full settlement) . . . . . . . . . . . . . . . . . . . . . . . . . 7,600

Due from other funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $355,600

The controller wishes variations in estimates to be recorded in the appropriate revenue or
expenditure account.
e. Purchase orders totaling $276,000 were placed. Later, invoices for $260,000 were received

and vouchered; supplies inventory purchases were $16,000 of the total. The purchase
covered $254,000 of the encumbrances.

f. Payrolls of $50,000 were paid. (Ignore payroll taxes and other deductions.) In addition,
vouchers totaling $280,000 were paid.

g. An automobile was purchased for the fire department. It cost $16,000 and was not
previously encumbered. The invoice is vouchered.

h. At year-end, $6,000 in supplies was on hand. There were no supplies on hand a year ago.
The city wishes to show the inventory and to establish a proper fund balance designation.

1. Prepare journal entries that would be made in the general fund for the above events.
2. Prepare closing entries.
3. Prepare a statement of revenues, expenditures, and changes in fund balance.

Problem 15-5 (LO 5, 7) Journal entries, general fund. The general fund trial balance of
the city of Oakpark at December 31, 2018, was as follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,000

Taxes Receivable—Delinquent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,000

Allowance for Uncollectible Delinquent Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

Fund Balance—Nonspendable for Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,000 126,000

The following data pertain to 2019 general fund operations:

a. Budget adopted:

Revenues and other financing sources:

Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000

Fines, forfeits, and penalties . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Miscellaneous revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Share of bond issue proceeds . . . . . . . . . . . . . . . . . . . . . . . . 200,000

$600,000

Required
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Expenditures and other financing uses:

Program operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000

General administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Capital outlay . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Transfer to debt service fund . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

$580,000

Encumbrances from 2018 are included in the budget.
b. Taxes were assessed at an amount that would result in revenues of $220,800, after a deduc-

tion of 4% of the tax levy as uncollectible.
c. Orders placed for:

Program operations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $176,000

General administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Capital outlay . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

$316,000

d. The city council designated $20,000 of the unassigned fund balance for possible appropria-
tion for capital outlay.

e. Cash collections and transfer:

Delinquent taxes (balance is uncollectible) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 38,000

Current taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 226,000

Refund of overpayment on equipment invoice in 2018. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Fines, forfeits, and penalties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 88,000

Miscellaneous revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Share of bond issue proceeds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Operating transfer from capital projects fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

$664,000

f. Vouchers approved for payment (all previously encumbered):

Estimated Actual

Applicable to prior year but rebudgeted . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,000 $ 12,000

Program operations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 144,000 154,000

General administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000 80,000

Capital outlay . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,000 62,000

$302,000 $308,000

g. Additional vouchers approved (not previously encumbered):

Program operations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $148,000

Supplies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

General administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

Capital outlay . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Transfer to debt service fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

$264,000

h. A taxpayer overpaid 2019 taxes by $2,000. (The taxes were credited to miscellaneous reve-
nue upon receipt.) The taxpayer applied for a $2,000 credit against 2020 taxes. The city
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council granted the request. The council instructed the city controller to adjust the esti-
mated uncollectible current taxes to cover the remaining uncollected balance.

i. Vouchers paid amounted to $580,000.
j. Inventory on December 31, 2019, amounted to $12,000.

Using control accounts, prepare journal entries to record the foregoing data. Omit explanations.

(AICPA adapted)

Problem 15-6 (LO 4, 7, 9) Journal entries, budgetary comparison schedule. A
summary of the general fund transactions for the city of Toma for the year ended December 31,
2019, is as follows:

a. A budget was approved, showing estimated revenues of $900,000, appropriations of
$875,000, transfers-in of $27,000 from other funds, and required transfers of $20,000 to
other funds.

b. The reserve for encumbrance at the end of 2018 was $15,000. Amounts encumbered in the
prior period are included in appropriations for 2019.

c. Property taxes for $650,000 were levied. In past years, 1% of the property taxes levied proved
uncollectible.

d. Encumbrances for $25,000 had not been liquidated by the end of 2018. Invoices for all these
items were received in 2019 and totaled $24,000.

e. Collections from property taxes totaled $644,000, of which $20,000 represented collections
on delinquent taxes. Delinquent taxes of $8,000 remain uncollected, on which a $3,000
allowance is carried. Remaining taxes receivable—current and taxes receivable—delinquent
were converted into taxes receivable—delinquent and tax liens receivable, respectively.

f. Purchase orders totaling $700,000 were issued. Subsequently, invoices were received
amounting to $685,000 for items estimated to cost $680,000. Included were supplies for
$10,000.

g. An ending inventory of supplies amounted to $2,000, for which the fund balance should be
reclassified. (There was no beginning inventory balance.)

h. A tract of land was purchased for $250,000. Payment was made from the general fund, in
whose appropriations the item had been included. The amount had not been encumbered.
The purchase was made with the intent of reselling the land to a suitable developer.

i. Toma received $300,000 as its part of federal revenue-sharing programs. Grants-in-aid of
$60,000 due from the state government are recorded. None of the grants is expenditure dri-
ven.

j. Required transfers of $20,000 are made to other funds.
k. A $50,000 payment is made on a mortgage payable. The payment includes $21,000 of inter-

est and a principal payment of $29,000.
l. An offer was received from a land developer who will pay $380,000 for the land acquired by

the city in item (h). The sale is approved. The developer remits $100,000 with a note due in
90 days, bearing 8% interest. Any gain is to be considered revenue.

m. Transfers received from other funds amount to $23,000.
n. The developer in item (l) remits payment for the note plus interest.

1. Prepare journal entries to record the general fund transactions.
2. Prepare closing entries for the general fund.
3. Prepare a budgetary comparison schedule. On January 1, 2019, the unassigned fund balance

showed a debit balance (deficit) of $180,000.

Problem 15-7 (LO 3, 5, 7) Journal entries, pensions. Manchester City maintains a
defined benefit pension plan for its employees. In a recent year, the city contributed $15 million
to its pension fund. However, its annual pension expense and increase in net pension liability as
calculated by its actuary was $32 million. The city accounts for the pension contributions in the
general fund.

Required

Required
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1. Record the pension expenditure and related liability in the general fund and account group.
2. Suppose that in the following year the city contributed $20 million to its pension fund, but

its annual pension expense and increase in net pension liability per its actuary was only
$18 million. Prepare the appropriate journal entries.

Problem 15-8 (LO 5, 7) Journal entries, leases. Mack County has acquired equipment
through a noncancelable lease-purchase agreement dated December 31, 2017. This agreement
requires no down payment and the following minimum lease payments:

December Principal Interest Total

2018 $40,000 $12,000 $52,000

2019 40,000 7,000 47,000

2020 40,000 2,000 42,000

1. What account should be debited for $120,000 in the general fund at inception of the lease if
the equipment is a general fixed asset and Mack does not use a capital projects fund?

2. What account should be credited for $120,000 in the general fixed assets account group at
inception of the lease if the equipment is a general fixed asset?

3. What journal entry is required for $120,000 in the general long-term debt account group at
inception of the lease if the lease payments are to be financed with general government
resources?

(AICPA adapted)

Problem 15-9 (LO 5, 7) Journal entries, capital assets. Prepare journal entries to record
the following events using the general fund and the general fixed assets account group:

a. The general fund vouchered the purchase of trucks for $80,000. The purchase had been
encumbered earlier in the year at $75,000.

b. Several years ago, equipment costing $15,000 was acquired with general fund revenues. It
was sold for $6,000, with proceeds belonging to the general fund.

c. Early in the year, a citizen donated to the city land appraised at $100,000. She submitted
plans for a new library and agreed to cover the total cost of construction, paying the com-
pany directly as work proceeded. At year-end, the building was two-thirds finished, with
costs to date of $300,000. The expenditures are recorded in a capital projects fund.

d. A snow plow was purchased with general fund cash for $92,000, which represented a cost of
$110,000 less trade-in of $18,000 for an old snow plow originally purchased for $66,000
from special revenue funds. As an emergency purchase, the acquisition of the new snow plow
had not been encumbered.

Problem 15-10 (LO 4, 5, 7) Journal entries, general fund. Prepare the necessary journal
entries to record the following transaction for the city of Smallville during 2017 in the general
fund and account groups, and specify the account group used. Entries in the debt service fund
and capital projects fund should be ignored.

a. General obligation term bonds with a face value of $2,700,000 were sold for $2,705,000.
The proceeds from the bond issue were to be used to construct a new library and were
received by the capital projects fund.

b. $200,000 was transferred from the general fund to the debt service fund to begin saving for
the retirement of the bonds in transaction (a) at maturity.

c. $135,000 was transferred from the general fund to the debt service fund to retire a portion
of a serial bond due in 2019.

d. A police car was purchased for $22,000 plus the trade-in of an old police car with a fair value
of $3,000, originally purchased for $15,000 from the general fund.

e. The serial bonds funded in transaction (c) were retired on their maturity date.
f. By year-end, $450,000 of the work had been completed on the new library.

Required

Required

Required

Required
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Problem 15-11 (LO 5, 7, 9, 10) Journal entries, schedule of capital assets. The fol-
lowing schedule of capital assets was obtained from the records of the city of Elmcreek:

City of Elmcreek
Schedule of General Fixed Assets

December 31, 2018

Governmental activities:

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,150,000

Machinery and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000

Construction in progress . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Infrastructure assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400,000

Total general fixed assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,600,000

Less accumulated depreciation:

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 400,000

Construction in progress . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

Machinery and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Infrastructure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Total investment in governmental capital assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,400,000

A summary of fixed asset transactions for 2019 follows:

a. Construction on the new school, a capital project started during 2018, was completed at a
total cost of $850,000, which was financed by a serial bond issue. No other construction was
in progress at the beginning of 2019.

b. A citizen donated 400 acres of land to the city to be used as a park. The land had a fair value
of $140,000 when donated.

c. The municipal waterworks constructed a new pumping plant at a cost of $120,000. The
plant was financed from the water utility revenues. The water utility is accounted for in a
proprietary fund.

d. The fire department traded in an old fire engine and $105,000 cash for a new model. The
old equipment had originally cost $65,000, and $15,000 was allowed on the trade-in.

e. The city hall was refurbished at a cost of $40,000, which was paid from general fund reve-
nues. The refurbishing constituted a capital improvement.

f. Road-use taxes of $30,000 were collected by a special revenue fund, of which $20,000 has
been used for improvements other than buildings.

g. Depreciation of $100,000 on buildings, $50,000 on machinery and equipment, and
$25,000 on infrastructure were recorded.

1. Prepare journal entries only for those transactions that are to be accounted for in the general
fixed assets account group. Use the city’s account titles.

2. Prepare a schedule of capital assets as of December 31, 2019.

Problem 15-12 (LO 5, 7, 9, 10) Journal entries, schedule of long-term debt. The city
of Clinton was incorporated on January 1, 2014. On December 31, 2019, a careful study of the
city’s records revealed the following information regarding long-term debt:

a. General obligation bonds in the amount of $1,500,000 were authorized and issued at face
value on July 1, 2014, to finance the construction of a school. The 6% bonds pay interest
semiannually on January 1 and July 1, and they mature 10 years from the issuance date.

b. Serial bonds of $1,000,000 were sold at 99 on January 1, 2016, to help finance a new city
hall and cultural center. An additional $750,000 was received from an anonymous bene-
factor. The 5% serial bonds were to be redeemed in annual amounts of $100,000, begin-
ning on January 1, 2019. A sinking fund was established on January 2, 2016, to provide
for the retirement of the serial bonds. Deposits of $70,000 were to be made on January 2

Required

822 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



of each year, beginning in 2016. All amounts deposited were invested immediately at a
net yield of 8%.

c. Property owners were assessed $750,000, to be paid in five equal annual installments, to
finance construction of a storm sewer system and repaving of the affected roadways. To have
cash when needed to pay for the construction, $600,000 of 5%, 5-year bonds were issued at
face value by the Storm Sewer Proprietary Fund.

d. Term bonds totaling $400,000 were sold at face value on January 1, 2017, to finance con-
struction. The 5%, 10-year bonds pay interest semiannually on January 1 and July 1. Each
year, starting with January 1, 2017, $40,000 was to be set aside in a sinking fund to provide
for retirement of the bonds at maturity. Any income earned by the sinking fund was to be
applied to the semiannual interest payments.

1. Prepare only the journal entries for the transactions that would be recorded in the general
long-term debt account group through December 31, 2019.

2. Prepare a schedule of long-term liabilities for the city of Clinton as of December 31, 2019.

Problem 15-13 (LO 5, 8, 9) Financial statements. The following selected information
was taken from SunValley City’s general fund statement of revenues, expenditures, and changes
in fund balance for the year ended December 31, 2019:

Revenues:

Property taxes—2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 825,000

Expenditures:

Current services:

Public safety . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

Capital outlay (police vehicles) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Debt service . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 74,000

Excess of revenues over expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 153,000

Other financing uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (125,000)

Excess of revenues over expenditures and other financing uses . . . . . . . . . . . . . . . . . . . . . . . . . $ 28,000

Decrease in fund balance assigned (encumbrances) during 2019. . . . . . . . . . . . . . . . . . . . . . . 15,000

Residual equity transfers-out . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (190,000)

Decrease in unassigned fund balance during 2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(147,000)

Unassigned fund balance, January 1, 2019. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 304,000

Unassigned fund balance, December 31, 2019. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 157,000

The following information was taken from SunValley’s December 31, 2019, general fund
balance sheet:

Property taxes receivable—delinquent—2019. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 34,000

Less: Allowances for estimated uncollectible taxes—delinquent . . . . . . . . . . . . . . . . . . . . . . 20,000

Vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 89,000

Fund balance:

Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43,000

Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,000

Additional information is as follows:

a. Debt service was for bonds used to finance a library building and included interest of
$22,000.
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b. $8,000 of 2019 property taxes receivable was written off; otherwise, the allowance for uncol-
lectible taxes balance is unchanged from the initial entry at the time of the original tax levy
at the beginning of the year.

c. SunValley purchased $50,000 of supplies inventory in 2019 and had a balance of $5,000 at
December 31, 2019.

Provide the best answer to the following questions:

1. What recording method did SunValley use for its general fund supplies inventory?
2. What amount was collected from 2019 tax assessments?
3. What amount is SunValley’s liability to general fund vendors and contractors at December

31, 2019?
4. What amount should be included in the general fixed assets account group for the cost of

assets acquired in 2019 through the general fund?
5. What amount arising from 2019 transactions decreased liabilities reported in the general

long-term debt account group?

(AICPA adapted)

Problem 15-14 (LO 5, 9) Journal entries, balance sheet. The January 2, 2018, trial bal-
ance of Oneida Township follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Taxes Receivable—Delinquent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Allowance for Uncollectible Delinquent Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Tax Liens Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Allowance for Uncollectible Tax Liens . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Due from Parks Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Inventory of Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Vouchers Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43,000

Due to Utility Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Fund Balance—Nonspendable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Fund Balance—Unassigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86,000 86,000

The following events occurred during the first six months of 2018:

a. The adopted budget showed the following:

Estimated expenditures . . . . . . $620,000

Transfers to other funds . . . . . . 27,000

Estimated revenues . . . . . . . . . 655,000

b. Six-month tax anticipation notes were issued in the amount of $120,000.
c. Property taxes of $430,000 were levied, with 2% of the gross levy considered uncollectible.
d. Tax liens proved uncollectible. The property was foreclosed and sold for $4,000.
e. Amounts encumbered totaled $250,000.
f. Cash collected:

All delinquent property taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 20,000

Current taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000

Due from Parks Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

Fines and penalties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000

$344,000
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g. Items vouchered totaled $186,000, representing $183,000 of encumbrances. Included in
both were $26,000 for supplies, for which a perpetual inventory system is maintained.

h. Cash payments:

Vouchered items . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $151,000

Nonvouchered items that were not encumbered . . . . . . . . . . . . . . . . . . . 49,000

Due to Utility Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

$204,000

i. Supplies inventory on June 30 was $21,000.

1. Using the format below, complete the general fund worksheet for the six months ended June
30, 2018. Ignore entries for any other fund or group. Label entries on the worksheet accord-
ing to their corresponding events. Formal journal entries are not required.

2. Prepare a balance sheet as of June 30, 2018.

Trial Balance Operating Entries

Revenues and

Expenditures Balance Sheet

Accounts Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
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825Chapter 15 GOVERNMENTAL ACCOUNTING: THE GENERAL FUND AND THE ACCOUNT GROUPS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



16
C H A P T E R

16

1
O B J E C T I V E

Tell why governments use

special revenue, perma-

nent, capital projects, and

debt service funds, and

demonstrate how transac-

tions are accounted for and

reported using those funds.

Governmental Accounting: Other
Governmental Funds, Proprietary Funds,

and Fiduciary Funds

A variety of funds may be used to record events and to exhibit results for a specific area of
responsibility. In a small town, there may not be enough activity to warrant more than a general
fund, but the larger the governmental unit and the more diverse the activities with which it is
involved, the greater the necessity to introduce special funds. While the Governmental
Accounting Standards Board (GASB) recognizes the need for funds to manage and demonstrate
accountability, it cautions against too many funds that unnecessarily fragment financial report-
ing. GASB Statement No. 1 suggests that a governmental unit establish only the minimum
number of funds consistent with legal and operating requirements.

OTHER GOVERNMENTAL FUNDS
Typical funds used by state and local governments include special revenue funds, permanent
funds, capital projects funds, and debt service funds. A special revenue fund would be used
when revenues are collected for a specific purpose, such as road repair or education. Perma-
nent funds are used to account for trusts that are set up to accomplish a specific, public pur-
pose. The principal of a permanent fund must not be expended. When a major, general
capital asset, such as a building, is being acquired or constructed, the governmental entity uses
a capital projects fund to account for related transactions. Once the government has borrowed
money for a capital project or for other reasons, the debt principal is recorded and tracked in
the long-term debt account group (see Chapter 15), and the accounting for that debt is
recorded in a debt service fund.

Special Revenue Funds

When revenue obtained from specified sources is restricted by law or donor for a specified current
operating purpose or to the acquisition of a relatively minor fixed asset, accounting is accom-
plished through a special revenue fund. Although the government will have only one general fund,
it could have many special revenue funds, or none at all. Examples of activities that are accounted
for in special revenue funds are nonexchange transactions, such as the hotel room taxes restricted
for expenditures that promote tourism, federal and state grant proceeds restricted to financing

Learning Objectives

When you have completed this chapter, you should be able to

1. Tell why governments use special revenue, permanent, capital projects, and debt service
funds, and demonstrate how transactions are accounted for and reported using those funds.

2. Account for and prepare financial statements of proprietary funds.

3. Explain the usefulness of and the accounting process for fiduciary funds and how these funds
are reported.

4. Identify and account for transactions that affect different funds and/or account groups.
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community development expenditures, gasoline tax revenues for highway maintenance, specific
federal and/or state funds for education, resources for food stamp programs administered by state
governments, other pass-through grants and on-behalf payment programs for fringe benefits and
salaries,1 and exchange transactions such as golf fees charged at a city golf course to cover a por-
tion of the cost of course maintenance.2 Special revenue funds account for activities of an expend-
able public-purpose trust fund; that is, both the principal and earnings can be spent for the benefit
of the government’s programs. These revenues are recognized under the modified accrual method
of accounting. The following are examples of revenues recorded in the special revenue funds.

Event Entry in the Special Revenue Funds

1. During the year, local hotels/motels paid to the city a room tax
totaling $98,000. The remittance included $6,000 payable
from last year and $92,000 expected to be available in the
current year.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,000
Taxes Receivable . . . . . . . . . . . . . . . . 6,000
Revenues . . . . . . . . . . . . . . . . . . . . . . 92,000

2. In addition, the city estimates a $9,000 receivable from
December rentals. In this city, the hotels/motels are allowed a
1-month administrative lead time and are not required to pay
the December tax until January 31 of the following year.

Taxes Receivable. . . . . . . . . . . . . . . . . . 9,000
Revenues . . . . . . . . . . . . . . . . . . . . . . 9,000

3. Federal food stamp coupons of $10,000 are received by the
state government.

Food Stamp Coupons . . . . . . . . . . . . . . 10,000
Revenues . . . . . . . . . . . . . . . . . . . . . . 10,000

4. $9,000 of coupons are distributed. Expenditures . . . . . . . . . . . . . . . . . . . . . 9,000
Food Stamp Coupons . . . . . . . . . . . . 9,000

5. Charges for services from exchange transactions for the year
are as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 370,000
Accounts Receivable . . . . . . . . . . . . . . . 10,000

Revenues . . . . . . . . . . . . . . . . . . . . . . 360,000
Deferred Inflows of Resources . . . . . . 20,000

Earned Collected

Golf fees (collected at time
of use) . . . . . . . . . . . . . . . . . . . $ 35,000 $ 35,000

Garbage fees
(collected in advance of
providing service) . . . . . . . . . . 240,000 260,000

Snow removal fees (collected
after service is provided). . . . . 85,000 75,000

Total . . . . . . . . . . . . . . . . . . $360,000 $370,000

6. A $100,000 federal grant is received for economic
development. An additional $50,000 is due prior to year-end.
The grant money cannot be spent until the next fiscal year.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Due from Federal Government . . . . . . . 50,000

Deferred Inflows of Resources . . . . . . 150,000

1 GASB Statement No. 24, Accounting and Financial Reporting for Certain Grants and Other Financial Assis-
tance (Norwalk, CT: Governmental Accounting Standards Board, June 1994). Pass-through grants are defined
in GASB No. 24 as grants received by a government to transfer to or spend on behalf of a secondary recipient.
Generally, these transactions are to be accounted for in a special revenue fund or a general fund if the govern-
ment has discretion over the distribution of these funds.

2 When revenue raised for activities is on a fee basis for goods or services provided and the operations are
intended to be self-supporting, the flows of resources are accounted for in proprietary funds discussed later in
this chapter.
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In a special revenue fund, the accounting must be designed to permit close scrutiny of
activities. If resources are greater than anticipated, the project is not permitted to expand
beyond the original authorization, nor is money permitted to accumulate beyond reasonable
needs. However, sufficient resources should be generated to permit the activity. The desired
control may be accomplished by using the same accounting procedures as those used by the
general fund. Annual budgets are prepared for each special revenue fund and are required to
be integrated into the accounting system by using the appropriate budgetary control accounts
and their related subsidiary records. Commitments are recorded by using an encumbrance
and expenditure system. Since both the accounting procedures and the financial statements
for special revenue funds are so similar to those of the general fund, they will not be illu-
strated beyond the preceding revenue recognition examples.

When a governmental unit has more than one special revenue fund, major funds are identi-
fied (the criterion for determining major funds is described in Chapter 17) and nonmajor indi-
vidual funds are presented in combining balance sheets and revenue and expenditure statements.
Combining statements provide information on each special revenue fund plus a total column of
all the nonmajor special revenue funds. Illustration 16-1 presents a combining balance sheet,
and Illustration 16-2 presents a combining statement of revenues, expenditures, and changes in
fund balances.

Illustration 16-1
City of Berryville—Nonmajor Special Revenue Funds

Combining Balance Sheet
December 31, 2019

Federal
Food
Stamp

Program

Community
Development
Block Grant

Tourism
Promotion
Projects

Charges for
City Golf
Course

Total
Nonmajor
Special
Revenue
Funds

Assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $ 98,000 $370,000 $568,000
Taxes receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000 10,000 19,000
Due from other governmental agencies . . . . . . . . . 50,000 40,000 90,000
Food stamp coupons . . . . . . . . . . . . . . . . . . . . . . . $1,000 1,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 $150,000 $147,000 $380,000 $678,000

Liabilities:
Vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0 $ 15,000 $105,000 $120,000
Due to other funds . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 55,000 65,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0 $ 25,000 $160,000 $185,000

Deferred inflows of resources:
Deferred inflows of resources. . . . . . . . . . . . . . . . . $ 0 $150,000 $ 0 $ 20,000 $170,000

Total deferred inflows of resources. . . . . . . . . . . $ 0 $150,000 $ 0 $ 20,000 $170,000

Fund balances:
Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 $ 0 $ 0 $ 0 $ 0
Committed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000 175,000 270,000
Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000 25,000 52,000

Total fund balances . . . . . . . . . . . . . . . . . . . . . . $1,000 $ 0 $122,000 $200,000 $322,000

Total liabilities, deferred inflows, and fund balances $1,000 $150,000 $147,000 $380,000 $677,000
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Illustration 16-2
City of Berryville

Nonmajor Special Revenue Funds
Combining Statement of Revenues, Expenditures, and Changes in Fund Balances

For Year Ended December 31, 2019

Federal
Food
Stamp

Program

Community
Development
Block Grant

Tourism
Promotion
Projects

Charges
for City
Golf

Course

Total
Nonmajor
Special
Revenue
Funds

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 $40,000 $101,000 $360,000 $510,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000 40,000 40,000 200,000 289,000

Excess of revenues over (under) expenditures . . . . . . . $ 1,000 $ 0 $ 61,000 $160,000 $221,000

Other financing sources (uses):
Operating transfers-out . . . . . . . . . . . . . . . . . . . . . . . . $ 0 $ 0 $ (10,000) $ (55,000) $ (65,000)

Total other financing sources (uses) . . . . . . . . . . . . . . . $ 0 $ 0 $ (10,000) $ (55,000) $ (65,000)

Excess of revenues and other financing sources over
(under) expenditures and other financing uses . . . . . . $ 1,000 $ 0 $ 51,000 $105,000 $156,000

Fund balances—January 1 . . . . . . . . . . . . . . . . . . . . . . . 71,000 95,000 166,000

Fund balances—December 31 . . . . . . . . . . . . . . . . . . . . $ 1,000 $ 0 $122,000 $200,000 $322,000

In addition, a government is required to present budgetary comparison information for any
major special revenue fund that has a legally adopted budget. The purpose of the schedule is to
compare the original and final amended budget information to actual amounts. A columnar
format like the following is presented for these special revenue funds:

Special Revenue Fund A Special Revenue Fund B

Original Final
Actual

Variance
Original Final

Actual

Variance

Budget Budget
Favorable

(Unfavorable) Budget Budget
Favorable

(Unfavorable)

Permanent Funds

Permanent funds are established to account for public-purpose trusts for which the earnings are
expendable for a specified purpose, but the principal amount is not expendable. These funds are
often referred to as endowments. As described in the previous section, public-purpose trusts for
which both principal and earnings can be spent for a specified purpose are accounted for in spe-
cial revenue funds. Further, private-purpose trusts are accounted for in fiduciary funds as will be
described later in this chapter. Permanent funds will capture much of the current trust activity
in local governments. These trusts have been established to benefit a government program or
function, or the citizens, rather than an external individual, organization, or government. For
example, resources received to be invested of which only the income, not the principal, is
expended to support a park, cemetery, library, or some other government program, are now
accounted for in permanent funds. All assets, including land and other real estate, are recorded
at fair value. Changes in fair value are reported as investment income.
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The following are examples of transactions recorded in permanent funds:

Event Entry in the Permanent Fund

7. During the year, securities were received to initiate a trust fund
to support the operations of the town cemetery. The donors
stipulated that the earnings, not the principal, be spent. The fair
value of the securities at the date of donation is $750,000.

Investment in Stocks . . . . . . . . . . . . . . . . 750,000
Revenues . . . . . . . . . . . . . . . . . . . . . . 750,000

8. Dividends are received on the investments, totaling $15,000. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Revenues . . . . . . . . . . . . . . . . . . . . . . 15,000

9. The earnings are transferred out to the Cemetery Operating
Fund. Cemetery operations are accounted for in a special
revenue fund.

Other Financing Uses . . . . . . . . . . . . . . 15,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

The entry in the special revenue fund to record the
transfer-in is as follows:
Cash . . . . . . . . . . . . . . . . . . . . . . . 15,000

Other Financing Sources. . . . . . 15,000

When a governmental unit has more than one permanent fund, major funds are identified
and nonmajor individual funds are presented in combining balance sheets and revenue and expen-
diture statements. Combining statements provide information on each permanent fund plus a
total column of all the permanent funds. These statements are similar in content and form to
those presented in the previous section for special revenue funds and are not illustrated here.

Capital Projects Funds

Capital projects funds account for the purchase, construction, or capital lease of major, general
capital assets, which excludes construction of capital facilities by proprietary funds that account
for their own construction activities. Each project should be accounted for separately in subsid-
iary records to demonstrate compliance with legal and contractual provisions.

Resources for capital projects result from transfers received from the general fund or some
other fund, proceeds of general obligation bonds, grants from another governmental unit, or
special assessments levied against property owners who benefit from the project. Grants from
another governmental unit and special assessments levied are recorded as revenues. Bond pro-
ceeds (because they must be repaid) and transfers from other funds (because they were pre-
viously recognized as revenue) are accounted for as other financing sources.

When the capital projects are expected to take several years to complete and will involve
large amounts of money, budgetary control is advisable. The operating budget is prepared on
an annual basis; therefore, it includes the expected revenues, estimated other financing sources,
and estimated expenditures for only the current fiscal year. Adopting annual reporting permits
the accounting for project events to be the same as for the general fund and the special revenue
funds. The budget entry is as follows:

Estimated Other Financing Sourcesa . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Estimated Revenuesb . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Appropriationsc . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Budgetary Fund Balance—Unassigned (either debited or credited) . . . . . . . . . . . . . . XXX

aResources from the general fund or other funds and the sale of general obligation bonds.
bResources from county, state, or federal grants and interest income on temporary investments and from special
assessments.

cEstimated expenditures for current year.

The full amount of the bond issue proceed is recorded as an other financing source in the
fund that will use the resources. Bond premiums and discounts are recorded separately as other
financing sources or uses, respectively. Bond issuance costs are recorded as expenditures. Since
bond premiums and discounts arise because of adjustments to the interest rate, the premium
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and any payment received for accrued interest are transferred to the debt service fund to cover
future interest payments. If bonds are sold at a discount, a project authorization must be reduced
by the bond discount amount and/or issuance costs unless additional resources are transferred
from the general fund or other funds.

Governments sometimes issue short-term bond anticipation notes after obtaining necessary
voter and legislative authorization to issue long-term bonds. Since these short-term notes are
expected to be replaced by long-term bonds, they are, in essence, long term and are accounted
for in the general long-term debt account group (GLTDAG), which was explained in
Chapter 15. Proceeds of the bond anticipation notes are recorded in the governmental funds
(often a capital projects fund) as other financing sources—proceeds from bond anticipation
notes.3

Proceeds of bond issues not immediately needed for project expenditures are often tempo-
rarily invested to earn interest. These temporary investments are limited to securities whose
yield does not exceed the interest rate of the tax-exempt borrowing. Interest earned on tempo-
rary investments is recognized as revenue in the capital projects fund. These earnings are often
required to be transferred to the debt service fund to help finance bond interest expenditures.4

Capital projects funds have the authority through annually approved budgets to continue
expenditures within prescribed limits until a project is completed. Although a project may not be
completed at the end of a fiscal period, typical closing entries are recorded. Annual closing permits
the actual activity to be compared with the legally adopted annual operating budget. Also, in the
closing process, the credit to Expenditures provides the amount of capitalizable expenditures to be
recorded in the general fixed assets account group as construction in progress.

The actual cost of a capital project probably will differ from its estimated cost. A deficiency
usually is covered by a transfer from the general fund. If an excess of resources exists upon com-
pletion of the project, it generally is returned to the general fund or to the debt service fund.
Such a transfer is reported as an other financing use on the statement of revenues, expenditures,
and changes in fund balance. Upon completion of the project, it is customary to withhold part
of the payment until final inspection and approval. The liability is recorded in contracts
payable—retained percentage.

To illustrate accounting for capital projects funds, assume the city of Berryville plans to build
a $300,000 addition to its municipal auditorium. The project will begin in 2018 and is to be
completed in 2019. The following entries record the events that occur during construction:

Event Entry in the Capital Projects Fund

2018

10. The project budget is $300,000, to be financed by a general
bond issue. The bond proceeds are committed to the project.
The 2018 operating budget is based on one-third of the work’s
being completed that year.

Estimated Other Financing Sources. . . . . . 300,000
Appropriations . . . . . . . . . . . . . . . . . . . 100,000
Budgetary Fund Balance—Unassigned. 200,000

11. A $300,000, 8% general obligation bond issue is floated at 101. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 303,000
Other Financing Sources . . . . . . . . . . . . 300,000
Other Financing Sources—Premium . . . 3,000An entry also is made in the general long-term debt account group as

follows:

Amount to Be Provided . . . . . . . . . . . . 300,000
Serial Bonds Payable. . . . . . . . . . . . 300,000

3 The GASB states that a government may recognize bond anticipation notes as long-term obligations if, by the
date the financial statements are issued, ‘‘all legal steps have been taken to refinance the bond anticipation
notes and the intent is supported by an ability to consummate refinancing of the short-term note on a long-term
basis.’’Codification of Government Accounting and Reporting Standards (Norwalk, CT: Governmental
Accounting Standards Board, 1996, Section B50.101).

4 Governments are not required to capitalize construction-period interest for governmental activities.
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Event Entry in the Capital Projects Fund

12. The bond premium is transferred to the debt service fund to
be used for interest.

Other Financing Uses . . . . . . . . . . . . . . . . . . . 3,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

An entry also is made in the debt service fund as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Other Financing Sources . . . . . . . 3,000

(Note: Since bond premium is assumed to be used for interest
payments, no entry is made in the account group.)

13. A contract is signed for the auditorium construction at an
estimated cost of $270,000. The contract was approved
by a city official.

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . 270,000
Fund Balance—Assigned . . . . . . . . . . . . . . 270,000

14. The architect’s bill for $10,650 is received, of which
$7,650 is paid. Upon final building approval, the balance
is due. The item was not encumbered.

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 10,650
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,650
Contracts Payable—Retained Percentage. . 3,000

15. A partial billing is received from the contractor for
$60,000, equal to the amount encumbered for these items.
The contracts payable account is credited for the liability
to the principal contractor. (If the amount of equivalent
encumbrance is not specified, the encumbrance entry is
reversed for the amount of the billing.)

Fund Balance—Assigned . . . . . . . . . . . . . . . . 60,000
Encumbrances . . . . . . . . . . . . . . . . . . . . . . . 60,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Contracts Payable . . . . . . . . . . . . . . . . . . . . 60,000

16. The contractor is paid $60,000. Contracts Payable . . . . . . . . . . . . . . . . . . . . . . 60,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

17. Books for 2018 are closed. Budgetary Fund Balance—Unassigned. . . . . . 200,000
Appropriations . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Estimated Other Financing Sources . . . . . . . 300,000

18. The credit to Expenditures is the basis for the following
entry in the general fixed assets account group:

Construction in Progress . . . . . . . . . . 70,650
Investment in General Fixed

Assets—Capital Projects
Funds . . . . . . . . . . . . . . . . . . . . . 70,650

Other Financing Sources . . . . . . . . . . . . . . . . . 303,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . 70,650
Other Financing Uses . . . . . . . . . . . . . . . . . 3,000
Fund Balance—Committed . . . . . . . . . . . . . 229,350

19. Encumbrances are closed at year-end. Fund Balance—Committed . . . . . . . . . . . . . . . 210,000
Encumbrances . . . . . . . . . . . . . . . . . . . . . 210,000

2019

20. The operating budget for 2019 is recorded; completion is
estimated to cost an additional $215,000, including the
amount encumbered in the previous year.

Budgetary Fund Balance—Unassigned. . . . . . 215,000
Appropriations . . . . . . . . . . . . . . . . . . . . . . 215,000

21. The encumbrances are reinstated at the beginning of 2019. Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . 210,000
Fund Balance—Committed . . . . . . . . . . . . . 210,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 227,000
Fund Balance—Assigned . . . . . . . . . . . . . . . . 210,000

Encumbrances . . . . . . . . . . . . . . . . . . . . . . . 210,000

22. The contract is completed in 2019. Additional cost is
$227,000, of which $10,000 is withheld in a separate
account until final inspection and approval.

Contracts Payable . . . . . . . . . . . . . . . . . . . . 217,000
Contracts Payable—Retained Percentage. . 10,000

(continued)
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Event Entry in the Capital Projects Fund

23. The construction is accepted, and the contractor and
architect are paid.

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . 217,000
Contracts Payable—Retained Percentage. . . . 13,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,000

24. Books for 2019 are closed. Appropriations . . . . . . . . . . . . . . . . . . . . . . . . 215,000
Budgetary Fund Balance—Unassigned. . . . 215,000

25.
The credit to Expenditures is the basis for the following
entry in the general fixed assets account group:

Buildings . . . . . . . . . . . . . . . . . . . . . . 297,650
Construction in Progress . . . . . . . . 70,650
Investment in General Fixed

Assets—Capital Projects Funds . 227,000

Fund Balance—Committed . . . . . . . . . . . . . . . 227,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . 227,000

26. The residual balance is transferred to the debt service fund. Other Financing Uses . . . . . . . . . . . . . . . . . . . 2,350
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,350

An entry also is made in the debt service fund as follows:

Cash . . . . . . . . . . . . . . . . . . . . . 2,350
Other Financing Sources . . . . 2,350

(Note: Since the project was financed with general
obligation debt, an additional entry in the general
long-term debt account group indicating availability
of funds to repay the debt is required.)

Amount Available in the Debt
Service Fund . . . . . . . . . . . . . 2,350

Amount to Be Provided. . . . 2,350

27. The Municipal Auditorium Capital
Project Fund is closed.

Fund Balance—Committed . . . . . . . . . . . . . . . 2,350
Other Financing Uses . . . . . . . . . . . . . . . . . 2,350

When a governmental unit has more than one capital project, major funds are identified
and nonmajor funds are presented in combining financial statements. Illustration 16-3 presents
a combining balance sheet for the city of Berryville’s nonmajor capital projects funds. The 2018
year-end balance sheet for the auditorium project, for which the accounting entries are shown,
and the 2018 year-end balance sheet for a bridge construction capital project, for which the
accounting entries are not shown, are included in the combining balance sheet.

The combining statement of revenues, expenditures, and changes in fund balances (shown
in Illustration 16-4) will show as revenues those resources obtained by special assessment, by
grant, or from some other governmental unit. Transfers from other funds within the same gov-
ernmental unit or proceeds of a bond issue are presented as other financing sources.

Debt Service Funds

As discussed in Chapter 15, the function of the general long-term debt account group is to pro-
vide a record of the unredeemed principal of long-term liabilities incurred to acquire general
fixed assets. Closely related to this account group are debt service funds, whose primary function
is to account for financial resources accumulated to cover the payment of principal and interest
on general government obligations.

As in other governmental funds, the modified accrual basis is used for recognizing revenues,
other financing sources, and expenditures in debt service funds. Interest and principal on
general long-term debt are items for which the accrual basis is modified. For example, assume a
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Illustration 16-3
City of Berryville

Nonmajor Capital Projects Funds
Combining Balance Sheet

December 31, 2018

Assets
Municipal
Auditorium

Bridge
Construction

Project

Total
Nonmajor

Capital
Project
Funds

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $232,350 $102,000 $334,350
Special assessments receivable. . . . . . . . . . . . . . . 160,000 160,000
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 40,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $232,350 $302,000 $534,350

Liabilities and Fund Balance

Vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . $157,000 $157,000
Contracts payable—retained percentage. . . . . . . $ 3,000 50,000 53,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,000 $207,000 $210,000

Fund balances:
Committed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 19,350 $ 5,000 $ 24,350
Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 90,000 300,000

Total fund balances . . . . . . . . . . . . . . . . . . . . . . $229,350 $ 95,000 $324,350

Total liabilities and fund balances . . . . . . . . . . . . . $232,350 $302,000 $534,350

Illustration 16-4
City of Berryville

Nonmajor Capital Projects Funds
Combining Statement of Revenues, Expenditures, and Changes in Fund Balances

For Year Ended December 31, 2018

Municipal
Auditorium

Bridge
Construction

Project

Total
Nonmajor

Capital
Projects
Funds

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $118,000 $ 118,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,650 157,000 227,650

Excess (deficiency) of revenues over
expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (70,650) $ (39,000) $(109,650)

Other financing sources (uses):
Proceeds of bonds . . . . . . . . . . . . . . . . . . . . . . . $303,000 $196,000 $ 499,000
Payments to debt service . . . . . . . . . . . . . . . . . . (3,000) (62,000) (65,000)

Total other financing sources (uses) . . . . . . . . . . $300,000 $134,000 $ 434,000

Excess (deficiency) of revenues and other
sources over expenditures and other uses . . . . . $229,350 $ 95,000 $ 324,350

Fund balances at beginning of year . . . . . . . . . . . 0 0 0

Fund balances at end of year . . . . . . . . . . . . . . . . $229,350 $ 95,000 $ 324,350
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governmental unit has a fiscal year ending June 30, with interest and principal on long-term
debt to be paid on July 31. Since expenditures are authorized by appropriations, it is essential
that expenditures be recorded in the same period as the appropriations. Thus, the interest and
principal will not be accrued on June 30, because the appropriation to cover the principal and
interest will not be provided until the budget for the next period is recorded on July 1. This
method recognizes expenditures for interest and principal when they are due.

The most popular method of raising long-term resources is by the issuance of serial bonds,
which are redeemed in a series of installments. Term bonds, whose total face value becomes due
at one time, are now extremely rare. When serial bonds are issued, there is no substantial accu-
mulation of cash in a sinking fund. Instead, the budget for the year of payment provides for
interest and principal redemption. In debt service funds, an entry to record the budget is seldom
used because expenditures for principal and interest are known and there is no need to compare
them with budgetary amounts.

Resources to cover expenditures may come from several sources. A portion of a property tax
levy may be authorized to be recorded directly into a debt service fund. The entries would be
similar to those made in the general fund to record a tax levy. The net amount of taxes estimated
to be collected is credited to Revenues since the resources are received from outsiders. Transfers
received by the debt service fund from funds that have already recorded the resources as reve-
nues are credited to Other Financing Sources. As discussed in Chapter 15, this procedure pre-
vents revenues from being credited in two funds for the same resources—once in the
originating fund (in this case, the general fund) and again in the recipient fund (in this case, a
debt service fund).

Prior to redemption, the bond liability for unmatured general obligation debt is not
recorded in a debt service fund but is recorded in the general long-term debt account group or
similar listing. However, when a serial bond matures and payment of interest is due, the follow-
ing entry is recorded in a debt service fund:

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Matured Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Matured Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

The following entries would be made in a debt service fund for the indicated events that
relate to a serial bond issue. As demonstrated by these entries, the interaction between funds
and groups is especially prevalent in accounting for general obligation bond issues.

Event Entry in the Debt Service Fund

28. An 8%, $300,000 general obligation serial bond issue for bridge
construction is sold at 101. The premium is transferred from the
capital projects fund to the debt service fund.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Other Financing Sources . . . . . . . . . . . . . . . 3,000

Entries are also made in the capital projects fund as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . 303,000
Other Financing Sources . . . . . . . . . 300,000
Other Financing Sources—Premium 3,000

Other Financing Uses . . . . . . . . . . . . . 3,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Entries are also made in the general long-term debt account group:

Amount to Be Provided . . . . . . . . . . . . 300,000
Serial Bonds Payable. . . . . . . . . . . . 300,000
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Event Entry in the Debt Service Fund

29. Of the property taxes, $50,000 is levied specifically to cover debt
service on these bonds; the levy, less 1% of the taxes estimated to
be uncollectible, is recorded in the debt service fund.

Taxes Receivable—Current . . . . . . . . . . . . . . . 50,000
Allowance for Uncollectible Current Taxes . 500
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,500

30. All property taxes are collected except for $400 that is written off.
The difference between estimated and actual uncollectible taxes is
recorded in Revenues.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,600
Allowance for Uncollectible Current Taxes . . . 400

Taxes Receivable—Current . . . . . . . . . . . . . 50,000

Allowance for Uncollectible Current Taxes . . . 100
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 100

31. Assuming $30,000 is to be used toward the first installment on
the principal payment, an additional entry is made in the general
long-term debt account group as follows:

Amount Available in the Debt
Service Fund . . . . . . . . . . . . . . . . . . 30,000

Amount to Be Provided. . . . . . . . . 30,000

32. The fund receives $7,000 of its $9,000 share of state gasoline
taxes. The city is not entitled to the balance until the next fiscal
period.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Due from State . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Deferred Inflows of Resources . . . . . . . . . . . 2,000

33. A transfer of $30,000 is received from the general fund. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Other Financing Sources . . . . . . . . . . . . . . . 30,000

Since the $30,000 is for payment of principal, an additional entry is
made in the general long-term account group debt:

Amount Available in the Debt Service
Fund. . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Amount to Be Provided. . . . . . . . . 30,000

34. Cash is transmitted to a fiscal agent for payment of the first
$60,000 of maturing bonds and $24,000 of interest due on the
last day of the fiscal period.

Cash with Fiscal Agent . . . . . . . . . . . . . . . . . . 84,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000

35. The matured bonds and interest are recorded. Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Matured Bonds Payable . . . . . . . . . . . . . . . 60,000

Principal of $60,000 is matured and no longer long term. The entry to
reclassify the debt in the general long-term account group debt is as
follows:

Serial Bonds Payable. . . . . . . . . . . . . . 60,000
Amount Available in the Debt

Service Fund. . . . . . . . . . . . . . . . . 60,000

Matured Interest Payable . . . . . . . . . . . . . . . 24,000

36. The fiscal agent reports that all payments have been made except
for $1,000 of interest.

Matured Bonds Payable . . . . . . . . . . . . . . . . . 60,000
Matured Interest Payable. . . . . . . . . . . . . . . . . 23,000

Cash with Fiscal Agent . . . . . . . . . . . . . . . . 83,000

37. Books are closed at year-end. Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,600
Other Financing Sources . . . . . . . . . . . . . . . . . 33,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Fund Balance—Restricted . . . . . . . . . . . . . . 5,600
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Assets transferred to a debt service fund must be used to redeem bonds or to pay interest.
There are no unassigned assets. Any excess of assets over liabilities should be classified as either
restricted, committed, or assigned for debt service. Therefore, at year-end, the accounts are
closed to fund balance—restricted, committed, or assigned for debt service rather than to an
unassigned fund balance.

In addition to term bonds and serial bonds, debt service funds may be used to service debt
arising from notes or warrants having a maturity of more than one year after date of issue and to
make periodic payments on capital leases. Although each issue of long-term debt is a separate
obligation with unique legal restrictions and servicing requirements, GASB standards provide
that, if legally permissible, a single debt service fund may be used to account for the service of
all issues of tax-supported and special-assessment debt. If legal restrictions do not allow the ser-
vicing of all issues to be accounted for by a single debt service fund, the number of debt service
funds should be held to a minimum.

Sometimes, governments will defease existing debt accounted for in the general long-term
debt account group. Through advanced refunding, new debt is issued to provide resources to
pay interest on old, outstanding debt as it becomes due and to pay the principal on the old debt
either as it matures or for an earlier call date. As demonstrated by the following entries, when
advanced refunding results in defeasance of debt (either legally or in substance), the proceeds of
the new debt are reported as other financing sources—proceeds of refunding bonds in the debt ser-
vice fund.5 Subsequent payments from resources provided by the new debt to actually retire the
old debt or to transfer funds to an escrow agent are other financing uses, not expenditures. In
either case, the old debt is removed from the general long-term debt account group, and the
new debt is reported as a long-term liability.

Event Entry in the Debt Service Fund

38. A $100,000 bond was issued, proceeds from which are
restricted for the purpose of paying principal and interest of an
$85,000 old bond issue. The criteria for in-substance
defeasance is met.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Other Financing Sources—Proceeds

of Refunding Bonds . . . . . . . . . . . . 100,000

39. Cash is transmitted to an escrow agent to administer the
payment of principal and interest on the old debt. If the debt
was actually retired, the debit would be to Other Financing
Uses—Retirement of Old Bonds.

Other Financing Uses—Payment to
Escrow Agent . . . . . . . . . . . . . . . . . . 100,000

Cash . . . . . . . . . . . . . . . . . . . . . . . 100,000

The entries in the general long-term debt account group to record
the new debt are as follows:

Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . 85,000
Amount to Be Provided. . . . . . . . . . . . . . . . . 85,000

The entries in the general long-term debt account group to record
the new debt are as follows:

Amount to Be Provided. . . . . . . . . . . . . . . . . . 100,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . 100,000

5 GASB Statement No. 7, Advanced Refunding Resulting in Defeasance of Debt (Norwalk, CT: Governmental
Accounting Standards Board, March 1987).
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Debt service funds employ two financial statements for reporting purposes: a balance sheet
and a statement of revenues, expenditures, and changes in fund balances. If two or more debt
service funds are used, major funds are identified and nonmajor funds are presented in combin-
ing statements. Illustration 16-5 is a combining balance sheet for the nonmajor debt service
funds of Vernon Town. This balance sheet has a column for general obligation debt, for which
the entries were shown, and a column for special assessment debt explained later in this chapter,
for which the entries were not shown.

Illustration 16-5
Vernon Town

Nonmajor Debt Service Funds
Combining Balance Sheet

December 31, 2018

Assets

General
Obligation

Debt

Special
Assessment

Debt

Total
Nonmajor

Debt
Service
Funds

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,600 $ 20,000 $ 25,600
Cash with fiscal agents . . . . . . . . . . . . . . . . . . . . . . . . 1,000 1,000
Due from state . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 2,000
Special assessment receivable . . . . . . . . . . . . . . . . . . 20,000 20,000
Special assessment receivable—noncurrent . . . . . . . . 160,000 160,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,600 $200,000 $208,600

Liabilities, Deferred Inflows, and Fund Balance
Liabilities:

Matured interest payable. . . . . . . . . . . . . . . . . . . . . $1,000 $ 1,000
Deferred inflows of resources:

Deferred inflows of resources. . . . . . . . . . . . . . . . . . 2,000 $160,000 162,000
Fund balance:

Restricted for debt service . . . . . . . . . . . . . . . . . . . . 5,600 40,000 45,600

Total liabilities, deferred inflows, and fund balance . . . $8,600 $200,000 $208,600

The combining statement of revenues, expenditures, and changes in fund balances for
Vernon Town’s nonmajor debt service funds is shown in Illustration 16-6. This statement
itemizes revenues by source and expenditures by function, and it summarizes the causes of
changes in fund balances during the period.

Special Assessments. Local governments may provide capital improvements and services for the
primary benefit of particular groups of property owners, which are paid partially or totally by
the same property owners. Such arrangements are called special assessment projects and are
accounted for through the local government.

Service-type special assessments cover operating activities, such as snow plowing, that do not
result in increases in fixed assets. Payment for service special assessments seldom is arranged on
an installment basis. A single charge is added to the property tax bill. Service assessments are
accounted for in the fund type (usually the general fund, a special revenue fund, or an enterprise
fund) that best reflects the nature of the transaction.

Capital-improvement special assessments result in additions or improvements to a govern-
ment’s fixed assets. If an improvement provides capital assets that become part of an enterprise
activity, such as water main construction for a utility, accounting would be done in an enterprise
fund. If the improvement results in a general fixed asset, such as streets, gutters, or sidewalks,
the asset would be recorded in the general fixed assets account group (if the government records
infrastructure assets), in which case the accounting is divided into two phases.
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Illustration 16-6
Vernon Town

Nonmajor Debt Service Funds
Combining Statement of Revenues, Expenditures, and Changes in Fund Balances

For Year Ended December 31, 2018

General
Obligation

Debt

Special
Assessment

Debt

Total
Nonmajor

Debt
Service
Funds

Revenues:
Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 49,600 $20,000 $ 69,600
Intergovernmental . . . . . . . . . . . . . . . . . . . . . . . . 7,000 7,000

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . $ 56,600 $20,000 $ 76,600

Expenditures:
Principal retirement . . . . . . . . . . . . . . . . . . . . . . . $ 60,000 $ 60,000
Interest charges . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000 24,000

Total expenditures . . . . . . . . . . . . . . . . . . . . . . $ 84,000 $ 0 $ 84,000

Excess (deficiency) of revenues over
expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (27,400) $20,000 $ (7,400)

Other financing sources (uses):
Proceeds of refunding bonds . . . . . . . . . . . . . . . . $ 100,000 $ 100,000
Operating transfers-in . . . . . . . . . . . . . . . . . . . . . 33,000 33,000
Payment to escrow agent . . . . . . . . . . . . . . . . . . . (100,000) (100,000)

Total other finance sources (uses). . . . . . . . . . . $ 33,000 $ 0 $ 33,000

Excess (deficiency) of revenues and other
financing sources over expenditures. . . . . . . . . . . $ 5,600 $20,000 $ 25,600

Fund balances at beginning of year . . . . . . . . . . . . 0 20,000 20,000

Fund balances at end of year . . . . . . . . . . . . . . . . . $ 5,600 $40,000 $ 45,600

The first phase consists of financing and constructing the project and usually is accounted for
through a capital projects fund. The initiative for such projects is often taken by the property own-
ers who request the improvement. However, authorization must be approved through appropri-
ate channels. Special assessment projects typically are financed through issues of long-term debt
but may be financed with existing government resources. Once the project is approved, the esti-
mates for the budget period (not the total project budget) are recorded in a capital projects fund.

Proper recordings of inflows of financial resources into the capital projects fund depend
upon the source of financing. Illustration 16-7 presents proper recording of inflows under three
possible sources of financing. When the capital improvements are financed by special-
assessment-related debt for which the government is obligated in some manner, such as
accounting for resources raised and for the expenditure of funds during construction,
accounting procedures are the same as for other capital projects, assuming secondary liability
in the event of default by property owners.6 When the capital improvements are financed by
debt for which the government is not obligated in any manner, proceeds from issuing the debt
are credited by the governmental unit to contributions from property owners, in the capital
projects fund.

6 GASB Statement No. 6, Accounting and Financial Reporting for Special Assessments (Norwalk, CT: Govern-
mental Accounting Standards Board, January 1987), states that a government is obligated in some manner if
(a) it is legally obligated to assume all or part of the debt in the event of default or (b) the government may take
certain actions to assume secondary liability for all or part of the debt—and the government takes, or has given
indications that it will take, these actions.
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When the capital improvements are financed by existing governmental resources and debt is
not issued, transfers from other funds are credited as other financing sources, in the capital pro-
jects fund.

Expenditures are recorded in the capital projects fund as costs are incurred for the special
assessment project. At year-end, the capitalizable costs of an unfinished special assessment pro-
ject are entered in the general fixed assets account group.

40. Capital Projects Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

41. General Fixed Assets Account Group Construction in Progress . . . . . . . . . . . . . . . . . . . 80,000
Investment in General Fixed

Assets—Capital Projects Funds
(special assessments) . . . . . . . . . . . . . . . . . . 80,000

Completion of the special assessment project in the second year is recorded with the
following entries:

42. Capital Projects Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000

43. General Fixed Assets Account Group Capital Asset Account . . . . . . . . . . . . . . . . . . . . . 200,000
(This entry is also shown in Illustration 16-7.) Construction in Progress . . . . . . . . . . . . . . . . . 80,000

Investment in General Fixed
Assets—Capital Projects Funds
(special assessments) . . . . . . . . . . . . . . . . . . 120,000

The second phase of accounting for special assessment projects consists of collecting the spe-
cial assessments on an installment basis from benefited property owners and repaying the
cost of financing the project. When the project is financed with special assessment debt and
the government is obligated in some manner for this debt, the liability should be recorded in
the general long-term debt account group, as shown in this entry:

44. Amount to Be Provided for Payment of Special Assessment Debt . . . . . . 200,000
Special Assessment Debt with Governmental Commitment . . . . . . . . . 200,000

In some cases, the governmental unit has the primary responsibility for repayment of the
bonds. In these situations, they are recorded, as follows, in the general long-term debt account
group with the same type of entry used to record any other general obligation debt.

45. Amount to Be Provided for Payment of Special Assessment Debt . . . . . . 200,000
Special Assessment Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

(This entry is also used as an example in Illustration 16-7.)

The special assessment receivable and special assessment revenue are divided between cur-
rent and noncurrent portions in the debt service fund. Amounts levied and demanded to ser-
vice-related debt in the current period are credited to Revenues as shown on next page. The
remainder to be collected and used for debt service in future periods is credited to Deferred
Inflows of Resources.
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Illustration 16-7
Accounting for Special Assessment Projects under Three Methods of Financing*

Debt Issued
Flows of Financial Resources

through the Capital Projects Fund

Government obligated in some manner Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Other Financing Sources—Bond Proceeds . . . . . . . . 200,000

Government not obligated in any manner Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Contributions from Property Owners . . . . . . . . . . . . . 200,000

Debt not issued Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Other Financing Sources—Transfers from

Other Funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Expenditures incurred during construction are recorded in the
same manner as expenditures recorded for other capital projects.

*Note that budgetary entries have been omitted from this illustration.

46. Special Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . 20,000
Special Assessments Receivable—Noncurrent . . . . . . . . . . . . . . . . 180,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Deferred Inflows of Resources . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Through the term of the debt, the amount to be collected from property owners for a period
is levied and demanded by the governmental unit; consequently, that portion of deferred inflows
of resources should be recognized as revenue in that period. Recognition of the receivable from
the levy and the revenue are shown below. Details of the assessments are entered in a subsidiary
ledger, where the levy against each property owner and collections from the owner are indicated.

47. Special Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . 20,000
Special Assessments Receivable—Noncurrent . . . . . . . . . . . . . . 20,000

48. Deferred Inflows of Resources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

The general long-term debt account group is updated to reflect the amount available in the
debt service fund. The debt is liquidated in the same manner as other governmental-fund debt.

When the government is not obligated in any manner, collection of the special assessment
and debt service payments should be accounted for through an agency fund (discussed on pages
857 to 859 in the Agency Funds section) since the government is acting merely as an agent for
the property owners and bondholders. In that case, the debt is not shown in the general long-
term debt account group; it should appear, however, in the notes to the financial statements.

When no debt is issued, Revenues is credited in the general fund for the current levy of the
special assessment. Amounts to be levied and collected in future periods are credited to Deferred
Inflows of Resources. These special tax assessments will serve as installments to pay back the ori-
ginal amount transferred from the general fund to the capital projects fund for the project costs.
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Eventual Recording of Constructed Asset
in the General Fixed Assets Account Group

Recording of Special Assessment Debt
in the General Long-Term Debt Account Group

Fixed Assets . . . . . . . . . . . . . . . . . . . . . . 200,000 Amount to Be Provided for
Payment of Special
Assessment Debt . . . . . . . . . . . . . . . . 200,000

Construction in Progress . . . . . . . . . . 80,000
Investment in General Fixed

Assets . . . . . . . . . . . . . . . . . . . . . . . 120,000 Special Assessment Bonds
Payable . . . . . . . . . . . . . . . . . . . 200,000

Fixed Assets . . . . . . . . . . . . . . . . . . . . . . 200,000 Long-term debt is not recorded because the government is not
obligated for the debt. Debt service is accounted for through
an agency fund.

Construction in Progress . . . . . . . . . . 80,000
Investment in General Fixed

Assets . . . . . . . . . . . . . . . . . . . . . . . 120,000

Fixed Assets . . . . . . . . . . . . . . . . . . . . . . 200,000 Long-term debt is not issued.
Construction in Progress . . . . . . . . . . 80,000
Investment in General Fixed

Assets . . . . . . . . . . . . . . . . . . . . . . . 120,000

Liquidation of the special assessment debt is as described for all
other general government debt.

R E F L E C T I O N
� Accounting and financial reporting for other governmental funds follow the modified

accrual basis of accounting.

� Permanent funds account for nonexpendable trust funds established for the sole purpose

of supporting governmental activities or programs.

� Also commonly used are special revenue funds, capital project funds, and debt service

funds.

� When more than one fund of each type exists, major funds are identified and combining

funds is necessary to total the amount of the nonmajor funds in each fund type.

These totals are reported on the financial statements.

PROPRIETARY FUNDS
The funds discussed to this point have been governmental funds. The second category of
funds—proprietary funds—will now be discussed. By definition, the term ‘‘proprietary’’means per-
taining to a proprietor and implies that users of goods or services will be charged on the basis of con-
sumption, similar to the practice in private industries. Usually, charges are set to recover as much as
possible of the total cost, including depreciation. Whatever is not recovered must be subsidized.

Governments account for their business-type activities in two types of proprietary funds. Enter-
prise funds account for operations in which goods or services are provided to the general public.

Internal service funds account for operations in which goods or services are provided by one gov-
ernment department to other departments within the same government or to other governments.

2
O B J E C T I V E

Account for and prepare

financial statements of pro-

prietary funds.
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Proprietary funds focus on capital maintenance to measure whether revenues are sufficient
to cover expenses (including the amortization of noncurrent items) of the fiscal period. This is
consistent with an economic resources measurement focus and the full accrual basis of account-
ing. Financial reporting for proprietary funds is similar to financial reporting for business enter-
prises in that income statements show revenues, expenses, and net income for a fiscal period,
and balance sheets include both current and noncurrent assets and liabilities. The proprietary
fund balance sheet residual is its net position.

The GASB requires proprietary funds to follow all accounting standards set forth by the
FASB prior to November 30, 1989, unless they have been specifically overridden by a GASB
pronouncement. In addition, an enterprise fund (but not internal service funds) may apply all
FASB pronouncements developed for business enterprises issued after that date unless they con-
flict with or contradict GASB standards.7 Enterprise funds may also apply FASB standards and
interpretations limited to not-for-profit organizations (such as ASC 958-205 and 958-605
described in Chapters 18 and 19). This option is designed to increase comparability between
similar government enterprises and the private sector.

When proprietary funds furnish goods or services to other funds, for example, a computer
center accounted for in an internal service fund provides service to departments accounted for in
the general fund. This transaction is considered to be an ‘‘interfund service provided and used’’
and is reported as if it were an external transaction. Therefore, the billing represents revenue to the
internal service fund and an expenditure to the general fund. Entries in each fund are as follows:

49. Internal Service Fund Due from the General Fund . . . . . . . . . . . . . . . . . . . XXX
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

50. General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Due to the Internal Service Fund. . . . . . . . . . . . . . XXX

Conversely, if a proprietary fund pays the general fund for services, the proprietary fund
records expenses, and the general fund records revenue. For example, the general government
may bill an enterprise fund for payments in lieu of property taxes. Entries in each fund are as
follows:

51. General Fund Due from the Enterprise Fund. . . . . . . . . . . . . . . . . . XXX
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

52. Enterprise Fund Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Due to the General Fund . . . . . . . . . . . . . . . . . . . XXX

Enterprise Funds

Enterprise funds account for goods or services provided by a governmental unit to the general
public. The user is charged for these goods or services, based on consumption. For example, the
operations of utilities, public housing, public parking, municipal solid waste landfills, economic
development corporations, cultural activities, and airports would be covered by enterprise funds.
These funds continue indefinitely and are self-supporting, depending upon the amounts charged
to cover part or all of the costs of operation, debt service, and maintenance of capital facilities.

Governments may account for any activity in an enterprise fund as long as it charges a fee to
external users. Government must use an enterprise fund if one of the following criteria is met:
(1) the activity is financed solely with revenue debt secured merely by the revenues from a
specific activity, (2) laws or regulations require that the activity’s costs of providing services
(including capital costs) be recovered by fees and charges rather than general taxes, or (3) the
pricing policies of the activity establish fees and charges designed to recover its costs, including
capital costs (such as depreciation or debt service).

7 GASB Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental
Entities that Use Proprietary Fund Accounting (Norwalk, CT: Governmental Accounting Standards Board,
September 1993).
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At the inception of an enterprise fund (or internal service fund), capital must be provided
either by issuance of long-term debt or by transfer from some other source, such as a municipal-
ity’s general fund. In the latter case, the contribution received is credited to an interfund
transfer-in account from the general fund. These interfund transfers are reported below non-
operating revenues as in Illustration 16-9. As a measure of original asset sources, the contribu-
tion remains in the fund indefinitely or until the fund is terminated. If operations are profitable
and arrangements specify that profits shall be shared with the general fund, an amount is
reported as an interfund transfer-out—classified with expenses. Financing may also be provided
from loans or advances by the municipality. In such cases, the loans or advances are recorded as
interfund payables in the proprietary funds and as interfund receivables in the general fund.

Enterprise funds, in particular, receive capital contributions both from internal (other
funds) and external (customers, developers, other governments) sources. Whatever the source,
these contributions are recognized as revenues on a line below income from operations.

An enterprise fund’s operational efficiency may be monitored in part by the net income or
net loss figure. As in commercial operations, budgets are prepared. However, budgets are not
recorded formally in the accounts, perhaps because the fund’s self-supporting nature requires a
high degree of operational freedom, but more likely because fixed budgetary amounts would be
of much less value when there is a variable demand by the public for goods and services.

Control accounts for revenues and expenses commonly are used, with details in supporting
records. In accounting for revenues, two control accounts are used: operating revenues for
charges for services and nonoperating revenues for grants and interfund transfers received, inter-
est and rent earned, or other miscellaneous financial revenues. A similar breakdown is used to
account for expenses: operating expenses for expenses directly related to goods or services pro-
duced, such as salaries, depreciation, heat, light, materials, and taxes and nonoperating expenses
for financial expenses, such as bond interest. Recording of revenues and expenses, including
adjustments, is much the same as in private enterprise accounting.

One of the unusual features of accounting for enterprise funds is the introduction of
restricted assets and the current liabilities to be paid with restricted assets. Restricted assets are
assets (cash and investments) upon which some limitation has been imposed that makes them
available only for designated purposes. Examples of restricted assets are amounts of customer
deposits subject to refund, proceeds from long-term debt for construction, and monies set aside
for bond interest or principal redemption.

Restricted assets and their related current liabilities are recorded in specially designated
accounts so that the segregation of these items is ensured. For example, if a water utility receives
deposits covering meter installations for customers and these deposits are refundable, they
would be recorded as follows:

53. Restricted Assets—Customers’ Deposits Cash . . . . . . . . . . . . . . . . . . . . . . . . XXX
Customers’ Deposits Payable from Restricted Assets . . . . . . . . . . . . . . . . . XXX

If the deposits are invested, the entry to record the investment would be as follows:

54. Restricted Assets—Customers’ Deposits Investments . . . . . . . . . . . . . . . . . . . XXX
Restricted Assets—Customers’ Deposits Cash . . . . . . . . . . . . . . . . . . . . . . XXX

The existence of restricted assets and their related current liabilities is especially common
when an enterprise fund is used to account for a public utility. A major source of funding for
utilities is the sale of revenue bonds, which are issued to permit the construction of, or an addi-
tion to, a facility. Since payments for these bonds depend on the existence of operating income,
the bond indenture usually includes several restrictions. For example, it may require that the
bond proceeds be expended only for construction, making the proceeds a restricted asset. The
following entry would be required:

55. Restricted Assets—Revenue Bond Construction Cash . . . . . . . . . . . . . . . . . . XXX
Revenue Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

As amounts are committed, the liability would be identified as payable from a restricted asset.

56. Construction in Progress . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Construction Contracts Payable from Restricted Assets . . . . . . . . . . . . . . . XXX
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Payment of the liability would be recorded with the following entry:

57. Construction Contracts Payable from Restricted Assets . . . . . . . . . . . . . . . . . XXX
Restricted Assets—Revenue Bond Construction Cash . . . . . . . . . . . . . . . . XXX

If a municipality received approval to expand its utility facilities by issuing a combination of
special assessment bonds and revenue bonds, the following entry would be required in an enter-
prise fund:

58. Restricted Assets—Construction Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Special Assessment Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Revenue Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Note that the redemption and servicing of both the revenue bonds and the special assessment
bonds are the financial responsibility of the utility enterprise fund. Therefore, the liability appears
in the enterprise fund statement of net position rather than in the general long-term debt
account group.8 The statement of net position for the Clermont County Water and Sewer Fund,
shown in Illustration 16-8, reports restricted assets following the regular current assets and pre-
ceding the capital assets. Note also that current liabilities are segregated to show amounts payable
from regular current assets and amounts payable from restricted assets.

Per GASB Statement No. 34, the net position of proprietary funds should be displayed in
three broad components—invested in capital assets, net of related debt; restricted (distin-
guishing between major categories of restrictions); and unrestricted. Invested in capital assets,
net of related debt consists of capital assets net of accumulated depreciation reduced by debt
attributable to the capital assets. Restricted net position is net position restricted by external par-
ties or enabling legislation. Note that the previously discussed fund balance classifications
required by GASB Statement No. 54 (nonspendable, restricted, committed, assigned, and unas-
signed) pertain only to governmental funds.

Most revenue bonds for enterprise funds are serial bonds that require the earmarking of
monies for the payment of interest and for the establishment of a fund for principal redemption.
These resources are labeled restricted assets. The current interest and serial installment payables
are recorded as current liabilities payable from restricted assets. To further protect the bondholder,
at least psychologically, many serial revenue bonds require that unrestricted retained earnings be
restricted in an amount equal to the excess of restricted assets related to debt service of the bond
issue over the current liability for interest and principal. If the amounts in the Water and Sewer
Fund statement of net position are compared with assumed amounts at the end of the previous
year, the additional amount to be reserved would be determined as follows:

Dec. 31,
2018

Dec. 31,
2017

(assumed)

Restricted assets related to revenue bonds:
Cash with fiscal agent for bond service . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,444 $ 87,200
Revenue bond debt service cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000 3,000
Revenue bond fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,155 93,975

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $209,599 $184,175

Current liabilities related to revenue bonds:
Accrued revenue bond interest payable . . . . . . . . . . . . . . . . . . . . . . . . . . $ 32,444 $ 37,200
Matured revenue bonds payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000 50,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,444 $ 87,200

Excess of bond-related restricted assets over bond-related
current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $129,155 $ 96,975

8 Governments are also required to capitalize construction-period interest for business-type activities.
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Illustration 16-8
Clermont County Water

and Sewer Fund
Statement of Net Position

December 31, 2018

Assets

Current assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 257,036
Receivables (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,480
Inventories and prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,230

Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 314,746
Restricted assets:

Cash with fiscal agent for bond service . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,444
Revenue bond construction cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,760
Revenue bond debt service cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Revenue bond fund:

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,355
Investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 113,800 124,155

Customers’ deposits:
Investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 63,000
Interest receivable on investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650 63,650

Total restricted assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 291,009
Property, plant, and equipment:

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 211,100
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 447,700

Less accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,718 356,982

Improvements other than buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,887,901
Less accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 348,944 3,538,957

Machinery and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,841,145
Less accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 201,138 1,640,007

Construction in progress . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,713

Total property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,769,759

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,375,514

Liabilities and Fund Equity

Liabilities:
Current liabilities (payable from current assets):

Vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $195,071
Accrued wages and taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,870
Construction contracts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,347 $ 206,288

Current liabilities (payable from restricted assets):
Construction contracts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 17,760
Accrued revenue bond interest payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,444
Matured revenue bonds payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
Customer deposits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000 161,204

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 367,492
Long-term liabilities:

Revenue bonds payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,448,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,815,492

Net position:
Invested in capital assets, net of related debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,232,968
Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,961
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 323,093

Total net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,560,022
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If the bond indenture requires that the reserves be increased to equal the bond-related
restricted assets that are not offset by bond-related current liabilities, the following entry
becomes necessary:

59. Net Position—Unrestricted ($129,155� $96,975) . . . . . . . . . . . . . . 32,180
Net Position—Restricted for Bond Debt Service

($5,000� $3,000). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Net Position—Restricted for Bond Retirement

($124,155� $93,975) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,180

The statement of revenues, expenses (not expenditures), and changes in fund net position
for an enterprise fund, as shown in the GASB Codification of Governmental Accounting and
Financial Reporting, focuses on total net position, both restricted and unrestricted. Such a state-
ment for the Clermont County Water and Sewer Fund is shown in Illustration 16-9.

Illustration 16-9
Enterprise Fund

Clermont County
Water and Sewer Fund

Statement of Revenues, Expenses, and Changes in Fund Net Position
For Year Ended December 31, 2018

Operating revenues:
Charges for services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 727,150

Operating expenses:
Personnel services (salaries and fees) . . . . . . . . . . . . . . . . . . . . . $306,100
Materials and supplies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,580
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,600
Heat, light, power, and taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,900

Total operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 564,180

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 162,970
Nonoperating revenues (expenses):

Operating grants . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000
Interest revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,830
Rental income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (92,988)

Total nonoperating revenues (expenses) . . . . . . . . . . . . . . . . . (84,158)
Interfund transfers-in—Contributions from municipality. . . . . . . . . . 1,000,000

Change in net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,078,812
Total net position at beginning of year . . . . . . . . . . . . . . . . . . . . . . 2,481,210

Total net position at end of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,560,022

GASB Statement No. 9, Reporting Cash Flows of Proprietary and Nonexpendable Trust Funds
and Governmental Entities that Use Proprietary Fund Accounting, stipulates that a statement of
cash flows for such funds shows movements of combined unrestricted and restricted cash and
cash equivalents for the reported period, segregated into four categories:

1. Cash flows from operating activities, which would include cash received from sales of goods
or services and cash paid to suppliers, employees, and providers of services.
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2. Cash flows from noncapital financing activities, which would include proceeds from borrow-
ings not related to capital asset acquisition and repayments thereon, as well as operating
grants or transfers not related to capital asset acquisition.

3. Cash flows from capital and related financing activities to acquire or dispose of capital assets,
which would include grants or transfers related to capital asset acquisition.

4. Cash flows from investing activities.

Government enterprises classify interest paid as financing activity and interest earned as
investing activity rather than as operating activities. Whether interest paid is classified as capital
or noncapital depends on the purpose of the underlying debt.

The statement of cash flows reports net cash provided or used for each of the four categories.
Governments are required to use the direct method, as shown in Illustration 16-10A for a
hypothetical electric utility. In addition, a reconciliation of net operating income to net cash
flow from operating activities (Category 1) must be provided in a separate schedule to accom-
pany the cash flows statement or in the notes to the financial statements. Such a reconciliation is
presented in Illustration 16-10B on next page.

Illustration 16-10A
Zenith City

Electric Utility Fund
Statement of Cash Flows

Increase (Decrease) in Cash and Cash Equivalents
For Year Ended June 30, 2018

Cash flows from operating activities:
Cash received from customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 456,000
Cash paid to suppliers and employees . . . . . . . . . . . . . . . . . . . . . . (400,300)
Other operating revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . $ 63,200
Cash flows from noncapital financing activities:

Net repayments under revolving loan arrangement . . . . . . . . . . . . $ (10,700)
Operating grants received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Operating transfers-out to other funds . . . . . . . . . . . . . . . . . . . . . . . (37,500)

Net cash provided by noncapital financing activities . . . . . . . . . 1,800
Cash flows from capital and related financing activities:

Proceeds from sale of capital bonds . . . . . . . . . . . . . . . . . . . . . . . . $ 125,000
Principal and interest paid on capital bonds . . . . . . . . . . . . . . . . . . (100,000)
Acquisition and construction of capital assets . . . . . . . . . . . . . . . . . (75,000)
Proceeds from sale of equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Net cash provided by capital and related
financing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Cash flows from investing activities:
Purchases of investment securities . . . . . . . . . . . . . . . . . . . . . . . . . . $ (62,500)
Proceeds from sale and maturities of securities . . . . . . . . . . . . . . . . 36,500
Interest and dividends received on investments . . . . . . . . . . . . . . . . 3,000

Net cash used in investing activities . . . . . . . . . . . . . . . . . . . . . . . (23,000)

Net increase in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . $ 62,000
Cash and cash equivalents at beginning of year. . . . . . . . . . . . . . . . . 100,000

Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . $162,000
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Illustration 16-10B
Zenith City

Electric Utility Fund
Reconciliation of Net Operating Income to
Net Cash Provided by Operating Activities

For Year Ended June 30, 2018

Net operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (49,800)
Adjustments to reconcile net operating income to

net cash provided by operating activities:
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $122,000
Provision for uncollectible accounts . . . . . . . . . . . . . . . . . . . . . . . 1,000

Changes in assets and liabilities:
Increase in accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . (15,000)
Decrease in inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Decrease in prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . 500
Increase in accounts payable. . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

Total adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 113,000

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . . . . . $ 63,200

Many governments account for landfill operations in enterprise funds. GASB standards
require closure and post-closure costs to be recognized in the years in which the landfill is in
operation rather than when they are to be paid.9 Therefore, in each year of the landfill’s useful
life, the government recognizes, as both an expense and an increase in a liability, a portion of
the estimated costs for closure and post-closure care. The estimated total cost of landfill closure
and post-closure care includes:

1. The cost of equipment expected to be installed and facilities expected to be constructed
(e.g., ground-water monitoring wells, storm-water management systems, gas monitoring
systems, etc.) near or after the date that the landfill stops accepting waste.

2. The cost of final cover.

3. The cost of monitoring and maintaining the landfill during the post-closure period.

The current expense (and liability) is based on the percentage of the landfill actually used up
during the current period multiplied by the total estimated cost of closure and post-closure care.
For example, suppose a government uses 90,000 cubic feet of a landfill in one year. Total landfill
capacity is estimated at 4.5 million cubic feet. If closure and post-closure care costs are esti-
mated at $18,000,000, the entry to record the expense and liability for the year [based on
$18,000,000�(90,000 ‚ 4,500,000)] is as follows:

60. Landfill Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000
Liability for Landfill Costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000

In year 2, closure and post-closure cost estimates are adjusted to $18,500,000. Landfill used
during the year totaled 210,000 cubic feet. Landfill capacity has decreased to 4,250,000. The
entry to record the expense and liability for year 2 [$18,500,000� (300,000 ‚ 4,250,000)], less
$360,000 already recognized in year 1, is as shown on next page.

9 GASB Statement No. 18, Accounting for Municipal Solid Waste Landfill Closure and Post-Closure Care Costs
(Norwalk, CT: Governmental Accounting Standards Board, August 1993). Landfills accounted for in govern-
mental funds will calculate the accrued liability the same as in the given example. These landfills will recognize
expenditures and fund liabilities using the modified accrual basis of accounting. The long-term portion of the lia-
bility will be reported in the general long-term debt account group.
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61. Landfill Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 945,882
Liability for Landfill Costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 945,882

These standards allow for all expenses to be recognized by the date of the landfill closing.
Any landfill capital assets excluded from the calculation of the estimated total cost of landfill
closure and post-closure care should be fully depreciated by the date that the landfill stops
accepting solid waste.

If a municipality operates more than one enterprise fund, combining statements are
required in order to disclose the details of each nonmajor fund. GASB standards also require
that different, identifiable activities for major nonhomogeneous enterprise funds be presented to
prevent misleading financial statements. Presentation of information about these activities in
the notes to the financial statements is also required. An activity within an enterprise fund is
identifiable if it has specific revenue stream and related expenses. An activity is different if the
product, program, or services are generated from or provided by different activities. Examples
of different, identifiable activities are natural gas, water, and electricity utility services that may
be accounted for in one utility enterprise fund.

Internal Service Funds

Internal service funds are similar to enterprise funds in that they are self-sustaining, depend on
amounts charged for services rendered, and receive start-up resources. The difference is that
users of their services are other departments of the same governmental unit or other governmen-
tal units. A computer center, a printing department, a central purchasing department, a central
garage, and risk financing and self-insurance activities are accounted for in internal service
funds.

GASB Statement No. 34 permits governments to establish internal service funds ‘‘to report
any activity that provides goods or services to other funds, departments, or agencies of the pri-
mary government and its component units, or to other governments, on a cost-reimbursement
basis.’’ Since internal service funds do not deal with the general public and usually do not issue
bonds that result in restrictions, they do not have restricted assets. Their accounting procedures
resemble those for a commercial business. Internal service funds must recover their costs,
including depreciation, or be subsidized. Therefore, they maintain records of capital assets and
use the accrual basis of accounting. Budgetary accounts are not used, although budget forecasts
facilitate the calculation of overhead rates to be applied in determining charges. Billing rates of
internal service funds have received much attention because of the impact on expenditures of
other funds. Most experts agree that the amount of net income for any internal service fund
should be sufficient to allow for replacement of capital assets or payment of risk-related losses
but not so large as to accumulate large balances that could otherwise have stayed in the other
funds.

As discussed for enterprise funds, the establishment of an internal service fund may be by a
contribution or an advance from the municipality. Charges to customer departments are con-
sidered interfund services and appear as expenditures in the governmental funds, expenses in
the other proprietary funds, and revenue to the internal service fund.10 The financial statements
of internal service funds consist of the statement of net position, the statement of revenues,
expenses, and changes in fund net position, and the statement of cash flows. When more than
one internal service fund exists, combining statements are prepared. Major internal service
funds are not highlighted. These statements closely resemble commercial financial statements
and will not be illustrated.

10 GASB Statement No. 10, Accounting and Financial Reporting for Risk Financing and Related Insurance Issues
(Norwalk, CT: Governmental Accounting Standards Board, November 1989), allows governments to use
either the general fund or internal service fund for all risk financing and self-insurance activities. Many govern-
ments choose an internal service fund to charge other funds of the government entity for claims liabilities,
including future catastrophe losses based on actuarial estimates.
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R E F L E C T I O N
� Proprietary funds have a measurement focus of economic resources and use full accrual

basis accounting.

� The two proprietary funds are enterprise funds and internal service funds.

� Interfund activities between the proprietary funds and governmental funds are either

reciprocal transactions for the provision of goods or services (accounted for as revenue

and expenditures) or nonreciprocal (accounted for as interfund transfers).

FIDUCIARY FUNDS: TRUST AND AGENCY FUNDS
As mentioned in Chapter 15, fiduciary funds account for resources for which a governmental
unit is acting as a trustee or an agent for an external individual, organization, or government.
This category of funds includes private-purpose trust funds, investment trust funds, pension
trust funds, and agency funds.

Private-Purpose Trust Funds

This section will describe the accounting for private-purpose, investment, and pension trusts,
whose primary beneficiaries are external individuals, organizations, or other governments.
Examples of private-purpose funds are those established for holding performance deposits of
licenses, the establishment of scholarship funds to benefit external individuals, endowments
held to benefit needy employees or their families, Internal Revenue Code Section 457 deferred
compensation plans,11 and funds used to account for escheat property per GASB Statement
No. 21. Escheat property is defined by the GASB as ‘‘the reversion of property to a government
entity in the absence of legal claimants or heirs.’’12 Since the rightful owner or heir can reclaim
escheat property at any time, the receipt of escheat property is recorded in the governmental or
proprietary fund in which the property ultimately will be used and is offset with a liability
representing the best estimate of the amount ultimately expected to be reclaimed and paid.
Revenue is recognized for the amount not expected to be reclaimed. Escheat property held for
others is reported in a private-purpose trust or agency fund (depending on the length of time
the assets are expected to be held). Agency funds are described later in this chapter.

Private-purpose trust funds are accounted for in much the same manner as proprietary funds.
The establishment of these trusts results from the acceptance of assets that are invested to pro-
duce earnings for a designated external purpose. All assets, including land and other real estate,
are recorded at fair value. Changes in fair value are reported as investment income.13 It also
would be essential to differentiate between principal items and revenue items. One common
way to segregate the principal from revenues is to establish two funds—one to record principal
items and another to account for the earnings. This procedure becomes especially useful if
bonds are purchased at a premium as part of the trust fund. Cash flows and available revenue

3
O B J E C T I V E

Explain the usefulness of

and the accounting process

for fiduciary funds and how

these funds are reported.

11 GASB Statement No. 32, Accounting and Financial Reporting Internal Revenue Code Section 457, Deferred
Compensation Plans (Norwalk, CT: Governmental Accounting Standards Board, October 1997).

12 GASB Statement No. 21, Accounting for Escheat Property (Norwalk, CT: Governmental Accounting Stan-
dards Board, October 1993) as amended by GASB Statement No. 37, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local Governments: Omnibus (Norwalk, CT: Govern-
mental Accounting Standards Board, June 2001).

13 GASB Statement No. 52, Land and Other Real Estate Held or Investments by Endowments (Norwalk, CT: Gov-
ernmental Accounting Standards Board,November 2007).
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are not identical because of the amortization of the premium. The segregation process protects
the principal. When donors establish a private-purpose trust, the assets donated are credited to
Additions-Contributions in the endowment principal fund. Later, revenues earned are credited
to Additions-Revenues. A liability to the endowment earnings fund for the period’s interest
earnings is established, and a debit is made to recognize the interfund operating transfer.

The only source of assets for the endowment earnings fund is the net earnings transferred
from the private-purpose principal fund. These earnings are credited to Additions-Interfund
Operating Transfers. Distributions of such revenues are recorded as deductions. In the year-end
closing process of the private-purpose earnings fund, any difference between the amounts
received from the principal fund and total deductions is closed to Net Position Held in Trust,
which indicates that the undistributed assets are restricted.

The procedures for both the private-purpose endowment principal trust fund and
the endowment earnings fund for Cedar City are shown by the events and entries in
Illustration 16-12 on pages 854 and 855.

Two financial statements are required for private-purpose trust funds: a statement of fidu-
ciary net position and a statement of changes in fiduciary net position. The statements of
fiduciary net position for Cedar City’s Governmental Accounts Scholarship Fund are shown in
Illustration 16-11.

Illustration 16-11
Cedar City

Governmental Accounts Scholarship Fund
Statement of Fiduciary Net Position

For Period Ended December 31, 2018

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,640
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Unamortized premiums on investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360

$51,000

Liabilities

Due to governmental accounts scholarship earnings fund. . . . . . . . . . . . . . . . . . . . . . . . 1,000

Net position held in trust for benefit of scholarship recipients . . . . . . . . . . . . . . . . . . . . . $50,000

Cedar City
Governmental Accounts Scholarship Fund

Statement of Fiduciary Net Position
For Period Ended December 31, 2017

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 560
Due from governmental accounting scholarship principal fund . . . . . . . . . . . . . . . . . . . 1,000

$1,560

Net position held in trust for benefit of scholarship recipients . . . . . . . . . . . . . . . . . . . . . $1,560
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Illustration 16-12
aa

Event

Cedar City receives an endowment of $50,000 to establish a nonexpendable trust fund
whose revenue is to be used to encourage students to study governmental accounting.

9% bonds with a face value of $40,000 are purchased at 101, maturing in 10 years.
The premium will be amortized using the straight-line method.

Bond interest of $3,600 is received.

The liability to endowment revenues fund for net revenue is recorded.

Cash due is remitted.

A grant of $3,000 is given to a student.

Books are closed at year-end.

Investment Trust Funds

An investment trust fund is used to account for the assets, liabilities, net position, and changes in
net position of external participants in an investment pool managed by the government for
other governments and not-for-profit organizations. Because the accounting and financial
reporting requirements are very similar to the private-purpose trust fund, already illustrated,
no journal entries or financial statements are provided in this chapter. As in the examples of
private-purpose trusts, proper accounting for gains and losses, whether realized through the sale
of investments or unrealized through the appreciation or depreciation of fair value, is an impor-
tant topic to the preservation of the trust. Thus, the economic measurement focus and full
accrual basis of accounting are used in these funds.

Pension Trust Funds

Public employees retirement system funds are accounted for in pension trust funds. In no other
area of accounting is actuarial assistance so vital. Abiding by the requirements of the retirement
plan and considering the employee population as to age, gender, marital status, and the myriad
of other variables that affect working lives and retirement, actuaries must estimate the amount
of resources necessary as of a given date to meet retirement commitments. To protect the
employees’ interests, pension trust funds use a full accrual basis of accounting.

Contributions to a retirement plan may be from both the employer and employees
(a contributory plan) or from the employer only (a noncontributory plan). Employees who
resign usually have the option to withdraw their own contributions (but not the employer’s
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Entries in Endowment Principal Trust Fund
(Nonexpendable Trust)

Entries in Endowment Earnings Trust Fund
(Expendable Trust)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 No entry.
Additions—Contributions . . . . . . . . . 50,000

Investments . . . . . . . . . . . . . . . . . . . . . . 40,000 No entry.
Unamortized Premium. . . . . . . . . . . . . . 400

Cash . . . . . . . . . . . . . . . . . . . . . . . . . 40,400

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600 No entry.
Unamortized Premium . . . . . . . . . . . . 40
Additions—Revenues. . . . . . . . . . . . . 3,560

Interfund Operating Transfers-Out. . . . . 3,560 Due from Endowment Principal Fund. . . . . 3,560
Due to Endowment Earning Fund. . . . 3,560 Interfund Operating Transfers-In . . . . . . 3,560

Due to Endowment Revenues Fund . . . . 3,560 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,560
Cash . . . . . . . . . . . . . . . . . . . . . . . . . 3,560 Due from Endowment Principal Fund . . . 3,560

No entry. Expense—Scholarship . . . . . . . . . . . . . . . 3,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Additions—Revenues . . . . . . . . . . . . . . 3,560 Interfund Operating Transfers-In . . . . . . . . 3,560
Interfund Operating Transfers-Out . . . 3,560 Expense—Scholarship. . . . . . . . . . . . . . 3,000

Net Position—Held in Trust for
benifit of Scholarships . . . . . . . . . . . . 560

contributions) or to leave them in the plan as vested amounts, providing certain requirements
are met. The amounts belong to the employee, who will have access to them upon meeting pre-
scribed retirement conditions.

Increases in the resources of pension trust funds result from employee and employer contri-
butions, investment earnings, and net appreciation (depreciation) in plan assets. Decreases in
resources result from payments to retired employees, refunds to contributors, and administra-
tive costs.

All assets of a pension trust belong to the employees, and claims against these assets are
reflected in either the liabilities or the restricted net asset balance.

A statement of changes in plan net position14 is shown in Illustration 16-13 on page 856.
The statement of changes in plan net position reports additions to net position rather than rev-
enues, and deductions from net position rather than expenses. The statement of plan net posi-
tion for Desert City’s retirement plan as of June 30, 2018, is shown in Illustration 16-14 on
page 857. The fund has been operating for several years and has significant investments.

The liability shown on the statement of plan net position (see Illustration 16-14) is the cur-
rent benefits payable. The long-term, actuarially determined, projected benefit obligation is dis-
closed in the footnotes.

14 GASB Statement No. 50, Pension Disclosures: An Amendment to GASB Statements No. 25, Financial Report-
ing for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans, and GASB
statement No. 27, Accounting for Pensions by State and Local Government Employees (Norwalk, CT: Govern-
mental Accounting Standards Board, May 2007 and November 1994).
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Illustration 16-13
Desert City’s Retirement Plan

Statement of Changes in Plan Net Position
For Year Ended June 30, 2018

Additions:

Contributions:
Employer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 137,000
Plan member . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Total contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 227,000

Investment income:
Net appreciation (depreciation) in fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (241,400)
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,000
Dividends. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 123,900
Real estate operating income, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,700
Less investment expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (54,000)

Net investment income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (3,800)

Total additions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 223,200

Deductions:
Benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 170,434
Refunds of contributions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,750
Administrative expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Total deductions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 191,184

Net increase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 32,016
Net position held in trust for pension benefits:

Beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,651,964

End of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,683,980

The statement of plan net position adheres to the all-inclusive approach, whereby the net
increase (decrease) is added to the total of plan assets at the beginning of the period to yield their
total at the end of the period. A statement of cash flows is not required. Governments must
also include in the notes to the financial statements as Required Supplementary Information
(1) a current funded status of plan, (2) a schedule of funding progress, (3) a schedule of
employer contributions for at least six plan years, and (4) information on actuarial methods and
assumptions.

Issued in 2004, GASB Statement No. 43 establishes accounting and financial reporting
standards for plans that provide other postemployment benefits (OPEB), such as health care
benefits and life insurance. The financial report of the participating employer plan sponsor,
public employee retirement system, or other entity that administers the plan should include (1)
a statement of postemployment plan net position, (2) a statement of changes in postemploy-
ment plan net position, and (3) notes to the financial statements, all prepared in accordance
with the pension plan reporting standards.15

15 GASB Statement No. 43, Financial Reporting for Postemployment Benefit Plans Other than Pension Plans
(Norwalk, CT: Governmental Accounting Standards Board, April 2004).
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Illustration 16-14
Desert City’s Retirement Plan
Statement of Plan Net Position

As of June 30, 2018

Assets

Cash and short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 66,000

Receivables:
Employer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 16,500
Interest and dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,500

Total receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000

Investments, at fair value:
U.S. government obligations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 541,300
Municipal bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,585
Domestic corporate bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 892,300
Domestic stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,276,500
International stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 461,350
Mortgages . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 149,100
Real estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 184,900
Venture capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,795

Total investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,565,830

Properties, at cost, net of accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,350

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,688,180

Liabilities

Refunds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200

Net position held in trust for pension benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,683,980

Agency Funds

An agency fund is required when money collected or withheld, such as deductions from govern-
ment employees’ salaries for social security or for hospitalization premiums, must be forwarded
to the proper destination. Agency funds frequently have no end-of-period balances because
money is transferred prior to the end of the period. When the money has not been forwarded, a
liability to the ultimate recipient is shown. There is no fund equity, and the only financial state-
ment would be a statement of net position listing the assets held and the related liabilities. If
the agency fund is to receive a fee for its services, the amount usually is recorded as a liability to
the general fund of the governmental unit. The general fund records a receivable and revenue
if the amount is to be collected within the current period. For example, state law may give a
county the responsibility for collecting property taxes levied within its boundaries, with
the county receiving a fee to cover its administration of the plan. The county, as well as each
political subdivision, would record its share of taxes receivable in its general fund. The tax
agency fund of Zee County would make the following series of entries for the events described
on next page.
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Event Entry in Tax Agency Fund

62. Gross taxes receivable to be collected for all units are as
follows:

Taxes Receivable for All Units . . . . . . . . . . 1,000,000
Due to Other Governmental Funds and

Units . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Zee County . . . . . . . $ 300,000
X City . . . . . . . . . . . 600,000
T Town . . . . . . . . . . 100,000

Total . . . . . . . . . . $1,000,000

Entry in Zee County general fund:

Taxes Receivable. . . . . . 300,000
Revenues . . . . . . . . . . . 300,000

63. Taxes are collected. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
Taxes Receivable for All Units . . . . 1,000,000

64. The liability to each unit is recorded, net of a 2% fee earned
by the county for collection and processing for other units.
(The county would not charge itself a fee.) The fee is to be
remitted to the county general fund.

Due to Other Governmental Funds
and Units . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Due to Zee County General Fund. . 314,000
Due to X City. . . . . . . . . . . . . . . . . . 588,000
Due to T Town. . . . . . . . . . . . . . . . . 98,000

Entry in Zee County general fund:

Due from Agency Fund 314,000
Taxes Receivable . . 300,000
Revenue . . . . . . . . . 14,000

65. Cash is released to each governmental unit. Due to Zee County General Fund . . . . . 314,000
Due to X City . . . . . . . . . . . . . . . . . . . . . 588,000
Due to T Town . . . . . . . . . . . . . . . . . . . . 98,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000

Entry in Zee County general fund:

Cash . . . . . . . . . . . . . . . . . . . . . . 314,000
Due from Agency Fund . . . . . . 314,000

. . . . . . . . . . . . .

. . . . . . . . . . . . .

. . . . . . . . . . . . .

. . . . . . . . . . . . .

. . . . . . .

. . . . . . .

The general fund of X City records the receipt of cash from the tax agency fund, net of the
fee, as follows:

66. Cash (for net proceeds) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 588,000
Expenditures (for fee charged) . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Taxes Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

Agency funds also are used in the case of a capital project undertaken by a government in
which special assessment bonds were issued but for which it has no financial responsibility in
case of nonpayment. The government functions as an agent or a financial conduit between the
bondholders and the owners of the assessed property. When property owners are assessed, an
entry is recorded in the agency fund as follows:

67. Special Assessments Receivable—current. . . . . . . . . . . . . . . . . XXX
Special Assessments Receivable—Noncurrent . . . . . . . . . . . . . XXX

Due to Special Assessment Bond Creditors . . . . . . . . . . . . . . XXX

When collections from assessed property owners are received by the agency fund, the entry
shown on next page is made.

858 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



68. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Special Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . XXX

Due to Special Assessment Bond Creditors (interest) . . . . . . . . . . . . . . XXX

Upon payment to the bondholders, the entry is as follows:

69. Due to Special Assessment Bond Creditors . . . . . . . . . . . . . . . . . . . . . . . XXX
Due to Special Assessment Bond Creditors (interest) . . . . . . . . . . . . . . . . XXX

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Neither the liability for principal repayment nor the debt service expenditures are recorded
in any other fund or group because the governmental unit was not obligated in any manner.

Finally, a government may account for the proceeds and disbursement of ‘‘pass-through’’
grants, entitlements, or shared revenues from federal or state governments in an agency fund
only when it serves as a cash conduit, e.g., merely transmitting funds to the secondary recipient
without having any administrative or direct financial involvement in the grant.16

R E F L E C T I O N
� Fiduciary funds include private-purpose trust funds, investment trust funds, pension trust

funds, and agency funds.

� Fiduciary funds use full accrual-basis accounting.

� Financial statements of fiduciary funds include a statement of net position and a

statement of changes in net position.

GOVERNMENTAL ACCOUNTING—
INTERACTIONS AMONG FUNDS
In governmental accounting, each fund or group is a separate accounting entity, entrusted to
record only a limited phase of an event. Complete recording, as shown in Chapters 15 and 16,
often involves more than one fund or group. In addition, transactions among funds are fre-
quent. Throughout this and the previous chapter, interfund transactions have been defined.
They include:

1. Interfund operating transfers between governmental funds for services provided and used—
recorded as other financing sources/uses;

2. Interfund operating transfers between governmental and proprietary funds for services pro-
vided and used—recorded as revenues and expenditures/expenses;

3. Interfund nonreciprocal transfers (where no expectation or requirement of repayment exists
as in the case of contributions and payments in lieu of taxes)—recorded as other financing
sources/uses if between governmental funds, and as interfund transfers that appear after non-
operating revenues if between governmental and proprietary funds; and

4. Interfund loans—classified into two categories—as either due to/from other funds for short-
term amounts or advances to/from other funds for amounts that will be repaid over several
years.

16 GASB Statement No. 24, Accounting and Financial Reporting for Certain Grants and Other Financial Assis-
tance (Norwalk, CT: Governmental Accounting Standards Board, June 1994).

4
O B J E C T I V E

Identify and account for

transactions that affect

different funds and/or

account groups.
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A final interfund transaction is a reimbursement where one fund may reimburse another for
supplies or other items paid on its behalf. For example, the general fund might pay the entire
rental of a facility even though the facility is to be used for both the general government and
activities of a special revenue fund. When the expenditure is made by the general fund, the entry
is as follows:

70. Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

When the reimbursement is received from the special revenue fund for its share of the rent,
the entries in each fund are as follows:

Illustration 16-15
Matrix of Selected Events Requiring Entry in More than One Fund or Account Group

Events to Be Recorded

1. Purchase of equipment with general fund resources for $40,000.
2. Issuance of $500,000 of general obligation serial bonds at an $8,000 premium for city hall construction.
3. Transfer by general fund to meet $100,000 matured serial bonds and $50,000 interest payments.
4. Payment of $50,000 bond interest and $100,000 matured serial bonds. Fiscal agent is used for payment.
5. Completion of special assessment construction project. $150,000 paid to date; $50,000 final payment.
6. Levy of $5,000 property taxes by general fund against city’s utility (quasi-external).
7. Billing of general and special revenue funds for central computer service ($12,000 and $20,000) (quasi-external).
8. Contribution made by city to establish a nonexpendable trust fund of $98,500. Income will be used for library operations.
9. Remittance of the city’s $16,000 share of self-insurance costs for current period to an internal service fund.

10. Reimbursement of $15,000 by the special revenue fund to the general fund for general government supplies expenditures initially
made in the general fund properly charged to a community development project.

11. Recording of depreciation, $6,000 enterprise fund, $13,000 internal service fund.
12. Redemption of final $100,000 serial of general obligation bonds, with $3,000 deficiency covered by general fund. Fiscal agent is

used for payment.

13. Closing entry for capital projects fund involving a partially completed project. Cost to date is $130,000; revenues during the period
are $300,000.

14. Payroll expenditures totaled $5,000 and included $1,000 payroll withholdings for taxes and insurance plus employer’s share of
these costs. $1,000 is transferred to an agency fund for remittance as follows: Private insurance company, $200; federal
government, $600; and state government, $150. The agency fund makes the remittances.

15. A 5-year lease agreement was signed for equipment. The present value of the lease payments is $50,000.
16. The pension expense was determined to be $4,500. Of this amount, $3,000 was transferred to the pension trust and $1,500 will

be transferred in the future.
17. Claims and judgments against the city were estimated at $15,000. The city attorney determined that it was probable that the claims

would be settled against the city. Of the $15,000, $3,000 was estimated to be paid out this fiscal year.
18. Closure and post-closure costs of local landfill were estimated at $600,000. Landfill used this period was estimated at 1,000 cubic

yards, and total landfill is 100,000 cubic yards. Landfill operations are accounted for in enterprise funds.
19. Debt was refunded. The refunding met the criteria for in-substance defeasance. Proceeds of the new debt issue were placed in trust

with an escrow agent.
20. Investments carried at $5,500 have a fair value of $5,750 in the general fund. Pension investments carried at $102,000 have a fair

value of $101,000.
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Governmental Funds Proprietary Funds
Fiduciary

Fund Account Groups

General
Special
Revenue

Debt
Service

Capital
Projects Permanent Enterprise

Internal
Service

Trust and
Agency

General
Fixed Assets

General Long-
Term Debt

X — — — — — — — X — 1.
— — X X — — — — — X 2.
X — X — — — — — — X 3.
— — X — — — — — — X 4.
— — — X — — — — X — 5.
X — — — — X — — — — 6.
X X — — — — X — — — 7.
X — — — X — — — — — 8.
X — — — — — X — — — 9.
X X — — — — — — — — 10.

— — — — — X X — — — 11.
X — X — — — — — — X 12.

— — — X — — — — X — 13.

X — — — — — — X — — 14.

X — — — — — — — X X 15.
X — — — — — — X — X 16.

X — — — — — — — — X 17.

— — — — — X — — — — 18.

— — X — — — — — — X 19.

X — — — — — — X — — 20.

71. General fund: Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Special revenue fund: Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

To serve as a reference and to review governmental accounting, Illustration 16-15 provides a
matrix of selected events that are recorded in more than one fund or group. Used in the matrix
are the five governmental funds (general, special revenue, debt service, capital projects, and per-
manent funds), the two types of proprietary funds (enterprise and internal service), trust and
agency funds, and the two account groups for general fixed assets and general long-term debt.17

The entries to record the events related to the 20 events in the matrix are as follows:

17 GASB Statement No. 38, Certain Financial Statement Note Disclosures (Norwalk, CT: Governmental Account-
ing Standards Board, June 2001), requires that details about interfund transfers and balances are reported in
the notes to the financial statements. These details should include the purpose of the transfer, the provider and
recipient funds, and a description and amount of significant nonroutine transfers.
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Journal Entries for Transactions Affecting More than One Fund

Event Funds Accounts

1. Purchase of equipment with
general fund resources for
$40,000.

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Vouchers Payable . . . . . . . . . . . . . . . . . . . . 40,000

General Fixed Assets Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Account Group Investment in General Fixed Assets—

General Fund Revenues . . . . . . . . . . . . . . 40,000

2. Issuance of $500,000 of
general obligation serial bonds
at an $8,000 premium for city
hall construction.

Capital Projects Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 508,000
Other Financing Sources . . . . . . . . . . . . . . . 500,000
Other Financing Sources—Premium . . . . . . 8,000

Other Financing Uses . . . . . . . . . . . . . . . . . . . 8,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Debt Service Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Other Financing Sources . . . . . . . . . . . . . . . 8,000

General Long-Term Debt Amount to Be Provided for Payment of
Serial Bonds. . . . . . . . . . . . . . . . . . . . . . . . . 500,000Account Group

Serial Bonds Payable . . . . . . . . . . . . . . . . 500,000

3. Transfer by general fund to meet
$100,000 matured serial bonds
and $50,000 interest payment.

General Fund Other Financing Uses . . . . . . . . . . . . . . . . . . . 150,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Debt Service Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Other Financing Sources . . . . . . . . . . . . . . . 150,000

General Long-Term Debt Amount Available in Debt Service Fund—

Serial Bonds. . . . . . . . . . . . . . . . . . . . . . . . . 100,000Account Group
Amount to Be Provided for Payment of

Serial Bonds . . . . . . . . . . . . . . . . . . . . . 100,000

4. Payment of $50,000 bond
interest and $100,000 matured
serial bonds. Fiscal agent is
used for payment.

Debt Service Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Matured Bonds Payable . . . . . . . . . . . . . . . 100,000
Matured Interest Payable . . . . . . . . . . . . . . . 50,000

Cash with Fiscal Agent . . . . . . . . . . . . . . . . . . 150,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Debt Service Fund Matured Bonds Payable . . . . . . . . . . . . . . . . . 100,000
Matured Interest Payable. . . . . . . . . . . . . . . . . 50,000

Cash with Fiscal Agent . . . . . . . . . . . . . . . . 150,000

General Long-Term Debt Serial Bonds Payable. . . . . . . . . . . . . . . . . . . . 100,000
Account Group Amount Available in Debt Service Fund—

Serial Bonds . . . . . . . . . . . . . . . . . . . . . . . 100,000

5. Completion of special
assessment construction project.
$150,000 paid to date;
$50,000 final payment.

Capital Projects Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

General Fixed Assets Improvements Other than Buildings. . . . . . . . . 200,000
Account Group Construction in Progress . . . . . . . . . . . . . . . 150,000

Investment in General Fixed Assets—

Capital Projects Funds (special
assessments). . . . . . . . . . . . . . . . . . . . . . . 50,000

6. Levy of $5,000 property taxes
by general fund against city’s
utility.

General Fund Due from Enterprise Fund. . . . . . . . . . . . . . . . . 5,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Enterprise Fund Property Tax Expense . . . . . . . . . . . . . . . . . . . 5,000
Due to General Fund . . . . . . . . . . . . . . . . . . 5,000
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Event Funds Accounts

7. Billing of general and special
revenue funds for central
computer service ($12,000 and
$20,000, respectively).

Internal Service Fund Due from General Fund . . . . . . . . . . . . . . . . . . 12,000
Due from Special Revenue Fund . . . . . . . . . . . 20,000

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Due to Internal Service Fund . . . . . . . . . . . . 12,000

Special Revenue Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Due to Internal Service Fund . . . . . . . . . . . . 20,000

8. Contribution made by city to
establish a nonexpendable trust
fund of $98,500. Income from
this fund will be used for library
operations.

General Fund Other Financing Uses—Transfer to
Trust Fund. . . . . . . . . . . . . . . . . . . . . . . . . . . 98,500

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,500

Permanent Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,500
Other Financing Sources—Transfer from

General Fund . . . . . . . . . . . . . . . . . . . . . . 98,500

9. Remittance of the city’s
$16,000 share of self-insurance
costs for current period to an
internal service fund.

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Internal Service Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

10. Reimbursement of $15,000 by
the special revenue fund to the
general fund for general
government supplies
expenditures initially made in
the general fund and properly
charged to a community
development project.

Special Revenue Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

General Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . 15,000

11. Recording of depreciation,
$6,000 enterprise fund,
$13,000 internal service fund.

Enterprise Fund Depreciation Expense . . . . . . . . . . . . . . . . . . . 6,000
Accumulated Depreciation . . . . . . . . . . . . . 6,000

Internal Service Fund Depreciation Expense . . . . . . . . . . . . . . . . . . . 13,000
Accumulated Depreciation . . . . . . . . . . . . . 13,000

12. Redemption of final $100,000
serial of general obligation
bonds, with $3,000 deficiency
covered by general fund. Fiscal
agent is used for payment.

General Fund Other Financing Uses . . . . . . . . . . . . . . . . . . . 3,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Debt Service Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Other Financing Sources . . . . . . . . . . . . . . . 3,000

Cash with Fiscal Agent . . . . . . . . . . . . . . . . . . 100,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Matured Bonds Payable . . . . . . . . . . . . . . . 100,000

Matured Bonds Payable . . . . . . . . . . . . . . . . . 100,000
Cash with Fiscal Agent . . . . . . . . . . . . . . . . 100,000

General Long-Term Amounts Available in Debt Service Fund. . . . . 100,000
Debt Account Group Amount to Be Provided for Payment of

Serial Bonds . . . . . . . . . . . . . . . . . . . . . . . 100,000

Serial Bonds Payable. . . . . . . . . . . . . . . . . . . . 100,000
Amounts Available in Debt Service Fund . . . 100,000

13. Closing entry for capital projects
fund involving a partially
completed project. Cost to date
is $130,000; revenues during
the period are $300,000.

Capital Projects Fund Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Fund Balance—Committed . . . . . . . . . . . . . 170,000

(continued)
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Event Funds Accounts

General Fixed Assets Construction in Progress . . . . . . . . . . . . . . . . . 130,000
13. Account Group Investment in General Fixed Assets—

Capital Projects Fund . . . . . . . . . . . . . . . . 130,000

14. Payroll expenditures totaled
$5,000 and included $1,000
payroll withholdings for taxes
and insurance plus employer’s
share of these costs. $1,000 is
transferred to an agency fund
for remittance as follows: private
insurance company, $200;
federal government, $650; and
state government, $150. The
agency fund makes the
remittances.

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Due to Agency Fund. . . . . . . . . . . . . . . . . . . 1,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

Agency Fund Due from General Fund . . . . . . . . . . . . . . . . . . 1,000
Due to Insurance Company . . . . . . . . . . . 200
Due to Federal Government . . . . . . . . . . . 650
Due to State . . . . . . . . . . . . . . . . . . . . . . . 150

General Fund Due to Agency Fund . . . . . . . . . . . . . . . . . . . . 1,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Agency Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Due from General Fund . . . . . . . . . . . . . . 1,000

Due to Insurance Company . . . . . . . . . . . . . . . 200
Due to Federal Government. . . . . . . . . . . . . . . 650
Due to State . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

15. A 5-year lease agreement was
signed for equipment. The
present value of the lease
payments is $50,000.

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Other Financing Sources . . . . . . . . . . . . . . . 50,000

General Long-Term Amount to Be Provided . . . . . . . . . . . . . . . . . . 50,000
Debt Account Group Lease Payable . . . . . . . . . . . . . . . . . . . . . . . 50,000

General Fixed Assets Leased Asset . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Account Group Investment in General Fixed Assets—

Capital Lease . . . . . . . . . . . . . . . . . . . . . . 50,000

16. The pension expense was
determined to be $4,500.
Of this amount, $3,000 was
transferred to the pension trust.
$1,500 will be transferred in
the future.

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

General Long-Term Amount to Be Provided . . . . . . . . . . . . . . . . . . 1,500
Debt Account Group Unfunded Pension Obligation . . . . . . . . . . . 1,500

Pension Trust Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Receivable from Employer . . . . . . . . . . . . . . . . 1,500

Contributions—Employer . . . . . . . . . . . . . . 4,500

17. Claims and judgments against
the city were estimated at
$15,000. The city attorney
determined that it was probable
that the claims would be settled
against the city. Of the
$15,000, $3,000 was
estimated to be paid out this
fiscal year.

General Fund Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Claims and Judgments Payable . . . . . . . . . . 3,000

General Long-Term Amount to Be Provided . . . . . . . . . . . . . . . . . . 12,000
Debt Account Group Claims and Judgments Payable . . . . . . . . . . 12,000

18. Closure and post-closure costs
of local landfill were estimated
at $600,000. Landfill used this
period was estimated at 1,000
cubic yards, and total landfill is
100,000 cubic yards. Landfill
operations are accounted for in
enterprise funds.

Enterprise Fund Landfill Expense. . . . . . . . . . . . . . . . . . . . . . . . 6,000
Liability for Landfill Costs . . . . . . . . . . . . . . . 6,000
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Event Funds Accounts

19. Debt was refunded. The
refunding met the criteria for in-
substance defeasance.
Proceeds of the new debt issue
were placed in trust with an
escrow agent.

Debt Service Fund Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Other Financing Sources . . . . . . . . . . . . . . . 100,000

Other Financing Uses . . . . . . . . . . . . . . . . . . . 100,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

General Long-Term Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Debt Account Group Amount to Be Provided. . . . . . . . . . . . . . . . . 100,000

Amount to Be Provided . . . . . . . . . . . . . . . . . . 100,000
Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . 100,000

20. Investments carried at $5,500
have a fair value of $5,750 in
the general fund. Pension
investments carried at
$102,000 have a fair value of
$101,000.

General Fund Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 250
Net Appreciation in Fair Value of

Investments. . . . . . . . . . . . . . . . . . . . . . . . 250

Pension Trust Fund Net Depreciation in Fair Value of
Investments. . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Investments. . . . . . . . . . . . . . . . . . . . . . . . 1,000

R E F L E C T I O N
� Each fund or account group is a separate accounting entity.

� One transaction often affects more than one fund or account group.

UNDERSTANDING THE ISSUES

1. Why are fixed assets, acquired with proceeds from general obligation bond issues,
not permanently accounted for in a capital projects fund?

2. If a capital projects fund has authority to continue operations over several fiscal peri-
ods, why is it desirable to close its records at the end of each period?

3. Explain the necessity to introduce a deferred inflows of resources account in the
levy of capital special assessments.

4. The debt service fund does not use budgetary accounts. What is the logic for not
doing so?

5. When a debt service fund receives resources, it might credit Revenues or Other
Financing Sources. Under what circumstances would each of these credits be used?

6. What characteristic determines whether an activity should be accounted for in a
special revenue fund or in a permanent fund?

7. Describe two major types of interfund transfers. Under what circumstances is each
used?

8. What is the difference between an agency fund and a trust fund?

9. What is the difference between an enterprise fund and an internal service fund?

10. Explain the difference between expenses and expenditures in a state and a local
government.

11. Describe the difference between accounting for governmental funds and proprie-
tary funds.

12. What is the difference between a permanent fund and a private-purpose trust
fund?
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EXERCISES

Exercise 1 (LO 1, 2) Other governmental funds, proprietary funds. Select the best
answer for each of the following multiple-choice items. (Nos. 1, 2, 4, 6, 9, and 10 are AICPA
adapted.)

1. Which of the following statements is incorrect concerning a governmental entity’s statement
of cash flows?

a. Cash flows from capital financing activities and cash flows from noncapital financing
activities are reported separately.

b. The statement format is the same as that of a business enterprise’s statement of cash
flows.

c. Cash flows from operating activities may not be reported using the indirect method.
d. The cash flows statement is not prepared by the general fund.

2. Which of the following funds of a governmental unit recognizes revenues in the accounting
period only when they are both available and measurable?

General Fund Enterprise Fund

a. Yes No
b. No Yes
c. Yes Yes
d. No No

3. If an internal service fund is intended to operate on a cost-reimbursement basis, then user
charges should

a. cover the full costs, both direct and indirect, of operating the fund.
b. cover the full costs of operating the fund and provide for future expansion and replace-

ment of capital assets.
c. cover at a minimum the direct costs of operating the fund.
d. do all of the above.

4. The billings for transportation services provided to other governmental units are recorded
by the internal service fund as

a. other financing sources.
b. intergovernmental transfers.
c. transportation appropriations.
d. operating revenues.

5. Bonds are issued at a premium by a capital projects fund. The premium should be

a. retained in the capital projects fund.
b. credited directly to the restricted fund balance of the capital projects fund.
c. transferred to the debt service funds.
d. used to reduce the net cost of the project involved.

6. Revenues that are legally restricted to expenditures for specified purposes should be
accounted for in special revenue funds, including

a. accumulation of resources for payment of general long-term debt principal and interest.
b. pension trust fund revenues.
c. gasoline taxes to finance road repairs.
d. proprietary fund revenues.
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7. The police department of the city of Elizabeth acquires a new police car during the current year.
In reporting the balance sheet for the governmental funds within the fund-based financial state-
ments, what reporting is made of this police car?

a. It is reported as a police car at its cost.
b. It is reported as a police car at cost less accumulated depreciation.
c. It is reported as equipment at fair value.
d. It is not reported.

8. Resources for a capital improvement are provided by special assessments. At the start of the
second year of the project, a reclassification entry in the debt service fund that debits
Deferred Inflows of Resources would credit

a. Special Assessments Receivable—NonCurrent.
b. Fund Balance Restricted for Special Assessments.
c. Unassigned Fund Balance.
d. Revenues.

9. Eureka City should issue a statement of cash flows for which of the following funds?

Eureka City Hall
Capital Projects Fund

Eureka Water
Enterprise Fund

a. No Yes
b. No No
c. Yes No
d. Yes Yes

10. Delaware City’s serial bonds are serviced through a debt service fund with cash provided by
the general fund. In a debt service fund’s statements, how are cash receipts and cash
payments reported?

Cash Receipts Cash Payments

a. Revenues Expenditures
b. Revenues Other financing sources
c. Other financing sources Other financing use
d. Other financing sources Expenditure

Exercise 2 (LO 3, 4) Trust funds, various funds, and account groups. Select the best
answer for each of the following multiple-choice items. (Nos. 4, 7, and 10 are AICPA adapted.)

1. In which of the following fund types of a city government are revenues and expenditures
recognized on the same basis of accounting as the general fund?

a. Private-purpose trust funds
b. Internal service
c. Enterprise
d. Debt service

2. Which of the following is not a fiduciary fund?

a. Permanent fund
b. Agency fund
c. Investment trust fund
d. Pension trust fund

3. Accounting for permanent funds closely resembles the accounting for

a. internal service funds.
b. general funds.
c. enterprise funds.
d. agency funds.
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4. In what fund type should the proceeds from special assessment bonds issued to finance con-
struction of sidewalks in a new subdivision be reported?

a. Agency fund
b. Special revenue fund
c. Enterprise fund
d. Capital projects fund

5. When establishing an investment pool, Eureka City will account for all of the pooled
investments in

a. an investment trust fund at fair value at the date the pool is created.
b. an agency fund at fair value as of the last balance sheet date.
c. the general fund at fair value as of the last balance sheet date.
d. the general fund at fair value at the date the pool is created.

6. A debt service fund should be used to account for the payment of interest and principal on

a. debt recorded in the general long-term debt account group or similar list.
b. debt secured by the revenues of an enterprise fund.
c. debt recorded as a liability in the general fund.
d. all of the above.

7. Taxes collected and held by Dunne County for a school district would be accounted for in
which of the following funds?

a. Trust
b. Agency
c. Special revenue
d. Internal service

8. If a governmental unit makes no guarantees regarding repayment of a capital improvement
special assessment bond issue, the liability for the bonds would

a. not appear in the financial statements or in their notes.
b. not appear in the financial statements but would appear in the notes to the financial

statements.
c. appear in the capital projects fund.
d. appear in the general long-term debt account group.

9. The following is a correct entry:

Pension Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Net Pension Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

The entry would be found in the

a. capital projects fund.
b. enterprise fund.
c. general fund.
d. debt service fund.

10. On June 28, 2019, Brock City’s debt service fund received funds for the future repayment
of bond principal. As a consequence, the general long-term debt account group reported

a. an increase in the amount available in debt service funds and an increase in the fund balance.
b. an increase in the amount available in debt service funds and an increase in the amount

to be provided for bonds.
c. an increase in the amount available in debt service funds and a decrease in the amount

to be provided for bonds.
d. no changes in any amount until the bond principal is actually paid.

Exercise 3 (LO 1) General obligation bonds, fixed asset construction. Select the best
response for each of the following multiple-choice questions that refer to the transactions of
Beloit City. (No. 4 is AICPA adapted.)

On March 2, 2018, Beloit City issued 10-year general obligation bonds at face amount,
with interest payable on March 1 and September 1. The proceeds were to be used to finance the
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construction of a civic center over the period of April 1, 2018, to March 31, 2019. During the
fiscal year ended June 30, 2018, no resources had been provided to the debt service fund for the
payment of principal and interest.

1. On June 30, 2018, Beloit’s debt service fund should include interest payable on the general
obligation bonds for

a. zero months.
b. three months.
c. four months.
d. six months.

2. Proceeds from the general obligation bonds should be recorded in the

a. general fund.
b. capital projects fund.
c. general long-term debt account group.
d. debt service fund.

3. The liability for the general obligation bonds should be recorded in the

a. general fund.
b. capital projects fund.
c. general long-term debt account group.
d. debt service fund.

4. On June 30, 2018, the balance sheet part of Beloit’s fund financial statements should report
the construction in progress for the civic center in the

Capital Projects
Fund

General Fixed Assets
Account Group

a. Yes Yes
b. Yes No
c. No No
d. No Yes

Exercise 4 (LO 1) General obligation bonds, fixed asset construction. Prepare jour-
nal entries to record the following events. Identify every fund(s) or group of accounts in which
an entry is made.

a. The city authorized the construction of a city hall to be financed by a $6,000,000 contribu-
tion of the general fund and the proceeds of a $30,000,000 general obligation serial bond
issue. Both amounts are budgeted to be received in the current year. Expenditures during the
current year are estimated to be $14,000,000. Budgetary accounts are used.

b. The general fund remits the $6,000,000.
c. The bonds are sold for 99; issue costs totaled $50,000.
d. A contract is signed with Mader Construction Company for construction of the city hall for

an estimated contract cost of $32,000,000. The contract was authorized by a city official
delegated authority by the city council.

e. By year-end, $7,000,000 is paid against the contract with Mader Construction Company.

Exercise 5 (LO 1) Special assessments levy, capital projects fund. In 2018, the town
of Bayview authorized the construction of two concrete roadways. The public works depart-
ment estimates the project cost at $400,000, $20,000 of which is transferred from the general
fund to the capital projects fund. The balance will be paid for through a special assessments levy
on benefiting property owners. On January 1, 2018, $380,000, 4-year, 10% special assessment
bonds are issued at face value to finance the property owners’ portion. Payments of $47,500
plus interest are made each June 30 and December 31. The bonds were issued. The town guar-
antees payment of the debt.

Purchase orders totaling $80,000 are issued, and a contract is signed for the estimated
$320,000 additional cost of the project. The purchase order was approved by a town official.
The contract was approved by formal action of the town council, which is the highest level of
authority within the town. Invoices for all purchase orders total $74,000. The actual contract
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cost is $375,000. Liabilities for these amounts are entered. Except for $30,000 withheld on the
contract until final approval, all liabilities related to the completed construction are paid. Bay-
view does not use budgetary accounts for these projects. Prepare entries in the capital projects
fund for these events.

Exercise 6 (LO 1, 4) Special assessments levy, serial bonds, debt service fund,
long-term debt account group. This exercise is based on the facts of Exercise 5 for the
town of Bayview’s special assessment project. Assume special assessment property owners
make the required payments to the debt service fund, and the debt service fund, in turn, makes
the payments required by the serial bonds. Record all entries in the debt service fund and in the
general long-term debt account group for 2018.

Exercise 7 (LO 1) Debt service fund, serial bonds. Prepare journal entries required by a
debt service fund to record the following transactions:

a. On January 2, a $5,000,000, 6%, 10-year general obligation serial bond issue is sold at 99.
Interest is payable annually on December 31, along with one-tenth of the original principal.

b. At year-end, the first serial bond matures, along with interest on the bond issue.
c. The general fund transfers cash to meet the matured items.
d. A check for the matured items is sent to First Bank, the agent handling the payments.
e. Later, the bank reports that the first serial bond has been redeemed. One check for interest

of $9,000 was returned by the post office because the bond owner had moved. The bank will
search for the new address.

Exercise 8 (LO 2) Enterprise fund. Prepare journal entries to record the following events in
the city of Rosewood’s Water Commission enterprise fund:

a. From its general fund revenues, the city transferred $300,000, which is restricted for the
drilling of additional wells.

b. Billings for water consumption for the month totaled $287,000, including $67,000 billed
to other funds within the city.

c. The Water Commission collected $42,000 from other funds and $190,000 from other users
on billings in item (b).

d. To raise additional funds, the utility issued $700,000 of 5%, 10-year revenue bonds at face
value. Proceeds are restricted to the development of wells.

e. The contract with the well driller showed an estimated cost of $930,000.
f. The well driller bills $360,000 at year-end.
g. The utility pays a $300,000 bill from the well driller.

Exercise 9 (LO 1, 3, 4) Endowment trust fund, special revenue fund. On January 1,
2018, Jack Bauer donated $200,000 to the city of Alexander to be set aside as a trust fund for
water quality improvements made by the city. The funds were fully invested in bonds purchased
at a premium with a face value of $194,000. During the year, cash received on investments was
$15,000. Premiums on the bonds purchased were amortized at $600 per year. A total of
$12,000 was transferred to a special revenue fund to carry out the purpose of the trust. Prepare
the journal entries to record these transactions in the permanent fund and closing entries. Pre-
pare the balance sheet of the permanent fund as of December 31, 2018.

Exercise 10 (LO 4) Identification of fund type. Identify the letter that best describes the
accounting and reporting by the following funds and account groups:

1. Enterprise fund fixed assets.
2. Capital projects fund.
3. General fixed assets.
4. Infrastructure fixed assets.
5. Enterprise fund cash.
6. General fund.
7. Agency fund cash.
8. General long-term debt.
9. Special revenue fund.

10. Debt service fund.
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a. Accounted for in a fiduciary fund.
b. Accounted for in a proprietary fund.
c. Accounted for in a quasi-endowment fund.
d. Accounted for in a self-balancing account group and included in financial statements.
e. Accounted for in a special assessment fund.
f. Accounts for major construction activities.
g. Accounts for property tax revenues.
h. Accounts for payment of interest and principal on tax-supported debt.
i. Accounts for revenues from earmarked sources to finance designated activities.
j. Reporting is optional.

(AICPA adapted)

Exercise 11 (LO 4) Selection of appropriate debit or credit entry, various funds.

Match the appropriate letter indicating the recording of the following transactions:

1. General obligation bonds were issued at par.
2. Approved purchase orders were issued for supplies. The purchases method for supplies is

followed.
3. The above-mentioned supplies were received, and the related invoices were approved.
4. General fund salaries and wages were incurred.
5. The internal service fund had interfund billings.
6. Revenues were earned from a previously awarded grant restricted to be used in the current

period.
7. Property taxes were collected in advance.
8. Appropriations were recorded on adoption of the budget.
9. Short-term financing was received from a bank and secured by the city’s taxing power.

10. There was an excess of estimated inflows over estimated outflows.

Recording of transactions:

a. Credit Appropriations.
b. Credit Budgetary Fund Balance—Unassigned.
c. Credit Expenditures.
d. Credit Deferred Inflows of Resources.
e. Credit Interfund Revenues.
f. Credit Tax Anticipation Notes Payable.
g. Credit Other Financing Sources.
h. Credit Other Financing Uses.
i. Debit Appropriations.
j. Debit Deferred Inflows of Resources.
k. Debit Encumbrances.
l. Debit Expenditures.

(AICPA adapted)

Exercise 12 (LO 4) Impact of transactions on different funds. Indicate into which
fund a city would record each of the following transactions. (You need not make any entries.)

a. Fixed assets are purchased with general fund cash.
b. Long-term serial bonds are issued to finance the construction of a new art museum. The

bonds are sold at a premium.
c. The general fund transfers a sufficient amount of money to cover principal and interest

requirements of a debt issue.
d. The fund receiving the payment in item (c) makes the scheduled payment of principal and

interest.
e. A special assessment project is one-half completed at year-end.
f. Income is earned by an endowment fund and is transferred to a recipient fund, which is

restricted as to its expenditures by the trust agreement specified for a government program.
g. Possible depreciation entries on assets are recorded.
h. The government-owned water utility issues debt to purchase new equipment.
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i. The new city prison is completed, and leftover funds are transferred to the fund responsible
for repaying the debt used to finance the project.

GF General Fund PF Permanent Fund
SRF Special Revenue Fund PPT Private-Purpose Trust Fund
DSF Debt Service Fund GFAAG General Fixed Assets Account Group
CPF Capital Projects Fund
ENT Enterprise Fund GLTDAG General Long-Term Debt Account Group
INT Internal Service Fund

PROBLEMS

Problem 16-1 (LO 4) Various funds and account groups. Select the best response for
each of the following multiple-choice questions. (Nos. 1–8 are AICPA adapted.)

1. In 2019, a state government collected income taxes of $8,000,000 for the benefit of one of
its cities that imposes an income tax on its residents. The state periodically remitted these
collections to the city. The state should account for the $8,000,000 in the

a. general fund.
b. agency funds.
c. internal service funds.
d. special assessment funds.

2. Kew City received a $15,000,000 federal grant to finance the construction of a center for
rehabilitation of drug addicts. The proceeds of this grant should be accounted for in the

a. special revenue funds.
b. general fund.
c. capital projects funds.
d. trust funds.

3. Lisa County issued $5,000,000 of general obligation bonds at 101 to finance a capital proj-
ect. The $50,000 premium was to be used for payment of interest. The transactions involv-
ing the premium should be accounted for in the

a. capital projects funds, the debt service funds, and the general long-term debt account group.
b. capital projects funds and debt service funds only.
c. debt service funds and the general long-term debt account group only.
d. debt service funds only.

4. Tallwood Township issued the following bonds during the year ended June 30, 2019:

Bonds issued to help cover the general operating expenses of the township . . . . . . . . . $500,000
Revenue bonds to be repaid from admission fees collected by the

Township Zoo Enterprise Fund. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000

4. What amount of these bonds should be accounted for as a credit to an other financing source
in Tallwood’s fund financial statements?

a. $0
b. $500,000
c. $350,000
d. $850,000

5. During 2019, Walnut City reported the following receipts from self-sustaining activities
paid for by users of the services rendered:

Operation of water supply plant . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000,000
Operation of bus system . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
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5. What amount should be accounted for in Walnut’s enterprise funds?

a. $0
b. $900,000
c. $5,000,000
d. $5,900,000

6. Through an internal service fund, Maple County operates a centralized data-processing cen-
ter to provide services to Maple’s other governmental units. In 2019, this internal service
fund billed Maple’s Parks and Recreation Fund $25,000 for data-processing services. What
account should Maple’s internal service fund credit to record this $25,000 billing to the
Parks and Recreation Fund?

a. Operating Revenues
b. Interfund Exchanges
c. Intergovernmental Transfers
d. Data-Processing Department Expenses

7. On December 31, 2019, Lilly Village paid a contractor $3,500,000 for the total cost of a new
Village Hall built in 2019 on Lilly-owned land. Financing for the capital project was provided
by a $2,000,000 general obligation bond issue sold at face amount on December 31, 2019,
with the remaining $1,500,000 transferred from the general fund. What account and amount
should be reported in Lilly’s 2019 fund financial statements for the general fund?

a. Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,500,000
b. Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,500,000
c. Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000,000
d. Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,500,000

8. The following information pertains to Powell City’s special revenue fund in 2019:

Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,500,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000,000
Other financing sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Other financing uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000,000

8. After Powell’s special revenue fund accounts were closed at the end of 2019, the fund bal-
ance increased by

a. $3,000,000.
b. $1,500,000.
c. $500,000.
d. $2,000,000.

Problem 16-2 (LO 4) Various funds and account groups. (Nos. 4, 5, and 8 are AICPA
adapted.)

1. The following revenues were among those reported by Tosa Township in 2018:

Net rental revenue (after depreciation) from a parking garage owned by Tosa . . . . . . $ 40,000
Interest earned on investments held for employees’ retirement benefits. . . . . . . . . . . . . 100,000
Property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000,000

1. What amount of the foregoing revenues should be accounted for in Tosa’s governmental
funds?

a. $6,140,000
b. $6,100,000
c. $6,040,000
d. $6,000,000
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1. Items (2) and (3) are based on the following information:

1. The events relating to the city of Salbury’s debt service funds that occurred during the year
ended December 31, 2019, are as follows:

Debt principal matured . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000,000
Unmatured (accrued) interest on outstanding debt at January 1, 2019 . . . . . . . . . . . . 50,000
Interest on matured debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Unmatured (accrued) interest on outstanding debt at December 31, 2019 . . . . . . . . . 100,000
Interest revenue from investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Cash transferred from the general fund for retirement of debt principal . . . . . . . . . . . . 1,000,000
Cash transferred from the general fund for payment of matured interest . . . . . . . . . . . . 900,000

1. All principal and interest due in 2019 were paid on time.

2. What is the total amount of expenditures that Salbury’s debt service funds should record for
the year ended December 31, 2019?

a. $940,000
b. $950,000
c. $2,900,000
d. $2,500,000

3. How much revenue should Salbury’s debt service funds record for the year ended December
31, 2019?

a. $600,000
b. $1,600,000
c. $1,900,000
d. $2,500,000

4. Financing for the renovation of Mink City’s municipal park, begun and completed during
2019, came from the following sources:

Grant from state government . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $400,000
Proceeds from general obligation bond . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Transfer from Mink’s general fund. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

4. What amounts should be recorded as revenue and other financing sources?

Revenues Other Financing Sources

a. $1,000,000 $0
b. $900,000 $100,000
c. $400,000 $600,000
d. $0 $1,000,000

5. On April 1, 2019, Rhine County incurred the following expenditures in issuing long-term
bonds:

Issue costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $400,000
Debt insurance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

5. When Rhine establishes the accounting for operating debt service, what amount should be
deferred and amortized over the life of the bonds?

a. $0
b. $90,000
c. $400,000
d. $490,000

874 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



6. The initial contribution of cash from the general fund in order to establish an internal ser-
vice fund would require the general fund to credit Cash and debit

a. Accounts Receivable.
b. Interfund Transfers-Out.
c. Interfund Loans Receivable.
d. Expenditures.
e. Residual Equity Transfers-Out.

7. The following assets are among those owned by the city of Forest Grove:

City hall . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 800,000
Three fire stations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
City streets and sidewalks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000,000

7. What amount should be included in Forest Grove’s general fixed assets account group?

a. Either $1,800,000 or $6,800,000
b. Either $1,000,000 or $6,000,000
c. Either $6,800,000 or $6,000,000
d. $6,800,000

8. Planter County received the following proceeds that are legally restricted to expenditure for
specified purposes:

Levies on affected property owners to install sidewalks . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Gasoline taxes to finance road repairs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000

8. What amount would be accounted for in Planter’s special revenue funds?

a. $1,400,000
b. $900,000
c. $500,000
d. $0

Problem 16-3 (LO 1, 4) Capital projects fund, effect on other funds/groups. The fol-
lowing information pertains to Palmer Township’s construction and financing of a new admin-
istration center:

Estimated total cost of project . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000,000
Project financing:

State entitlement grant . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,000,000
General obligation bonds assigned to the capital projects fund:

Face amount . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,000,000
Stated interest rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6%
Issue date . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . December 1, 2018
Maturity date . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . November 30, 2028

Palmer’s fiscal year ended on June 30, 2018. The following events occurred that affected the
capital projects fund established to account for this project:

July 1, 2018— The capital projects fund was assigned $250,000 from the general fund for preliminary
expenses.

July 9, 2018— Engineering and planning costs of $200,000, for which no encumbrance had been
recorded, were paid to Krew Associates.

December 1, 2018— The bonds were sold at 101. The premium is transferred to the debt service fund.
December 1, 2018— The entitlement grant was formally approved by the state.
April 30, 2019— A $7,000,000 contract was executed with Kimmel Construction Corporation, the general

contractor for the major portion of the project. The contract was approved by a
subcommittee of the township council. The contract provides that Palmer will withhold
4% of all billings pending satisfactory completion of the project.

May 9, 2019— $1,000,000 of the state grant was received.
June 10, 2019— The $250,000 transferred from the general fund was repaid back to the general fund.
June 30, 2019— Progress billing of $1,200,000 was received from Kimmel.
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Palmer uses encumbrance accounting for budgetary control. Unencumbered appropriations
lapse at the end of the year.

1. Prepare journal entries in the administration center capital projects fund to record the fore-
going transactions.

2. Prepare the June 30, 2019, closing entries for the Administration Center Capital Projects
fund.

3. Prepare the Administration Center Capital Projects Fund balance sheet at June 30, 2019.
4. Prepare entries needed in other funds and groups.

(AICPA adapted)

Problem 16-4 (LO 1) Capital projects fund, financial statements. The preclosing,
year-end trial balance for a capital projects fund of the city of Clark as of December 31, 2019,
follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Contracts Payable—Retained Percentage. . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,600
Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 686,600
Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Fund Balance—Assigned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Estimated Other Financing Sources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950,000
Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 640,000
Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . . . . . . . . . 305,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,026,600 2,026,600

1. Prepare closing entries as of December 31, 2019, assuming that all inflows and outflows are
designated assigned.

2. Prepare the year-end statement of revenues, expenditures, and changes in fund balance for
this project that began on January 2, 2019.

3. Prepare the balance sheet for this project as of December 31, 2019.

Problem 16-5 (LO 4) Bonds, various funds/groups. Rose City formally integrates bud-
getary accounts into its general fund. During the year ended December 31, 2019, Rose received
a state grant to buy a bus and an additional grant for bus operation in 2019. In 2019, only 90%
of the capital grant was used for the bus purchase, but 100% of the operating grant was dis-
bursed. Rose has incurred the following long-term obligations:

a. General obligation bonds issued for the water and sewer fund which will service the debt.
b. Revenue bonds to be repaid from admission fees collected from users of the municipal

recreation center.

These bonds are expected to be paid from enterprise funds and are secured by Rose’s full
faith, credit, and taxing power as further assurance that the obligations will be paid. Rose’s 2019
expenditures from the general fund include payments for structural alterations to a firehouse
and furniture for the mayor’s office.

Required

Required
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1. In reporting the state grants for the bus purchase and operation, what should Rose include
as grant revenues for the year ended December 31, 2019?

90% of the
Capital Grant

100% of the
Capital Grant

Operating
Grant

a. Yes No No
b. No Yes No
c. No Yes Yes
d. Yes No Yes

2. Which of Rose’s long-term obligations should be accounted for in the general long-term
debt account group?

General Obligation
Bonds

Revenue
Bonds

a. Yes Yes
b. No Yes
c. Yes No
d. No No

3. When Rose records its annual budget, which of the following accounts indicates the amount
of authorized spending limitation for the year ending December 31, 2019?

a. Restricted for Appropriations
b. Appropriations
c. Fund Balance—Assigned
d. Encumbrances

4. In Rose’s general fund balance sheet presentation at December 31, 2019, which of the fol-
lowing expenditures should be classified as capital assets?

Purchase of
Buses

Purchase of
Municipal Park

a. Yes Yes
b. No Yes
c. Yes No
d. No No

(AICPA adapted)

Problem 16-6 (LO 1, 4) Special assessments, capital projects fund, debt service
fund, effect on other funds/groups. You are given the following post-closing trial
balance for the Special Assessment Capital Projects Fund of the city of Stone Creek as of
January 1, 2018. The project was started last year and should be completed in June of 2018.

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000
Contracts Payable—Retained Percentage. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Fund Balance—Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Fund Balance—Assigned for Encumbrance . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000 290,000

The special assessments are collected by the debt service fund, which also makes payments
of principal and interest on special assessment bonds. The city has guaranteed payment of the
debt in the event of nonpayment by the special assessment property owners. The debt service
fund has the following balances, shown on next page, on January 1, 2018.
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Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Special Assessments Receivable—Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Special Assessments Receivable—Noncurrent . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Deferred Inflows of Resources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Fund Balance—Restricted for Debt Service . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000 520,000

The following events occurred during 2018:

January 2— The city adopted an operating budget for 2018 construction activities. Expenditures are
estimated at $223,400, including amounts encumbered in the prior year. Budgetary
accounts are used.

January 5— Prior-year encumbrances are restored, and new encumbrances of $108,000 are recorded.
February 1— $220,000 of current special assessments are collected, along with interest of $17,600.

Interest of $2,400 was billed on the uncollected current assessments, which were classified
as delinquent.

February 28— $140,000 was paid on outstanding special assessment bonds, including interest of $15,000.
March 14— Delinquent special assessments and interest thereon of $2,650 were collected.
May 1— Expenditures of $220,000 were vouchered to Contracts Payable. The usual 5% retained

percentage was entered. The project is now complete at a total cost of $896,000.
May 10— A check for $150,000 was issued to the contractor.

Prepare journal entries to record each of the preceding events in the proper funds and
groups of accounts using the following format:

Date Fund or Account Group Entry

Problem 16-7 (LO 4) Bonds, various funds/groups. During 2019, Kansas City issued
bonds for financing the construction of a civic center and bonds for financing improvements in the
environmental controls for its water and sewer enterprise. The latter bonds require a sinking fund
for their retirement. Items (1) through (4) represent items Kansas City should report in its 2019
financial statements.

Determine in which of the following funds and account groups [(a) through (f )] each item
[(1) through (4)] would be included:

a. General fund.
b. Enterprise funds.
c. Capital projects funds.
d. Debt service funds.
e. General fixed assets account group.
f. General long-term debt account group.

1. Bonds payable.
2. Accumulated depreciation.
3. Amounts identified for the repayment of the two bond issues.
4. Fund balance—assigned for encumbrances.

(AICPA adapted)

Problem 16-8 (LO 2, 4) Internal service fund, effect on other funds/groups.
Palto County elects not to purchase commercial insurance. Instead, it sets aside resources for
potential claims in an internal service ‘‘self-insurance’’ fund. During the year, the fund recog-
nized $4 million for claims filed during the year. Of this amount, it paid $2.3 million. Based on
the calculations of an independent actuary, the insurance fund billed and collected $5.0 million
in premiums from the other county departments insured by the fund. Of this amount, $3.2
million was billed to the funds accounted for in the general fund and $1.8 million to the county
utility fund. The total charge for premiums was based on historical experience and included a
reasonable provision for future catastrophe losses.
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1. Prepare the journal entries in the internal service fund to record the claims recognized and
paid and the premiums billed and collected.

2. Prepare the journal entries in the other funds affected by the above.
3. If the county accounted for its self-insurance within its general fund, how would the above

entries differ?

Problem 16-9 (LO 4) Various funds and account groups. Which fund or account
group should be used to record the following?

1. A primary government’s general fund equity interest in a joint venture.
2. Fixed assets of a governmental unit, other than those accounted for in a proprietary fund.
3. A governmental unit’s unmatured general obligation bonds payable.
4. Cost of maintenance for a municipal motor pool that maintains all city-owned vehicles and

charges the various departments for the cost of rendering those services.
5. General long-term debt of a governmental unit.
6. Deferred compensation plans, for other than proprietary fund employees, adopted under

IRC 457.
7. Debt service transactions of a special assessment issue for which the government is not obli-

gated in any manner.
8. Taxes collected and held for a separate school district.
9. Investments donated to the city, income from which is to be used to acquire art for the city’s

museum.
10. Receipts from the federal government for the food stamp program.

Problem 16-10 (LO 1, 4) Capital projects fund, special assessments, debt service
fund, effect on other funds/groups. In response to a petition signed by the property
owners of Riverdale Subdivision, the city of Pewaukee will oversee the installation of sidewalks,
curbs, and gutters in the subdivision, to be accounted for in the city’s capital projects fund.
Pewaukee reports on a calendar-year basis. Construction is estimated to cost $900,000 and will
be financed by a $100,000 county grant, a $50,000 transfer from the city’s general fund, and
special assessments of $750,000 to be levied against subdivision property owners. One-third of
the levy is to be due on February 1 of each year, starting with 2018. The first $250,000 install-
ment will be received by the capital projects fund directly. The remaining installments will be
collected by the debt service fund and will be used to service the related bond debt. The project
is to begin on January 15, 2018, and is to take 18 months to complete. It is estimated that 70%
of the work will be completed during 2018.

To cover construction costs, a 6%, $500,000 special assessment serial bond issue will be
floated on March 1, 2018. Interest is to be paid semiannually on September 1 and March 1 by
the debt service fund. One-fifth of the principal will be redeemed on March 1 of each year, start-
ing with 2019. Since interest earned on special assessments will offset bond interest cost, the city
will not accrue interest.

Although the special assessments will provide cash to redeem the bond principal and pay
the bond interest, Pewaukee has pledged its full faith and credit as security for the bond obliga-
tion. The following events happen during 2018:

January 2— The city council adopted the annual budget for the Riverdale project in the capital projects
fund.

January 2— The receivables from the general fund and the county were recorded.
January 5— Special assessments were levied in accordance with the plan, with one-third due on February 1.
January 9— Amounts due from the general fund and the county were received.
January 10— Encumbrances approved by a committee of the city council for the year were recorded at

$675,000.
February 1— The first special assessment installment was collected.
March 1— Bonds with a $500,000 face value were sold at 101. Except for the price, other

conditions remained in accordance with the bond plan. The premium was to be
transferred to the debt service fund for interest payments.

March 1— $600,000 was invested in a 5% money market account by the capital projects fund.
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August 31— $10,000 for interest payment was transferred by the capital projects fund to the debt
service fund.

September 1— The semiannual bond interest was paid by the debt service fund.
December 15— The contractor submitted an invoice for $600,000 that was approved for payment, except

for a 10% amount to be paid on completion and acceptance of the project. Related
encumbrances totaled $595,000.

December 29— $400,000 was withdrawn from the money market investment. Interest of $16,600 was
received.

December 30— The contractor was mailed a check for $540,000. In addition, vouchers for $76,600
were prepared and paid for items on the project that were not encumbered.

In addition— The next assessment installment was reclassified upon special direction of the city council,
and an amount equal to project expenditures-to-date was capitalized.

For each of the preceding events, prepare the journal entries for all of the funds and groups
of accounts involved, using the following format:

Date Fund or Account Group Entry

Problem 16-11 (LO 2) Internal service fund, statement of cash flows. Prepare a
statement of cash flows for the internal service fund of the city of Boniville from the following
information:

Cash on hand at the beginning of the year . . . . . . . . . . . . . $ 122
Interest from investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 145
Wages and salaries paid . . . . . . . . . . . . . . . . . . . . . . . . . . (3,100)
Purchases of supplies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,650)
Collections (for services) from other funds . . . . . . . . . . . . . . 6,000
Interest paid on long-term debt . . . . . . . . . . . . . . . . . . . . . . (150)
Repayment of loans from other funds. . . . . . . . . . . . . . . . . . (680)
Purchase of capital assets . . . . . . . . . . . . . . . . . . . . . . . . . . (900)
Proceeds of revenue bonds . . . . . . . . . . . . . . . . . . . . . . . . . 900
Purchase of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . (440)
Proceeds from sale of capital assets . . . . . . . . . . . . . . . . . . 23
Proceeds from sale of investments . . . . . . . . . . . . . . . . . . . . 33
Loans from other funds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600

Problem 16-12 (LO 2) Internal service fund. The city of Cloverville operates a central
computer center through an internal service fund. The Computer Internal Service Fund was
established by a contribution of $1,000,000 from the general fund on July 1, 2017, at which
time a building was acquired at a cost of $300,000 cash. A used computer was purchased for
$600,000. The post-closing trial balance of the fund at June 30, 2018, was as follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Due from General Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
Inventory of Materials and Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Allowance for Depreciation—Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Computer Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 660,000
Allowance for Depreciation—Computer Equipment . . . . . . . . . . . . . . . . . . 264,000
Vouchers Payable (to outsiders). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000
Contributions from General Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
Net Position—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,360,000 1,360,000
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The following information applies to the year ended June 30, 2019:

a. Materials and supplies were purchased on account for $72,000.
b. The inventory of materials and supplies at June 30, 2019, was $65,000.
c. Salaries paid totaled $235,000, including related costs.
d. A billing from the Utility Enterprise Fund for $40,000 was received and paid.
e. Depreciation on the building and on the equipment was $6,500 and $133,000, respectively.
f. Billings to other departments for service were as follows:

General Fund. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $392,000
Water and Sewer Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Special Revenue Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000

g. Unpaid interfund receivable balances at June 30, 2019, were as follows:

General Fund. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $136,000
Special Revenue Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

h. Vouchers payable at June 30, 2019, were $19,000.

1. For the period July 1, 2018, through June 30, 2019, prepare journal entries to record the
transactions in the Computer Internal Service Fund. The city uses control accounts for
revenues and expenses.

2. Prepare closing entries at June 30, 2019. Note: All fund balances are designated unrestricted.

Problem 16-13 (LO 2, 4) Enterprise fund, general fund. In 2018, a city opens a munici-
pal landfill, which it will account for in an enterprise fund. It estimates capacity to be 6 million
cubic feet and usable life to be 20 years. To close the landfill, the municipality expects to incur
labor, material, and equipment costs of $4 million. Thereafter, it expects to incur an additional
$6 million of cost to monitor and maintain the site.

1. In 2018, the city uses 300,000 cubic feet of the landfill. Prepare the journal entry to record
the expense for closure and post-closure care.

2. In 2019, it again uses 300,000 cubic feet of the landfill. It revises its estimate of available
volume to 5.8 million cubic feet and closure and post-closure costs to $10.2 million. Prepare
the journal entry to record the expense for closure and post-closure care.

3. Suppose the city accounts for the landfill in the general fund. How would the above entries
for 2018 and 2019 differ?

Problem 16-14 (LO 3) Trust fund, financial statements. The following trial balance of
the Employees’ Retirement System Fund for Bedrock City was prepared by a clerk who used
only balance sheet accounts in recording the events for the fiscal year ended June 30, 2018:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 38,000
Due from the city . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Interest receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Investments, at fair value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 497,000
Due to resigned employees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000)
Annuities payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000)
Net plan assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (540,000)

$ 0

(continued)
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Balance on June 30, 2017 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 464,000
Events during 2018:

Amounts received from employees . . . . . . . . . . . . . . . . . . . . . . 32,000
Amounts received from employer . . . . . . . . . . . . . . . . . . . . . . . 16,000
Amount due from city at year-end . . . . . . . . . . . . . . . . . . . . . . . 4,000
Annuities paid during the year. . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Refunds made during the year . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Annuities payable at year-end . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Due to resigned employees at year-end. . . . . . . . . . . . . . . . . . . 1,000
Investment earnings received. . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Accrued earnings at year-end . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Difference between carrying value and

fair value of the investments . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500
Administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Balance on June 30, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 540,000

Prepare a statement of plan net position and a statement of changes in plan net position of
the Employees’ Retirement System Fund for the fiscal year ended June 30, 2018.

Problem 16-15 (LO 3, 4) Agency fund, effect on various funds/groups. In compli-
ance with a newly enacted state law, Tilburg County assumed the responsibility of collecting all
property taxes levied within its boundaries as of July 1, 2018. The following composite property
tax rate per $100 of net assessed valuation was developed for the fiscal year ending June 30,
2019:

Tilburg County General Fund . . . . . . . . . . . . . . . . . . . $ 6.00
Reed City General Fund . . . . . . . . . . . . . . . . . . . . . . . 3.00
Newport Township General Fund . . . . . . . . . . . . . . . . 1.00

$10.00

All property taxes are due in quarterly installments and, after being collected, are distributed
to the governmental units represented in the composite rate. To administer the collection and
distribution of such taxes, Tilburg County has established a tax agency fund.

Additional information:

a. To reimburse itself for estimated administrative expenses of operating the tax agency fund,
the county is to deduct 2% from the tax collections for Reed City and Newport Township.
The total amount deducted is to be remitted to the Tilburg County General Fund.

b. Current-year tax levies to be collected by the tax agency fund are as follows:

Gross Levy
Estimated Amount
to Be Collected

Tilburg County . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,600,000 $3,500,000
Reed City . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800,000 1,740,000
Newport Township . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000 560,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,000,000 $5,800,000

c. In its original computation of the gross levy, Newport Township made an error that will
reduce both the gross and estimated amounts to be collected by $10,000.

d. As of September 30, 2018, the tax agency fund has received $1,440,000 in first-quarter pay-
ments. On October 1, the agency fund made a distribution to the three governmental units
on the basis of the composite property tax rate.

Required

882 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



For the period July 1, 2018, through October 1, 2018, prepare journal entries to record the
preceding transactions, using the following format:

Tilburg County
Tax Agency Fund

Tilburg County
General Fund

Reed City
General Fund

Newport
Township

General Fund

Accounts Debit Credit Debit Credit Debit Credit Debit Credit

(AICPA adapted)

Problem 16-16 (LO 4) Various funds and account groups. A selected list of transac-
tions for the city of Hope for the fiscal year ending June 30, 2018, follows:

1. The city government authorized a budget with estimated revenues of $4,500,000 and
appropriations of $4,450,000.

2. The city’s share of state gasoline taxes is estimated to be $264,500. These taxes are to be
used only for highway maintenance. Appropriations are authorized in the amount of
$250,000.

3. Property taxes of $3,000,000 are levied by the city. In the past, uncollectible taxes have
averaged 2% of the gross levy.

4. A $1,000,000 term bond issue for construction of a school is authorized and sold at 99.
Bond issue costs were $5,000.

5. Contracts approved by a city official are signed for the construction of the school at an esti-
mated cost of $1,000,000.

6. The school is constructed at a cost of $1,250,000.
7. A transfer of $100,000 is made by the general fund to the debt service fund.
8. Land with a fair value of $500,000 is donated to the city.
9. The city received $205,000 in partial payment of its share of state gasoline taxes, with an

additional $60,000 due from the state government in 60 days.
10. Vouchers totaling $410,000, which represent highway labor maintenance costs, are

approved for payment by the special revenue fund.

For each event, prepare the journal entries for all of the funds and groups of accounts
involved, using the following format:

Fund or Account Group Journal Entry

Problem 16-17 (LO 4) Various funds and account groups. The village of Fay was
recently incorporated and began financial operations on July 1, 2018, the beginning of its fiscal
year.

The following transactions occurred during this first fiscal year from July 1, 2018, to June
30, 2019:

1. The village council adopted a budget for general operations during the fiscal year ending
June 30, 2019. Revenues were estimated at $400,000. Legal authorizations for expendi-
tures were $394,000.

2. Property taxes were levied for $390,000. It was estimated that 2% of this amount would
prove to be uncollectible. These taxes were available on the date of the levy to finance cur-
rent expenditures.

3. During the year, a resident of the village donated marketable securities, valued at $50,000,
to the village under the terms of a trust agreement. The agreement stipulated that the prin-
cipal is to be kept intact. The use of revenue generated by the securities is to be restricted to
financing college scholarships for needy students. Revenue earned and received on these
marketable securities amounted to $5,500 through June 30, 2019.
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4. A general fund transfer of $5,000 was made to establish an Intragovernmental Service Fund
to provide for a permanent investment in inventory.

5. The village decided to install lighting in the village park. A special assessment project was
authorized to install the lighting at a cost of $75,000. The appropriation was formally
recorded. To finance the project, $3,000 is to be transferred from the general fund, and the
balance is from special assessments.

6. Assessments were levied for $72,000, with the village contributing $3,000 from the general
fund. All assessments and the village contributions were collected during the year.

7. A contract for $75,000 was signed and approved by a village official for the installation of
lighting. At June 30, 2019, the contract was completed for $75,000. The contractor was
paid all but 5%, which was retained to ensure compliance with the terms of the contract.
Encumbrances and other budgetary accounts are maintained.

8. During the year, the internal service fund purchased various supplies at a cost of $1,900.

9. Cash collections recorded by the general fund during the year were as follows:

Property taxes . . . . . . . . . . . . . . . . . . . . . . . $386,000
Licenses and permits . . . . . . . . . . . . . . . . . . 7,000

10. The village council decided to build a village hall, at an estimated cost of $500,000, to
replace space occupied in rented facilities. The village does not record project authoriza-
tions. It was decided that general obligation bonds bearing interest at 6% would be issued.
On June 30, 2019, the bonds were issued at their face value of $500,000, payable in 20
years. No contracts have been signed for this project, and no expenditures have been made.

11. A fire truck, originally approved for purchase by the highest legislative body in the village,
was purchased for $150,000, and the voucher was approved. Payment was made through
the general fund. This expenditure was previously encumbered for $145,000.

Prepare journal entries to properly record each of the preceding transactions in the appro-
priate fund(s) or group of accounts of Fay for the fiscal year ended June 30, 2019. Use the
following funds and groups of accounts:

a. General fund
b. Capital projects fund
c. Internal service fund
d. Private-purpose principal fund
e. Private-purpose earnings fund
f. General long-term debt account group
g. General fixed assets account group

Journal entries should be numbered to correspond with the appropriate transactions. Do
not prepare closing entries for any fund.

Your answer sheet should be organized as follows:

Transaction
No.

Fund or Account
Group

Account Title
and Explanation

Amount
Debit Credit

(AICPA adapted)

Problem 16-18 (LO 4) Various funds and account groups. The following information
relates to Redwood City during its fiscal year ended December 31, 2019:

a. On October 31, 2019, to finance the construction of a city hall annex, Redwood issued 8%,
10-year general obligation bonds at their face value of $600,000. Construction expenditures
during the period equaled $364,000.

b. Redwood reported $109,000 from hotel room taxes, restricted for tourist promotion, in a
special revenue fund. The fund paid $81,000 for general promotions and $22,000 for a
motor vehicle.

c. 2019 general fund revenues of $104,500 were transferred to a debt service fund and used to
repay $100,000 of 9%, 15-year term bonds and $4,500 of interest. The bonds were used to
acquire a citizens’ center.

Required
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d. At December 31, 2019, as a consequence of past services, city firefighters had accumulated
entitlements to compensated absences valued at $140,000. General fund resources available
at December 31, 2019, are expected to be used to settle $30,000 of this amount, and
$110,000 is expected to be paid out of future general fund resources.

e. At December 31, 2019, Redwood was responsible for $83,000 of outstanding general fund
encumbrances, including $8,000 for the following supplies.

f. Redwood uses the purchases method to account for supplies. The following information
relates to supplies:

Inventory:
January 1, 2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 39,000
December 31, 2019 . . . . . . . . . . . . . . . . . . . . . . . . 42,000

Encumbrances outstanding:
January 1, 2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
December 31, 2019 . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Purchase orders during 2019. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000
Amounts credited to vouchers payable during 2019 . . . . . . . . . . . . . 181,000

1. The amount of 2019 general fund operating transfers-out is aaaaaaaaaaaaaa.

2. The 2019 general fund liabilities from entitlements for compensated absences are
aaaaaaaaaaaaaa.

3. The 2019 nonspendable amount of the general fund balance for inventory is
aaaaaaaaaaaaaa.

4. The 2019 capital projects fund balance is aaaaaaaaaaaaaa.

5. The 2019 fund balance on the special revenue fund for tourist promotion is
aaaaaaaaaaaaaa.

6. The amount of 2019 debt service fund expenditures is aaaaaaaaaaaaaa.

7. The amount to be included in the general fixed assets account group for the cost of assets
acquired in 2019 is aaaaaaaaaaaaaa.

8. The amount by which 2019 transactions and events decreased the general long-term debt
account group is aaaaaaaaaaaaaa.

9. The amount of 2019 supplies expenditures using the purchases method is aaaaaaaaaaaaaa.

10. The total amount of 2019 supplies encumbrances is aaaaaaaaaaaaaa.

(AICPA adapted)

Problem 16-19 (LO 4) Various funds and account groups. The following information
relates to Dell City, whose first fiscal year ended December 31, 2019. Assume Dell has only the
long-term debt as specified below and only the funds necessitated by the following information.

1. General fund:

Budget Actual

Property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,200,000 $4,500,000
Other revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000 1,500,000

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,200,000 $6,000,000

Total expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,600,000 $5,700,000

Property taxes receivable—delinquent . . . . . . . . . . . . . . . . . . . . . . $ 520,000
Less allowance for estimated

uncollectible taxes—delinquent . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

$ 470,000

Required
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a. There were no amendments to the budget as originally adopted.
b. No property taxes receivable have been written off, and the allowance for uncollectibles

balance is unchanged from the initial entry at the time of the original tax levy.
c. There were no encumbrances outstanding at December 31, 2019.

2. Capital projects fund:
a. Finances for Dell’s new civic center were provided by a combination of general fund trans-

fers, a state grant, and an issue of general obligation bonds. Any bond premium on issuance
is to be used for the repayment of the bonds at their $1,000,000 par value. At December
31, 2019, the capital projects fund for the civic center had the following closing entries:

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Other Financing Sources—Bond Proceeds . . . . . . . . . . . . . . . 1,030,000
Other Financing Sources—Operating Transfers-In . . . . . . . . . 500,000

Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,080,000
Other Financing Uses—Operating Transfers-Out . . . . . . . . 30,000
Restricted Fund Balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,220,000

b. Also, at December 31, 2019, capital projects fund entries reflected Dell’s intention to
honor the $900,000 purchase orders and commitments outstanding for the center.

c. During 2019, total capital projects fund encumbrances exceeded the corresponding
expenditures by $52,000. All expenditures were previously encumbered.

d. During 2020, the capital projects fund received no revenues and no other financing
sources. The civic center building was completed in early 2020, and the capital projects
fund was closed by a transfer of $27,000 to the general fund.

3. Electric utility enterprise fund:
a. Dell issued $4,000,000 revenue bonds at par. These bonds, together with a $500,000

transfer from the general fund, were used to acquire an electric utility. Electric utility rev-
enues are to be the sole source of funds to retire these bonds beginning in the year 2024.

Answer questions 1–15 with a yes (Y) or no (N) in the space provided. Answer questions
16–22 with the correct amount in the space provided.

1. Did recording budgetary accounts at the beginning of 2019 increase the fund balance by
$300,000? aaaaaaaaaaaaaa

2. Should the budgetary accounts for 2019 include an entry for the expected transfer of funds
from the general fund to the capital projects fund? aaaaaaaaaaaaaa

3. Should the $500,000 payment from the general fund, which was used to help establish the
electric utility fund, be reported as ‘‘other financing uses—operating transfers-out’’?
aaaaaaaaaaaaaa

4. Did the general fund receive the $30,000 bond premium from the capital projects fund?
aaaaaaaaaaaaaa

5. Should a payment from the general fund for electricity received for normal civic center
operations be reported as ‘‘other financing uses—operating transfers-out’’? aaaaaaaaaaaaaa

6. Does the net property taxes receivable of $470,000 include amounts expected to be col-
lected after March 15, 2020? aaaaaaaaaaaaaa

7. Would closing budgetary accounts cause the fund balance to increase by $600,000?
aaaaaaaaaaaaaa

8. After closing entries are made, do the budgetary accounts effect the fund balance on the
balance sheet? aaaaaaaaaaaaaa

9. In the general fixed assets account group, should a credit amount be recorded for 2019 in
‘‘Investment in General Fixed Assets—Capital Projects Fund’’? aaaaaaaaaaaaaa

Required
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10. In the general fixed assets account group, should Dell record depreciation on electric utility
equipment? aaaaaaaaaaaaaa

11. Should the capital projects fund be included in Dell’s combined statement of revenues,
expenditures, and changes in fund balances? aaaaaaaaaaaaaa

12. Should the electric utility enterprise fund be included in Dell’s combined governmental
funds balance sheet? aaaaaaaaaaaaaa

13. Should Dell report capital and related financing activities in its statement of cash flows in
its debt service fund? aaaaaaaaaaaaaa

14. Should Dell report capital and related financing activities in its statement of cash flows in
its capital projects fund? aaaaaaaaaaaaaa

15. Should Dell report capital and related financing activities in its statement of cash flows in
its electric utility enterprise fund? aaaaaaaaaaaaaa

16. What amount was recorded in the opening entry for appropriations? aaaaaaaaaaaaaa

17. What was the total amount debited to Property Taxes Receivable? aaaaaaaaaaaaaa

18. In the general long-term debt account group, what amount should be reported for bonds
payable at December 31, 2019? aaaaaaaaaaaaaa

19. In the general fixed assets account group, what amount should be recorded for ‘‘Investment
in General Fixed Assets—Capital Projects Fund’’ at December 31, 2019? aaaaaaaaaaaaaa

20. What was the completed cost of the civic center? aaaaaaaaaaaaaa

21. How much was the state capital grant for the civic center? aaaaaaaaaaaaaa

22. In the capital projects fund, what was the amount of the total encumbrances recorded dur-
ing 2019? aaaaaaaaaaaaaa

(AICPA adapted)

Problem 16-20 (LO 2, 4) Various funds and account groups, capital projects fund
financial statement. Mountain View’s citizens authorized the construction of a new library.
As a result of this project, the city had the following transactions during 2018:

a. On January 3, 2018, a $600,000 serial bond issue having a stated interest rate of 8% was
authorized for the acquisition of land and the construction of a library building. The bonds
are to be redeemed in 10 equal annual installments beginning February 1, 2019.

b. On January 10, 2018, the city made a $50,000 down payment deposit on the purchase of
land, which is to be the site of the library. The contracted price for the land is $150,000,
which is $40,000 below what the city estimated it would have to spend to acquire a site.

c. On March 1, 2018, the city issued serial bonds having a $450,000 face value at 102. The
bond indenture requires any premium to be set aside for servicing bond interest.

d. On March 10, 2018, the city paid the remaining amount on the land contract and took title
to the land.

e. On March 17, 2018, the city signed a $400,000 construction contract, approved by a city
official, with Rower Construction Company.

f. On July 10, 2018, the contractor was paid $200,000 based on work completed to date.
g. On September 1, 2018, a semiannual interest payment was made on the outstanding bonds.

[The general fund transferred funds to supplement the cash received from the premium in
item (c).]

h. On December 1, 2018, the city issued serial bonds having a $100,000 face value at par.
i. On December 2, 2018, the contractor completed the library and submitted a final billing of

$210,000, which includes $10,000 of additional work authorized by the city in October
2018 but not recorded as an encumbrance. The $210,000 was paid to the contractor on
December 12, 2018.

j. Through December 10, 2018, the city had invested excess cash (from the bond offering) in
short-term certificates of deposit. The amount collected on these investments totaled
$12,000.
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1. Prepare the journal entries in all fund/account groups.

2. Prepare any appropriate year-end adjusting and closing entries for the capital projects fund
and the general fixed assets account group.

3. Prepare a statement of revenues, expenditures, and changes in fund balance for 2018 for the
capital projects fund.

Required
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17
C H A P T E R

17

1
O B J E C T I V E

Identify the basic

components of a

comprehensive annual

financial report (CAFR).

Financial Reporting Issues

As discussed in the previous chapters, in June 1999 the Governmental Accounting Standards
Board (GASB) issued Statement No. 34, Basic Financial Statements—and Management’s Discus-
sion and Analysis—for State and Local Governments. Statement No. 34 significantly changed the
financial reporting requirements for all state and local governments, including special purpose
governments such as school districts, special taxing authorities, and districts. These require-
ments are the most significant change in the history of government financial reporting. This
chapter highlights the financial reporting for state and local governments.

GASB Statement No. 34 requires several financial statements to include (1) government-
wide financial statements, (2) funds-based financial statements, and (3) a management’s discus-
sion and analysis (MD&A) report. In addition, certain information must be presented in the
footnotes or in separate statements or schedules. This information is considered required sup-
plementary information (RSI). The reporting model builds from the accounting standards
described in Chapters 15 and 16. The financial statements provide important information for
decision makers. Information about the government as a whole is presented along with more
detailed information about the funds.

ANNUAL FINANCIAL REPORTING
The principal role of financial reporting is to provide information. A comprehensive annual
financial report (CAFR) should be prepared by every governmental unit in order to demonstrate
that it has complied with the provisions of the law. The CAFR includes at least two sets of finan-
cial statements, along with their notes and any additional data that may be considered necessary.
These two sets are (a) the general purpose financial statements (GPFS) and (b) combining state-
ments for nonmajor funds by fund type.

A complete set of GPFS includes the following information:

1. Management’s discussion and analysis statement.

2. Separate fund financial statements for governmental, proprietary, and fiduciary funds.

3. Government-wide financial statements presenting the entire government.

Learning Objectives

When you have completed this chapter, you should be able to

1. Identify the basic components of a comprehensive annual financial report (CAFR).

2. Explain which governmental entities are required to report financial information.

3. Demonstrate an understanding of the state and local government financial reporting model.

4. List the requirements of the Single Audit Act and describe what other reporting efforts the
GASB has been encouraging
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4. Notes to the financial statements, including descriptions of the activities accounted for in the
major funds, internal service fund type, and fiduciary fund types; length of time used to define
‘‘available’’ for purposes of revenue recognition in the governmental fund financial statements;
actions taken to address significant violations of finance-related legal or contractual provisions;
debt service requirements to maturity, separately identifying principal and interest for each of
the subsequent five years and in 5-year increments thereafter; obligations under leases for each
of the five subsequent years and in 5-year increments thereafter; a schedule of changes in
short-term debt and the purpose for which short-term debt was issued; amounts due from
other funds by individual major fund, nonmajor governmental funds in the aggregate, non-
major enterprise funds in the aggregate, internal service funds in the aggregate, and fiduciary
fund type, the purpose for those balances, and amounts that are not expected to be repaid
within one year; interest requirements for variable-rate debt computed using the rate effective
at year-end; terms of interest rate changes for variable-rate debt; details about major compo-
nents of receivable and payable balances and identification of receivable balances not expected
to be collected within one year; and amounts transferred from other funds by individual major
fund, nonmajor governmental funds in the aggregate, nonmajor enterprise funds in the aggre-
gate, internal service funds in the aggregate, and fiduciary fund type, a general description of
the principal purposes of interfund transfers, and purposes for and amounts of certain transfers.

5. Required supplementary information (RSI) which includes a budgetary comparison statement
or schedule, information about the condition of infrastructure assets, pension-related infor-
mation, risk-financing and self-insurance activity. Although RSI contains information simi-
lar to the notes, it is not considered part of the basic financial statements and therefore may
be subject to a lower level of audit scrutiny.

The general purpose financial statements as summarized in Illustration 17-1 provide the
minimum financial reporting necessary for a fair presentation according to generally accepted
accounting principles. The GPFS are part of the financial section of a comprehensive annual
financial report along with the auditor’s report and combining and individual funds statements
that provide more detailed financial information than the combined statements. Chapter 16
illustrates several combining statements for nonmajor special revenue, permanent, capital pro-
ject, and debt service funds. Combined statements are an aggregation of the individual fund
financial statements. Combining statements are used to add together funds of the same type in
order to present summary data in the combined statements as follows:

Combined Fund Statements

Combining Fund Statements (Nonmajor Funds)

TotalIndividual Fund 3Individual Fund 2Individual Fund 1

Total
Primary

Government

Total Other
Governmental

Funds

Major
Fund 2

Major
Fund 1

General
Fund

Two additional sections of the CAFR, not part of the financial section, are the introductory
section and the statistical section. The introductory section includes a table of contents, a letter of
transmittal from the chief executive or finance officer to the mayor (or the mayor and legislative
body), and other information. The letter of transmittal tells about the contents of the CAFR,
management’s view of the economic condition of the governmental unit, and the community
and management’s summary of governmental operating activity. The statistical section includes
data, often in chart or graph form, about the governmental unit and the community such as
general governmental expenditures by function and community demographic statistics.

890 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



REPORTING ENTITY
GASB Statement No. 14, issued in June 1991, defines the criteria a government must use to
determine whether its reporting entity should be limited to the primary government or whether
one or more of the associated organizations (referred to as component units) are also part of the
government’s reporting entity. A primary government can be a state government, a general pur-
pose local government such as a city or county, or a legally separate special purpose government
that has a separately elected governing body and is fiscally independent of other state and local
governments. A component unit is a legally separate organization for which the elected officials
of the primary government are financially accountable or for which the nature and significance
of the relationship with the primary government is such that exclusion would cause the financial
statements of the primary government to be misleading or incomplete. Examples of component
units are authorities, commissions, boards, pension plans, development corporations, hospitals,
and school districts.

As indicated, the definition of the reporting entity is based primarily on the notion of finan-
cial accountability. Financial accountability is measured by (a) fiscal dependence or (b) the abil-
ity of a primary government to appoint a voting majority of an organization’s governing body
and either be able to impose its will on the potential component unit or have the potential to
receive specific financial benefit or burden. Most component units should be included in the

Illustration 17-1
General Purpose Financial Statements—GASB Statement No. 34

Management Discussion
and Analysis (MD&A)

Notes to the
Financial Statements

Reconciliation

Required Supplemental
Information (RSI)

Government-Wide Financial
Statements (accrual)

• Statement of Net Position
• Statement of Activities

Fund Financial Statements

Government Funds (modified accrual)
• Balance Sheet
• Statement of Revenues, Expenditures,
 and Changes in Fund Balances

Proprietary Funds (accrual)
• Statement of Net Position
• Statement of Revenues, Expenditures,
 and Changes in Fund Net Position
• Statement of Cash Flows

Fiduciary Funds (accrual)
• Statement of Net Position
• Statement of Changes in Net Position

2
O B J E C T I V E

Explain which

governmental entities are

required to report financial

information.
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financial report by discrete presentation (i.e., in one or more columns that are separate from the
financial data of the primary government) as shown below.

Total Total
Primary Government Component Units

Other component units are so intertwined with the primary government that they are
blended or included with the primary government and only footnote disclosure can inform the
reader of their existence. This usually happens either when the component unit is established to
serve the primary government or the two boards are essentially the same. When a primary gov-
ernment blends one or more component units into its own financial statements, it reports the
funds of the component unit as if they were its own funds. Thus, the primary government adds
the component unit funds to its own. The only exception to this blending is that the general
fund of a component unit should be blended into the primary government’s special revenue
fund. This is done so the primary government’s very important general fund information is pre-
sented. The flowchart in Illustration 17-2 highlights the decision process for determining a
component unit and its presentation in the financial statements.

Governments sometimes enter into joint ventures with other governments, whereby they
agree to share both the risks and rewards of a common activity. If a government has an equity
interest in the joint venture, it should account for the investment as a long-term asset in the
general asset account group (or in a proprietary fund if the investment was made with proprietary
resources).

The GASB also requires affiliated organizations for which the government is not financially
accountable, e.g., booster clubs, fund-raising organizations, and foundations, to be discretely
presented as component units if (1) the economic resources are entirely, or almost entirely, for
the benefit of the government, and (2) the government is entitled to the majority of these
resources, and (3) these resources are significant to that government.1

HIGHLIGHTS AND ILLUSTRATIVE EXAMPLES
OF THE REPORTING MODEL
GASB Statement No. 34 represents a dramatic shift in the way state and local governments pre-
sent financial information to the public. Major innovations of GASB Statement No. 34 can be
summarized as follows:

^ An introductory narrative section highlighting and analyzing the governments’ financial
performance.

^ A refinement of funds-based information.
^ An overall view of the government in government-wide statements.
^ Comprehensive information about the cost of delivering services to citizens.
^ Information about infrastructure assets—such as bridges, roads, and storm sewers.

Management’s Discussion and Analysis

A management’s discussion and analysis is provided as supplementary information before the
basic financial statements. The purpose of the MD&A is to give a concise overview and analysis
of the information in the government’s financial statements. This analysis is focused on the

1 GASB Statement No. 39, Determining Whether Certain Organizations Are Component Units—an amendment
to GASB 14 (Norwalk, CT: Governmental Accounting Standards Board, May 2002).

3
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Demonstrate an

understanding of the state

and local government

financial reporting model.
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Illustration 17-2
The Financial Reporting Entity

Is the PCU
legally separate?

Does the PG 
hold the PCU’s

corporate powers?

Not part of 
this PG

Part of this PG

Does the PG appoint
a voting majority of
the PCU’s board?

Does the fiscal
dependency 

criterion apply?

Would it be misleading
to exclude the PCU 

because of its
relationship with the PG?

Discrete presentation

Does the organization’s
relationship with the PG

meet the criteria of 
GASB Statement No. 39?

The PCU is not a CU
of this reporting entity.

(See JV reporting
requirements.)

Is the PG able
to impose its

will on the PCU?

Is there a financial
benefit/burden
relationship?

See note below.
Are the two boards

substantively the
same?

Blend

Related organization
note disclosure

Does the CU provide
services entirely,or 

almost entirely,
to the PG?

Discrete
presentation

PCU = Potential component unit
PG = Primary government

CU = Component unit
JV = Joint venture

A

A

A

YES

YES

NO

NO NO

NO NO

NO NO

YESYES

YES

YES

NO

YES

YES YES YES

NO

NO

Source: GASB Statement No. 39, Determining Whether Certain Organizations Are Component Units—an amendment to GASB No.14, The Finan-
cial Reporting Entity, May 2002.

893Chapter 17 FINANCIAL REPORTING ISSUES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



primary government and is based on currently known facts, decisions, or conditions. It is not a fore-
cast. Its purpose it to help users (citizens, the media, bond raters, creditors, legislators, and others)
assess whether the government’s financial position has improved or deteriorated during the year.
Governments must limit the topics discussed in the MD&A to the following:2

^ A brief discussion of the basic financial statements, including how they relate to each other
and the significant differences in the information they provide.

^ Condensed current- and prior-year financial information from the government-wide
financial statement.

^ An analysis of the government’s overall financial position and results of operations including
impact of important economic factors.

^ An analysis of individual fund financial information, including the reasons for significant
changes in fund balances (or net position) and whether limitations significantly affect the
future use of the resources.

^ An analysis of significant variations between original and final budget amounts and between
final budget amounts and actual budget results for the general fund.

^ A description of changes in capital assets and long-term liabilities during the year.
^ A discussion of the condition of infrastructure assets.
^ A description of currently known facts, decisions, or conditions that have, or are expected to

have, a material effect on the financial position or results of operations.

Excerpts from a sample MD&A are shown in Illustration 17-3.3

Illustration 17-3
Management’s Discussion and Analysis

Our discussion and analysis of Dover’s financial performance provides an overview of the City’s
financial activities for the fiscal year ended December 31, 2019.

Financial Highlights

^ The City’s net position remained virtually unchanged as a result of this year’s operations. While
net position of our business-type activities increased by $3.2 million, or nearly 4%, net position of
our governmental activities decreased by $3.1 million, or nearly 2.5%.

^ During the year, the City had expenses that were $6.3 million more than the $99.5 million
generated in tax and other revenues for governmental programs (before special items). This
compares to last year, however, when expenses exceeded revenues by $8.9 million.

^ In the City’s business-type activities, revenues increased to $15 million (or 5.6%) while expenses
decreased by 1.7%.

^ Total cost of all of the City’s programs was virtually unchanged (increasing by $800,000, or less
than 1%) with no new programs being added this year.

^ The general fund reported a deficit this year of $1.3 million despite the one-time proceeds of
$3.5 million from the sale of some of our park land.

^ The resources available for appropriation were $1.1 million less than budgeted for the general
fund. However, we kept expenditures within spending limits primarily through a mid-year hiring
and overtime freeze and our continuing staff restructuring efforts.

2 GASB Statement No. 37, Basic Financial Statements—and Management’s Discussion and Analysis—for State
and Local Governments: Omnibus (Norwalk, CT: Governmental Accounting Standards Board, June 2001)
requires governments to confine topics in the MD&A.

3 Illustrations 17-3 through 17-13 are adapted from GASB Statement No. 34, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local Governments, pp. 151, 201, 210–211, 220–224,
228–231, 235–236, 254–255, 258–261, and 269.
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Using this Annual Report

This annual report consists of a series of financial statements. The statement of net position and the
statement of activities [on pages 908 (Illustration 17-12) pages 911 and 912 (Illustration 17-13)]
provide information about the activities of the City as a whole and present a longer-term view of the
City’s finances. Fund financial statements start on page 898 (Illustration 17-4). For governmental
activities, these statements tell how these services were financed in the short term as well as what
remains for future spending. Fund financial statements also report the City’s operations in more
detail than the government-wide statements by providing information about the City’s most signifi-
cant funds. The remaining statements provide financial information about activities for which the
City acts solely as a trustee or agent for the benefit of those outside the government.

Reporting the City as a Whole

The Statement of Net Position and the Statement of Activities

Our analysis of the City as a whole begins on page 896 (Table 1). One of the most important ques-
tions asked about the City’s finances would be, ‘‘Is the City as a whole better or worse off as a result
of the year’s activities?’’ The statement of net position and the statement of activities report informa-
tion about the City as a whole and about its activities in a way that helps answer this question. These
statements include all assets and liabilities using the accrual basis of accounting, which is similar to
the accounting used by most private-sector companies. All of the current year’s revenues and
expenses are taken into account regardless of when cash is received or paid.

These two statements report the City’s net position and changes in them. You can think of the
City’s net position—assets and deferred outflows, less deferred inflows and liabilities—as one way
to measure the City’s financial health, or financial position. Over time, increases or decreases in the
City’s net position are one indicator of whether its financial health is improving or deteriorating. You
will need to consider other nonfinancial factors, however, such as changes in the City’s property tax
base and the condition of the City’s roads, to assess the overall health of the City.

In the statement of net position and the statement of activities, we divide the City into three kinds
of activities:

^ Governmental activities—Most of the City’s basic services are reported here, including the
police, fire, public works, and parks departments, and general administration. Property taxes,
franchise fees, and state and federal grants finance most of these activities.

^ Business-type activities—The City charges a fee to customers to help it cover all or most of the cost
of certain services it provides. The City’s water and sewer system and parking facilities are
reported here.

^ Component units—The City includes two separate legal entities in its report: the City School
District and the City Landfill Authority. Although legally separate, these ‘‘component units’’ are
important because the City is financially accountable for them.

Reporting the City’s Most Significant Funds

Fund Financial Statements

Our analysis of the City’s major funds begins on page 897. The fund financial statements begin on
page 898 (Illustration 17-4) and provide detailed information about the most significant funds—not
the City as a whole. Some funds are required to be established by state law and by bond covenants.
However, the city council establishes many other funds to help it control and manage money for parti-
cular purposes (like the Route 7 reconstruction project) or to show that it is meeting legal responsi-
bilities for using certain taxes, grants, and other money (such as grants received from the U.S.
Department of Housing and Urban Development). The City’s two kinds of funds—governmental and
proprietary—use different accounting approaches.

^ Governmental funds—Most of the City’s basic services are reported in governmental funds,
which focus on how money flows into and out of those funds and the balances left at year-end
that are available for spending. These funds are reported using an accounting method called

(continued)
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modified accrual accounting, which measures cash and all other financial assets that can readily
be converted to cash. The governmental fund statements provide a detailed short-term view of the
City’s general government operations and the basic services it provides. Governmental fund infor-
mation helps you determine whether there are more or fewer financial resources that can be spent
in the near future to finance the City’s programs. We describe the relationship (or differences)
between governmental activities (reported in the statement of net position and the statement
of activities) and governmental funds in a reconciliation at the bottom of the fund financial
statements.

^ Proprietary funds—When the City charges customers for the services it provides—whether to
outside customers or to other units of the City—these services are generally reported in
proprietary funds. Proprietary funds are reported in the same way that all activities are reported
in the statement of net position and the statement of activities. In fact, the City’s enterprise funds
(a component of proprietary funds) are the same as the business-type activities we report in the
government-wide statements but provide more detail and additional information, such as cash
flows, for proprietary funds. We use internal service funds (the other component of proprietary
funds) to report activities that provide supplies and services for the City’s other programs and
activities—such as the City’s Telecommunications Fund.

The City as Trustee

Reporting the City’s Fiduciary Responsibilities

The City is the trustee, or fiduciary, for its employees’ pension plans. It is also responsible for other
assets that—because of a trust arrangement—can be used only for the trust beneficiaries. All of the
City’s fiduciary activities are reported in separate statements of fiduciary net position and changes in
fiduciary net position on pages 905 and 906 (Illustration 17-9 and 17-10). We exclude these activ-
ities from the City’s other financial statements because the City cannot use these assets to finance its
operations. The City is responsible for ensuring that the assets reported in these funds are used for
their intended purposes.

The City as a Whole

The City’s combined net position was virtually unchanged from a year ago—increasing from
$209.0 million to $209.1 million. In contrast, last year net position decreased by $6.2 million. Look-
ing at the net position and net expenses of governmental and business-type activities separately,
however, reveals two very different stories. Our analysis below focuses on the net position (Table 1)
of the City’s governmental and business-type activities.

Table 1
Net position
(in millions)

Governmental
Activities

Business-Type
Activities

Total
Primary Government

2019 2018 2019 2018 2019 2018

Current and other position. . . . . . . . . . . . . . . $ 54.3 $ 49.0 $ 13.8 $ 15.7 $ 68.1 $ 64.7
Capital assets . . . . . . . . . . . . . . . . . . . . . . . . 170.0 162.1 151.4 147.6 321.4 309.7

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . $ 224.3 $211.1 $165.2 $163.3 $ 389.5 $ 374.4

Long-term debt outstanding . . . . . . . . . . . . . . $ (79.3) $ (61.8) $ (78.3) $ (77.3) $(157.6) $(139.1)
Other liabilities . . . . . . . . . . . . . . . . . . . . . . . (21.4) (22.6) (1.4) (3.7) (22.8) (26.3)

Total liabilities . . . . . . . . . . . . . . . . . . . . . . $(100.7) $ (84.4) $ (79.7) $ (81.0) $(180.4) $(165.4)

Net position:
Invested in capital assets, net of debt . . . . . $ 103.7 $100.3 $ 73.1 $ 71.6 $ 176.8 $ 171.9
Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . 22.8 27.1 1.4 2.8 24.2 29.9
Unrestricted (deficit). . . . . . . . . . . . . . . . . . (2.9) (0.7) 11.0 7.9 8.1 7.2

Total net position . . . . . . . . . . . . . . . . . . . . . . $ 123.6 $126.7 $ 85.5 $ 82.3 $ 209.1 $ 209.0

Source: Government Accounting Standards Board Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for
State and Local Government, June 1999, Appendix C.
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Funds-Based Statements

The focus in the funds-based statements is to provide detailed information about short-term
spending and fiscal compliance by major funds. Separate funds-based statements for govern-
mental, proprietary, and fiduciary funds are required. The statements highlight major funds
in separate columns and aggregate nonmajor funds into one additional column. The general
fund is always considered a major fund. Other major funds are defined as those in which
assets and deferred outflows, liabilities and deferred inflows, revenues, or expenditures/
expenses are at least 10% of all funds in that category or type (i.e., all governmental or all
enterprise funds, respectively), and the same element is also at least 5% of all government
and enterprise funds combined. In addition, a government may designate as major any other
governmental or enterprise fund it believes is important to the users of its financial state-
ments. This gives government officials great latitude in deciding how data are presented in
the statements to promote better understanding of its activities and financial health.

Illustrations 17-4 and 17-5 (shown on pages 898 and 900) show examples of a governmen-
tal funds balance sheet and a governmental funds statement of revenues, expenditures, and
changes in fund balances for the city of Dover. Following a separate column for the general
fund and each major fund, the remaining nonmajor funds are added together into one column,
and the final column presents a total of all governmental funds. Note that the nonmajor funds
are included in the column titled Total Nonmajor Funds and that the fund balance includes spe-
cial revenue, debt service, capital project, and permanent fund information, as described in
Chapter 16 after adjusting out the major fund balances.

Proprietary funds statements will include enterprise funds and internal service funds. Enter-
prise funds that meet the percentage test described previously will be presented individually. A
column that summarizes all nonmajor enterprise funds is included, and a total for all enterprise
funds is provided. The enterprise funds are also called business-type activities. Internal service
funds are classified as proprietary funds in the funds-based statements and reported as a separate
column because their services usually are provided predominantly to general government activi-
ties. Internal service funds are governmental activities.

Illustrations 17-6 and 17-7 (shown on pages 900 to 902) present the proprietary funds
statement of net position and the statement of revenues, expenses, and changes in fund net
position, respectively.

Net position of the City’s governmental activities decreased by 2.5% ($123.6 million compared
to $126.7 million). Unrestricted net position—the part of net position that can be used to finance day-
to-day operations without constraints established by debt covenants, enabling legislation, or other
legal requirements—changed from a $700,000 deficit at December 31, 2018, to a $2.9 million
deficit at the end of this year.

This deficit in unrestricted governmental net position arose primarily because of three factors.
First, the City did not include in past annual budgets the amounts needed to fully finance liabilities
arising from property and casualty claims. The City does not purchase commercial insurance to
cover these claims. The City also did not include in past budgets amounts needed to pay for unused
employee vacation and sick days. The City will need to include these amounts in future years’ bud-
gets as they come due. Second, during the past two years, tax revenues and state grants have fallen
short of amounts originally anticipated. Finally, the city council decided to draw down accumulated
cash balances to delay the need to approve new tax increases.

The net position of our business-type activities increased by 3.9% ($85.5 million compared to
$82.3 million) in 2019. This increase, however, cannot be used to make up for the decrease
reported in governmental activities. The City generally can only use this net position to finance the
continuing operations of the water and sewer and parking operations.

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion
and Analysis—for State and Local Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236,
254–255, 258–261, and 269.
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Illustration 17-4
City of Dover
Balance Sheet

Governmental Funds
December 31, 2019

(in thousands)

General
Fund

Housing
Program

Community
Block Grants

Parking and
Recreation

Total
Nonmajor

Funds

Total
Governmental

Funds

Assets:
Cash and cash equivalents . . . . . . . . . . . . . $3,418 $1,237 $ 5,607 $10,262
Investments . . . . . . . . . . . . . . . . . . . . . . . . . $13,263 $10,467 3,485 27,215
Receivables (net) . . . . . . . . . . . . . . . . . . . . . 3,645 2,953 353 11 10 6,972
Due from other funds . . . . . . . . . . . . . . . . . . 1,371 1,371
Receivables from other governments . . . . . . 119 1,596 1,715
Liens receivable . . . . . . . . . . . . . . . . . . . . . . 792 3,196 3,988
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . 183 183

Total assets. . . . . . . . . . . . . . . . . . . . . . . . $9,409 $7,505 $13,616 $10,478 $10,698 $51,706

Liabilities, deferred inflows, and fund balances:
Liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . $3,409 $ 131 $ 191 $ 1,105 $ 1,075 $ 5,911
Due to other funds . . . . . . . . . . . . . . . . . . 25 25
Payable to other governments . . . . . . . . . 94 94

Total liabilities . . . . . . . . . . . . . . . . . . . $3,503 $ 156 $ 191 $ 1,105 $ 1,075 $ 6,030

Deferred inflows of resources:
Deferred inflows of resources. . . . . . . . . . $4,251 $6,273 $ 250 $ 10 $10,784

Total deferred inflows of resources. . . . $4,251 $6,273 $ 250 $ 10 $10,784

Fund balances:
Nonspendable

Inventories . . . . . . . . . . . . . . . . . . . . . . $ 183 $ 183
Restricted for:

Debt services . . . . . . . . . . . . . . . . . . . . $ 3,832 3,832
Restricted for:

Liens receivable . . . . . . . . . . . . . . . . . . 792 792
Assigned for:

Encumbrances . . . . . . . . . . . . . . . . . . . 40 $ 41 $ 119 $ 5,793 1,814 7,807
Other purposes . . . . . . . . . . . . . . . . . . 1,405 1,405
Special revenue funds . . . . . . . . . . . . . 1,035 1,331 2,366
Capital projects funds . . . . . . . . . . . . . 13,056 3,570 1,241 17,867

Unassigned in:
General fund . . . . . . . . . . . . . . . . . . . . 640 640

Total fund balances . . . . . . . . . . . . . . . . . $1,655 $1,076 $13,175 $ 9,363 $ 9,623 $34,892

Total liabilities, deferred inflows, and fund
balances . . . . . . . . . . . . . . . . . . . . . . . . . $9,409 $7,505 $13,616 $10,478 $10,698 $51,706

Total fund balances—Governmental funds $ 34,892

Amounts reported for governmental funds in statement of net position are different because:

Capital assets used in governmental activities are not financial resources and are not reported in the funds. 161,083

Other long-term assets not available to pay for current-period expenditures are deferred in the funds. 9,349

Internal service funds assets and liabilities are included in governmental activities in the statement of net position. 2,995*

Long-term liabilities, including bonds payable, are not reported in the funds. (84,760)

Net position of governmental activities $123,559

*See Illustration 17-7 (Internal service funds, Total net position—ending)

Note: See Illustration 17-14 for a more detailed explanation.

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.
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Illustration 17-5
City of Dover

Statement of Revenues, Expenditures, and Changes in Fund Balances
Governmental Funds

For Year Ended December 31, 2019
(in thousands)

General
Fund

Housing
Program

Community
Block Grants

Parking and
Recreation

Total
Nonmajor

Funds

Total
Governmental

Funds

Revenues:
Property taxes . . . . . . . . . . . . . . . . . . . . . . . . $51,173 $ 4,680 $ 55,853
Franchise taxes . . . . . . . . . . . . . . . . . . . . . . . 4,056 4,056
Public service taxes . . . . . . . . . . . . . . . . . . . . 8,970 8,970
Fees and fines . . . . . . . . . . . . . . . . . . . . . . . . 607 607
Licenses and permits . . . . . . . . . . . . . . . . . . . 2,288 2,288
Intergovernmental . . . . . . . . . . . . . . . . . . . . . 6,120 $2,578 2,831 11,529
Charges for services . . . . . . . . . . . . . . . . . . . 11,374 31 11,405
Investment earnings . . . . . . . . . . . . . . . . . . . . 552 87 $ 549 $ 270 364 1,822
Miscellaneous . . . . . . . . . . . . . . . . . . . . . . . . 882 66 3 951

Total revenues . . . . . . . . . . . . . . . . . . . . . . $86,022 $2,731 $ 549 $ 273 $ 7,906 $ 97,481

Expenditures:
Current:

General government . . . . . . . . . . . . . . . . . $ 8,631 $ 418 $ 17 $ 121 $ 9,187
Public safety . . . . . . . . . . . . . . . . . . . . . . . . 33,730 33,730
Public works. . . . . . . . . . . . . . . . . . . . . . . . 4,976 3,722 8,698
Engineering services . . . . . . . . . . . . . . . . . 1,300 1,300
Health and sanitation. . . . . . . . . . . . . . . . . 6,070 6,070
Cemetery . . . . . . . . . . . . . . . . . . . . . . . . . . 706 706
Culture and recreation . . . . . . . . . . . . . . . . 11,412 11,412
Community development . . . . . . . . . . . . . . $2,954 2,954
Education—payment to school district. . . . 21,893 21,893

Debt service . . . . . . . . . . . . . . . . . . . . . . . . . .
Principal. . . . . . . . . . . . . . . . . . . . . . . . . . . 3,450 3,450
Interest and other charges . . . . . . . . . . . . . 5,215 5,215

Capital outlay . . . . . . . . . . . . . . . . . . . . . . . . 2,247 11,282 3,190 16,719

Total expenditures . . . . . . . . . . . . . . . . . . . $88,718 $2,954 $ 2,665 $ 11,299 $ 15,698 $121,334

Excess (deficiency) of revenues over
expenditure . . . . . . . . . . . . . . . . . . . . $ (2,696) $ (223) $ (2,116) $(11,026) $ (7,792) $ (23,853)

Other financing sources (uses):
Proceeds of refunding bonds . . . . . . . . . . . . . $ 38,045 $ 38,045
Proceeds of long-term capital-related debt . . $17,530 1,300 18,830
Payment to bond refunding escrow . . . . . . . . (37,284) (37,284)
Transfer-in . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 129 5,551 5,680
Transfer-out . . . . . . . . . . . . . . . . . . . . . . . . . . (2,164) $ (348) (2,273) (219) (5,004)

Total other financing sources and uses . . . $ (2,035) $ (348) $15,257 $ 7,393 $ 20,267

Special item—proceeds from
sales in park . . . . . . . . . . . . . . . . . . . . . $ 3,476 $ 3,476

Net change in fund balances. . . . . . . . . . . . . $ (1,255) $ (571) $13,141 $(11,026) $ (399) $ (110)
Fund balances—beginning . . . . . . . . . . . . . . 2,910 1,647 34 20,389 10,022 35,002

Fund balances—ending . . . . . . . . . . . . . . . . $ 1,655 $1,076 $13,175 $ 9,363 $ 9,623 $ 34,892

(continued)
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City of Dover
Reconcilation of the Statement of Revenues, Expenditures, and

Changes in Fund Balances of Governmental Funds to the Statement of Activities
For Year Ended December 31, 2019

(in thousands)

Net change in fund balances—total governmental funds $ (110)

Amounts reported for governmental activities in the statement of activities are different because:

Governmental funds report capital outlays as expenditures.

However, in the statement of activities, depreciation expense is recorded. Necessary
adjustment—the amount by which capital outlay exceeds depreciation.

14,040

In the statement of activities, only the gain on the sale of the park land is reported.

Governmental funds report the proceeds from the sale as an increase in financial resources.
Necessary adjustment—the cost of the land sold. (823)

Revenues in the statement of activities that do not provide current financial resources are
not reported as revenues in the funds. 1,921

Bond proceeds provide current financial resources to governmental funds, but issuing debt
increases long-term liabilities in the statement of net position. Repayment of bond principal is
an expenditure in the governmental funds, but the repayment reduces long-term liabilities in
the statement of net position. Necessary adjustment—amount of proceeds less repayments. (16,140)

Some expenses reported in the statement of activities do not require the use of current
financial resources and therefore are not reported as expenditures in governmental funds. (1,243)

The net revenue (expense) of internal service funds determined to be governmental type. (759)

Total changes in net position of governmental activities (see Illustration 17-13) $ (3,114)

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.

Illustration 17-6
City of Dover
Balance Sheet

Proprietary Funds
December 31, 2019

(in thousands)

Major Enterprise Funds

Internal Service
Funds

Electric
Utility

Water &
Sewer Totals

Assets:
Current assets:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,417 $ 369 $ 8,786 $ 3,336
Investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
Receivables (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,564 4 3,568 158
Due from other governments . . . . . . . . . . . . . . . . . . . . . 41 41
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 127 127 139

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,149 $ 373 $ 12,522 $ 3,783

(continued)
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Major Enterprise Funds

Internal Service
Funds

Electric
Utility

Water &
Sewer Totals

Assets (continued):
Noncurrent assets:

Restricted cash and cash equivalents. . . . . . . . . . . . . . . $ 1,493 $ 1,493
Capital assets:

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 814 3,022 3,835
Distribution and collection systems. . . . . . . . . . . . . . . 39,504 39,504
Buildings and equipment . . . . . . . . . . . . . . . . . . . . . . 106,136 23,029 129,165 $14,722

Less accumulated depreciation . . . . . . . . . . . . . . . (15,329) (5,787) (21,115) (5,782)

Total noncurrent assets . . . . . . . . . . . . . . . . . . . . $131,125 $21,757 $152,882 $ 8,940

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $143,274 $22,130 $165,404 $12,723

Liabilities:
Current liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 447 $ 304 $ 751 $ 781
Due to other funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175 175 1,170
Compensated absences . . . . . . . . . . . . . . . . . . . . . . . . 113 9 122 237
Claims and judgments . . . . . . . . . . . . . . . . . . . . . . . . . . 1,688
Bonds, notes, and loans payable. . . . . . . . . . . . . . . . . . 3,945 360 4,305 249

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . $ 4,680 $ 673 $ 5,353 $ 4,125

Noncurrent liabilities:
Compensated absences . . . . . . . . . . . . . . . . . . . . . . . . $ 451 $ 35 $ 486
Claims and judgments . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,603
Bonds, notes, and loans payable. . . . . . . . . . . . . . . . . . 54,452 19,544 73,996

Total noncurrent liabilities . . . . . . . . . . . . . . . . . . . . . $ 54,903 $19,579 $ 74,482 $ 5,603

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 59,583 $20,252 $ 79,835 $ 9,728

Net position:
Invested in capital assets, net of related debt. . . . . . . . . . . $ 72,728 $ 361 $ 73,089 $ 8,690
Restricted for debt service . . . . . . . . . . . . . . . . . . . . . . . . . 1,452 1,452
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,963 65 11,028 (5,695)

Total net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 83,691 $ 1,878 $ 85,569a $ 2,995b

Total liabilities and net position . . . . . . . . . . . . . . . . . . . . . $143,274 $22,130 $165,404 $12,723

aAlthough internal service funds are classified as proprietary funds, they account for governmental activities and are reported separately from the
proprietary funds that account for business-type activities. Information in the Totals column on this statement flows directly to the Business-Type
Activities column on the statement of net position (see Illustration 17-12).

bInformation in the Internal Service Funds column is combined with other governmental activities in Illustration 17-12.

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.
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Illustration 17-7
City of Dover

Statement of Revenues, Expenses, and Changes in Fund Net Position
Proprietary Fund

For Year Ended December 31, 2019
(in thousands)

Major Enterprise Funds

Internal Service
Funds

Electric
Utility

Water &
Sewer Totals

Operating revenues:
Charges for services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,330 $ 1,340 $12,670 $15,255
Miscellaneous . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 4 1,067

Total operating revenues . . . . . . . . . . . . . . . . . . . . . . . . $11,330 $ 1,344 $12,674 $16,322

Operating expenses:
Personal services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,401 $ 762 $ 4,163 $ 4,157
Contractual services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 345 96 441 584
Utilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 754 101 855 215
Repairs and maintenance . . . . . . . . . . . . . . . . . . . . . . . . . 747 65 812 1,961
Other supplies and expenses. . . . . . . . . . . . . . . . . . . . . . . 498 17 515 234
Insurance claims and expenses . . . . . . . . . . . . . . . . . . . . . 8,004
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,163 542 1,705 1,708

Total operating expenses . . . . . . . . . . . . . . . . . . . . . . . . $ 6,908 $ 1,583 $ 8,491 $16,863

Operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . $ 4,422 $ (239) $ 4,183 $ (541)

Nonoperating revenues (expenses):
Interest and investment revenue . . . . . . . . . . . . . . . . . . . . . $ 455 $ 146 $ 601 $ 135
Miscellaneous revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . 105 105 21
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,601) (1,166) (2,767) (42)
Miscellaneous expense . . . . . . . . . . . . . . . . . . . . . . . . . . . (47) (47) (176)

Total nonoperating revenue (expenses) . . . . . . . . . . . . . $ (1,146) $ (962) $ (2,108) $ (62)

Income (loss) before contributions and transfers . . . . $ 3,276 $(1,201) $ 2,075 $ (603)

Capital contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,646 $ 1,646 $ 19
Transfers-out . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (290) $ (211) (501) (175)

Change in net position. . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,632 $(1,412) $ 3,220 $ (759)
Total net position—beginning . . . . . . . . . . . . . . . . . . . . . . . . 79,059 3,290 82,349 3,754

Total net position—ending . . . . . . . . . . . . . . . . . . . . . . . . . . $83,691 $ 1,878 $85,569 $ 2,995

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.

In the net position section of the statement of net position, the net position of a proprietary
fund is classified into three broad components:

1. Invested in capital (fixed) assets, net of related debt—This amount includes the fixed assets of
the fund less all fixed asset-related debt (both current and long term).

2. Restricted—This amount includes the difference between assets externally restricted by credi-
tors, grantors, donors, or laws and regulations of other governments or internally restricted
by constitutional provisions or enabling legislation and any liabilities payable from these
restricted assets.

3. Unrestricted—This amount includes the difference between the remaining assets and liabilities in
the fund as well as reclassified restricted assets when the government has satisfied the restriction.

A statement of cash flows is also required for enterprise and internal service fund activities
(see Illustration 17-8 on pages 903 and 904). All governments report their cash flows in four
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categories. Operating cash flows from basic operating purposes are reported first. Most of these
cash flows are related to the provision of services and the production and sale of goods. Cash
flows from financing activities are broken down into (a) cash flows from noncapital financing which
relate to borrowing for purposes other than buying or constructing capital assets and to certain
grants and subsidies to and from other governments and (b) capital and related financing cash
flows from borrowing and repaying funds for the purposes of purchasing, building, or recon-
structing capital assets and selling capital assets and aid received from other levels of government
to finance capital. Finally, investing cash flows relate to the acquisition and sale of investments,
loan of money, and collection on loans. Almost all of the receipts in this category are interest
and dividends from investments. The direct method of presentation of cash flows from opera-
tions is required. In addition, major enterprise funds are reported in separate columns.

Fiduciary funds are presented using a format similar to the guidance in the pension stan-
dards (see Chapter 16, pages 856 and 857). Fiduciary funds are used to account for resources
the government holds while acting as the trustee or agent for an outside individual or organiza-
tion as defined in Chapter 16. The two required statements for the fiduciary funds, the state-
ment of fiduciary net position and the statement of changes in fiduciary net position, are shown
in Illustrations 17-9 and 17-10.

Illustration 17-8
City of Dover

Statement of Cash Flows
Proprietary Fund

For Year Ended December 31, 2019
(in thousands)

Major Enterprise Funds

Internal Service
Funds

Electric
Utility

Water &
Sewer Totals

Cash flows from operating activities:
Receipts from customers. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,400 $ 1,345 $ 12,745 $15,326
Payments to suppliers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,725) (365) (3,090) (2,812)
Payments to employees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,360) (751) (4,111) (4,210)
Internal activity—payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,297) (1,297)
Claims paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8,482)
Other receipts (payments) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,325) (2,325) 1,061

Net cash provided by operating activities . . . . . . . . . . . . . . . $ 1,693 $ 229 $ 1,922 $ 883

Cash flows from noncapital and related
financing activities:

Operating subsidies and transfers to other funds. . . . . . . . . . . . $ (290) $ (211) $ (501) $ (175)

Cash flows from capital and related
financing activities:

Proceeds from capital debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,041 $ 8,661 $ 12,702
Capital contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,646 1,646
Purchases of capital assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,194) (145) (4,339) $ (400)
Principal paid on capital debt . . . . . . . . . . . . . . . . . . . . . . . . . . (2,178) (8,895) (11,073) (954)
Interest paid on capital debt . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,480) (1,166) (2,646) (41)
Other receipts (payments) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19 19 131

Net cash (used) by capital and related financing
activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (2,165) $(1,526) $ (3,691) $ (1,264)

(continued)
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Major Enterprise Funds

Internal Service
Funds

Electric
Utility

Water &
Sewer Totals

Cash flows from investing activities:
Proceeds from sales and maturates of investments . . . . . . . . . . $ 455 $ 144 $ 599 $ 145

Net cash provided by investing activities. . . . . . . . . . . . . . . . $ 455 $ 144 $ 599 $ 145

Net (decrease) in cash and cash equivalents . . . . . . . . . . . $ (307) $(1,364) $ (1,671) $ (411)
Balances—beginning of the year . . . . . . . . . . . . . . . . . . . . . . . 8,724 1,733 10,457 3,747

Balances—end of the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,417 $ 369 $ 8,786 $ 3,336

Reconciliation of operating income (loss) to net
cash provided (used) by operating activities:
Operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,422 $ (239) $ 4,183 $ (541)
Adjustments to reconcile operating income to net

cash provided (used) by operating activities:
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,163 542 1,705 1,708

Change in assets and liabilities:
Receivables (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 653 1 654 32
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 3 40
Accounts and other payables. . . . . . . . . . . . . . . . . . . . . . . (297) (87) (384) (475)
Accrued expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,251) 12 (4,239) (831)

Net cash provided by operating activities . . . . . . . . . . . . . . . . . $ 1,693 $ 229 $ 1,922 $ 883

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.

Perhaps the most notable features of the funds statements are in the format (column titles)
being given by major fund rather than by fund type; the use of separate statements for govern-
mental, proprietary, and fiduciary funds; and the presentation of net position in the proprietary
fund statement of net position. Other highlights include:

^ Permanent funds account for assets legally restricted so that the earnings, but not the
principal, may be used to finance governmental programs.

^ General fixed assets, including infrastructure assets, and general long-term debt are
included only in the government-wide financial statements. A schedule is required for
general fixed assets detailing the beginning balances—followed by additions, deductions,
and depreciation charged in the current period—to reconcile to the ending balance. A
schedule is also required for general long-term debt to give information on beginning
balances, new debt issued, debt principal retired, and ending balances.

^ All interfund activity is classified as either reciprocal or nonreciprocal. Reciprocal interfund
activities include (1) interfund loans, which are treated as due to/from (short-term) or
advances to/from (long-term), and (2) interfund services between governmental and
proprietary funds that are reported as revenue and expenditures/expenses. Nonreciprocal
interfund activities include (1) interfund transfers and (2) interfund reimbursements. All
transfers are reported in the government funds as ‘‘other financing sources or uses.’’ And, in
the proprietary funds, all transfers are reported simply as ‘‘transfers.’’ Payments in lieu of
taxes are classified as transfers. Extensive footnotes are required to provide users of the
financial statements detailed information about the purpose and nature of these transfers and
the funds affected.
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^ Special and extraordinary items are reported separately in both the governmental and
proprietary fund financial statements. Extraordinary items are defined as in business
accounting—both unusual in nature and infrequent in occurrence. Special items are defined
as arising from significant transactions or other events that are (1) within the control of
management and (2) either unusual in nature or infrequent in occurrence. Special items
are reported separately and before extraordinary items. Footnote disclosure is required
for any significant transactions or other events that are either unusual or infrequent but
not within the control of management.

^ Budgetary comparisons are required in either a separate statement or schedule as part of the
integrated set of basic financial statements or as required supplementary information.
Further, a column for the original budget as well as the final revised budget column must be
included. The final budget is compared with actual amounts using the government’s
budgetary basis to determine compliance with the legally adopted budget. Budgetary
comparisons are required for the general fund and for each annually budgeted major special
revenue fund. Illustration 17-11 shows a budgetary comparison schedule for the city of
Dover general fund. No budgetary comparisons are required in the basic financial statements
or RSI for any capital project, debt service, or permanent funds.

Illustration 17-9
City of Dover

Statement of Fiduciary Net Position
Fiduciary Funds

December 31, 2019

Employee
Retirement

Plan

Private-
Purpose

Trust
Agency
Funds

Assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000 $ 1,250 $ 4,500

Receivables:
Interest and dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 51,000 $ 700
Other receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 $18,000

Total receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 58,000 $ 700 $18,000

Investments, at fair value:
U.S. government obligations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 13,000 $80,000
Municipal bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000
Corporate bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Corporate stocks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000
Other investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000

Total investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $152,000 $80,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $212,000 $81,950 $22,500

Liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,950
Refunds payable and others . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,000 $22,500

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,000 $ 1,950 $22,500

Net position:
Held in trust for pension benefits and

other purposes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $211,000 $80,000

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.
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Illustration 17-10
City of Dover

Statement of Changes in Fiduciary Net Position
Fiduciary Funds

December 31, 2019

Employee
Retirement

Plan

Private-
Purpose

Trust

Additions:
Contributions:

Employer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 47,000
Plan members . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000

Total contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 91,000

Investment earnings:
Net (decrease) in fair value of investments. . . . . . . . . . . . . . . . . . . . . $ (11,500)
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000 $ 4,500
Dividends. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Total investment earnings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $153,500 $ 4,500
Less investment expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Net investment earnings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $138,500 $ 4,500

Total additions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $229,500 $ 4,500

Deductions:
Benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 24,500 $ 3,800
Refunds of contribution . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,000
Administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000 700

Total deductions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 79,500 $ 4,500

Change in net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Net position—beginning of the year . . . . . . . . . . . . . . . . . . . . . . . . . . . 61,000 $80,000

Net position—end of the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $211,000 $80,000

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion
and Analysis—for State and Local Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236,
254–255, 258–261, and 269.

Illustration 17-11
City of Dover

Budgetary Comparison Schedule
General Fund

For Year Ended December 31, 2019

Budgeted Amounts
Actual Amounts

(Budgetary Basis)

Variance with
Final Budget

Positive (Negative)Original Final

Budgetary fund balance, January 1 . . . . . . . . . . . . . . . $ 5,250 $ 5,250 $ 5,250
Resources (inflows):

Property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000 51,800 52,000 $ (200)
Franchise taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 42,000 40,000 2,000
Public service taxes . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 90,000 90,000

(continued)
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Budgeted Amounts
Actual Amounts

(Budgetary Basis)

Variance with
Final Budget

Positive (Negative)Original Final

Licenses and permits . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,000 $ 12,300 $ 12,000 $ 300
Fines and forfeitures. . . . . . . . . . . . . . . . . . . . . . . . . . 42,300 40,000 41,000 (1,000)
Charges for services . . . . . . . . . . . . . . . . . . . . . . . . . 12,000 11,200 9,000 2,200
Grants . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000 55,000 52,000 3,000
Sale of land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,500 35,000 34,750 250
Miscellaneous . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000 90,000 88,000 2,000
Interest received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000 50,000 55,000 (5,000)
Transfers from other funds . . . . . . . . . . . . . . . . . . . . . 50,000 50,000 53,000 (3,000)

Amounts available for appropriation. . . . . . . . . . . $540,050 $532,550 $532,000 $ 550

Charges to appropriations (outflows)
General government:

Legal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 26,000 $ 26,000 $ 25,500 $ 500
Mayor, legislative, city manager . . . . . . . . . . . . . . 25,000 25,000 24,000 1,000
Finance and accounting. . . . . . . . . . . . . . . . . . . . . 9,000 9,500 8,000 1,500
City clerk and elections . . . . . . . . . . . . . . . . . . . . . 5,000 3,500 3,000 500
Employee relations. . . . . . . . . . . . . . . . . . . . . . . . . 7,000 10,000 11,300 (1,300)
Planning and economic development . . . . . . . . . . 14,000 14,000 14,200 (200)

Public safety:
Police . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000 10,000 10,500 (500)
Fire department . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000 16,000 15,500 500
Emergency medical services . . . . . . . . . . . . . . . . . 12,000 12,000 12,000
Inspections . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000 5,000 5,000

Public works:
Public works administration . . . . . . . . . . . . . . . . . . 18,500 19,000 18,750 250
Street maintenance . . . . . . . . . . . . . . . . . . . . . . . . 11,500 11,000 11,250 (250)
Street lighting . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000 7,200 7,500 (300)
Traffic operations . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 8,000 8,000
Mechanical maintenance . . . . . . . . . . . . . . . . . . . 5,000 5,000 4,500 500

Engineering services:
Engineering administration . . . . . . . . . . . . . . . . . . 5,700 5,500 6,000 (500)
Geographical information system . . . . . . . . . . . . . 7,500 7,500 7,100 400

Health and sanitation:
Garbage pickup . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 61,000 61,500 (500)

Cemetery:
Personal services . . . . . . . . . . . . . . . . . . . . . . . . . . 41,500 41,000 41,000
Purchase of goods and services . . . . . . . . . . . . . . . 29,950 30,000 29,500 500

Culture and recreations:
Library . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800 3,000 2,750 250
Parks and recreation . . . . . . . . . . . . . . . . . . . . . . . 5,200 5,000 5,250 (250)
Community communications . . . . . . . . . . . . . . . . . 3,000 3,000 3,000

Nondepartmental:
Transfers to other funds . . . . . . . . . . . . . . . . . . . . . 71,000 71,000 71,000
Funding for school district . . . . . . . . . . . . . . . . . . . 22,000 22,000 22,000

Total charges to appropriation. . . . . . . . . . . . . . $429,650 $430,200 $428,100 $ 2,100

Budgetary fund balance, December 31 . . . . . . . . . . . . $110,400 $102,350 $103,900 $(1,550)

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.
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Government-Wide Financial Statements

The requirement for a government-wide set of financial statements prepared on an accrual basis
has received much attention and resulted in a great deal of controversy. The required
statements—a statement of net position and a statement of activities—are shown in Illustrations
17-12 and 17-13. These statements have one column for governmental activities and one column
for proprietary (business-type) activities. In addition, there is a total for the government as a
whole. Discretely presented component units are also presented in a separate column.

The Statement of Net Position

The statement of net position for the city of Dover, shown in Illustration 17-12, includes all
assets, such as infrastructure assets, and all liabilities of the government. The net position
(equity) is divided into three categories: unrestricted, restricted, and capital-related. The first

Illustration 17-12
City of Dover

Statement of Net Position
December 31, 2019

(in thousands)

Primary Government

Governmental
Activities

Business-Type
Activities Total

Component
Units

Assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . $ 13,598 $ 10,279 $ 23,877 $ 304
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,365 27,365 7,429
Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,833 3,610 16,443 4,042
Internal balances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175 (175)
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 322 127 449 84
Capital assets (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,023 151,389 321,412 37,745

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $224,316 $165,230 $389,546 $49,604

Liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,783 $ 752 $ 7,535 $ 1,803
Noncurrent liabilities:

Due within one year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,236 4,426 13,662 1,427
Due in more than one year. . . . . . . . . . . . . . . . . . . . . . . . . 83,302 74,482 157,784 27,106

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 99,321 $ 79,660 $178,981 $30,336

Deferred inflows of resources:
Deferred inflows of resources . . . . . . . . . . . . . . . . . . . . . . . . $ 1,436 $ 1,436 $ 39

Total deferred inflows of resources. . . . . . . . . . . . . . . . . $ 1,436 $ 1,436 $ 39

Net position:
Invested in capital assets (net of related debt) . . . . . . . . . . . . $103,711 $ 73,089 $176,800 $15,906
Restricted for:

Capital projects . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,706 11,706 492
Debt service . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,021 1,452 4,473
Community development projects . . . . . . . . . . . . . . . . . . . 4,811 4,811
Other purposes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,214 3,214

Unrestricted (deficit). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,904) 11,028 8,124 2,830

Total net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $123,559* $ 85,569 $209,128 $19,228

*As reported in Illustration 17-4 (Net position of governmental activities). This includes the internal service funds.

Source: Adapted from GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and Analysis—for State and Local Gov-
ernments, pp. 151, 201, 210–211, 220–224, 228–231, 235–236, 254–255, 258–261, and 269.
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column reports all assets and liabilities of general government activities, essentially on a consoli-
dated basis and adjusted to reflect full accrual accounting.4 The statement of net position has
several key characteristics, including the following:

^ All capital assets are listed, including infrastructure assets.
^ All capital assets are required to be depreciated. An exception for infrastructure assets is

allowed if they are maintained in a condition that will result in an extended useful life. (See
Chapter 16 for further discussion of the requirements for infrastructure asset reporting.)

^ General long-term liabilities are not recorded at face value but rather adjusted to reflect
application of the effective interest method of accounting.

^ Current and noncurrent liabilities are distinguished on the statement of net position.
^ Interfund payables and receivables between governmental funds are eliminated.
^ Interfund payables and receivables between enterprise funds are eliminated.
^ Net payables and receivables between governmental activities and business-type activities are

shown separately as internal balances.

The Statement of Activities

The statement of activities for the city of Dover shown in Illustration 17-13, on pages 911 and
912, is a very unique statement that begins with a reporting of expenses by program. Direct
expenses and allocated indirect expenses are reported in the first two columns. Then, revenue,
generated from grants, fees, fines, forfeitures, and appropriations that are specifically connected
to a program, is reported. The balance in each program after subtracting the program revenue is
then the amount of expenses that must be paid for by general governmental revenues (e.g., from
taxes, unrestricted grants and appropriations, and other miscellaneous sources).

In the statement of activities, program revenues are reported in three classifications: charges
for services, program-specific operating grants and contributions, and capital grants and contribu-
tions. These revenues are deducted from the expenses of the related function or program. All
revenues that are not program revenues are classified as general revenues.

Expenses, not expenditures, are reported for governmental activities in the government-
wide statement of activities. Expenses include depreciation of general fixed assets, such as infra-
structure assets, interest measured using the effective interest method, compensated absences,
claims and judgments, pension accruals, and other changes in long-term liabilities. Expenses do
not include capital outlay expenditures and debt principal retirement expenditures.

As discussed in Chapter 16 (page 851), internal service funds provide goods or services to
other departments or agencies of the government. The charges to the user departments are set
to reimburse for actual costs of running the internal service operation. Thus, internal service
funds may be thought of as a cost allocation mechanism used by a government to allocate com-
mon costs to various activities or functions. Recognizing this relationship, the assets, liabilities,
and net position of an internal service fund are included in the Governmental Activities column
in the government-wide statements. Further, in developing the government-wide financial state-
ments, internal service fund revenues and expenses are eliminated (similar to a business parent
company and subsidiary consolidation). Any differential between revenues and expenses (e.g.,
profit) is eliminated by reducing the expenses for internal service fund services that are charged
to the various functions in the government-wide statements.

A controversial and challenging aspect of GASB Statement No. 34 for many governments
is the requirement to report infrastructure assets. Most governments have difficulty imple-
menting the necessary record-keeping involved in applying traditional fixed asset accounting
and reporting of infrastructure assets such as streets, roads, sidewalks, curbs, storm sewers,
and bridges. In recognition of this difficulty, the GASB included several special provisions in

4 All FASB standards (and other business guidance) issued on or before November 30, 1989, that do not contra-
dict GASB and predecessor body standards are to be applied to both governmental and business-type activities
in the government-wide statements. FASB standards issued after 1989 are applied only to business-type activi-
ties if a government chooses the option to apply all subsequent FASB standards that do not conflict with GASB
standards per GASB Statement No. 20.

909Chapter 17 FINANCIAL REPORTING ISSUES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Statement No. 34 for infrastructure assets:

1. Allowing various approaches to estimating infrastructure cost, including using price-level
adjusted current replacement costs to estimate historical costs at implementation.

2. Allowing prospective-only application for small governments.

3. Limiting the requirement to major infrastructure fixed assets (defined as a network or sub-
system) acquired after 1981 so that all larger governments have to include 25 years of data.

4. Permitting a modified approach to measuring the cost of using infrastructure assets that
allows governments to avoid reporting depreciation expense. As indicated in Chapter 16, a
government is permitted to use a modified approach if it can demonstrate that the eligible
infrastructure assets are being preserved at or above a condition level established by the gov-
ernment. Under the modified ‘‘preservation’’ approach, all costs to maintain the assets are
expensed and no depreciation is recorded. However, if a government stops maintaining the
infrastructure at the target condition level, the government must depreciate those assets. A
change from the depreciation method to the modified approach should be reported as a
change in accounting estimate, i.e., similar to a change in service life from finite to infinite.

Converting Funds-Based Statements to Government-Wide Statements

Since the information necessary to prepare the fund financial statements and the government-wide
statements is different, a reconciliation from the funds-based to the government-wide statements is
required on the face of the funds-based statements. This reconciliation is necessary to convert from
the modified accrual basis of accounting and the detail of fund accounting to the full accrual and
summarized government-wide statements. It is quite easy to convert the business-type activities
from the total enterprise funds column of the fund financial statements to the government-wide
statements. The most common difference is that the government-wide statement of activities must
present operating data by function (or program) and use a format that differs considerably from the
proprietary funds statement of revenues, expenses, and changes in fund net position. Also, inter-
fund payables and receivables must be eliminated, and internal balances from nonenterprise funds
must be identified. In addition, the assets and liabilities of internal service funds whose primary cus-
tomers are enterprise funds are aggregated with the enterprise fund data in the Business-Type Activ-
ity column. The expenses reported in the statement of activities for business-type activities must
also be adjusted to eliminate the net increase or decrease in internal service net position.

Conversion from the funds-based governmental funds statements to the aggregated govern-
mental activities in the government-wide statements is much more complex. Steps in this con-
version include the following:

1. To convert the governmental fund balance sheet to the government-wide statement of net
position:

^ Add general fixed assets, including infrastructure fixed assets, net of accumulated depreciation.
^ Add general long-term debt, measured at the appropriate carrying amount, using the

effective interest method.
^ Add the assets and liabilities of most internal service funds (those whose primary

customer is the general government).
^ Adjust assets and liabilities from the current financial resources measurement focus to an

economic resources measurement focus.
^ Eliminate the fund balance and classify net position as invested in capital assets, restricted

net position, and unrestricted net position.

2. To convert the governmental fund statement of revenues, expenditures, and changes in fund
balances to the government-wide statement of activities:

^ Eliminate other financing sources for general long-term debt proceeds.
^ Eliminate capital outlay expenditures.
^ Eliminate expenditures or other financing uses for debt principal retirement.
^ Record depreciation expense or maintenance/preservation costs and allocate the expenses

to functions or programs.
^ Convert revenues from the flow of current financial resources modified accrual basis to

the flow of economic resources accrual basis.
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^ Reclassify revenues as either program revenues or general revenues.
^ Convert interest expenditures to interest expense by adjusting for interest accruals,

amortization of premium/discount, bond issue costs, and deferred interest adjustments.
^ Record bad debts expense.
^ Convert other expenditures to expenses, i.e., compensated absences, pension, claims and

judgments, landfill closure and postclosure care, and postretirement benefits other than pensions.
^ Convert special items and extraordinary items to the economic resources measurement

focus and accrual basis of accounting.

A comprehensive example of the conversion from fund financial statements to government-
wide financial statements is provided in the next section.

PRACTICE CONVERTING FUNDS-BASED STATEMENTS
TO GOVERNMENT-WIDE STATEMENTS
Based on the following trial balance for River Creek Village, prepare a complete set of financial
statements except for the budgetary comparison. To get to government-wide statements, assume
the following:

^ The village has no capital assets or long-term debt before the current year.
^ The village follows straight-line depreciation. There is no residual. One full year of

depreciation is taken in the year of acquisition. All equipment items and trucks have a 5-year
life, and the modified preservation approach is applied.

^ The book value of the truck sold was $21,000.
^ The face value of the bonds issued is $182,000.
^ The deferred inflows of resources of $1,052,233 is deferred due to the tax revenue not being

available.

River Creek Village
Trial Balance

Acct. No. Debit Credit

General Fund
Cash 10100 212,133
Cash—Tax Collection 10200 447,277
Investments 10500 355,300
Tax Receivable 10600 604,956
Inventory of Supplies 10900 6,700
Prepaid Expenses 10950 250
Vouchers Payable 11100 6,812
Deferred Inflows of Resources 11200 266,707
Unassigned Fund Balance 12100 281,620
Committed Fund Balance 12200 266,707
Nonspendable Inventory and Prepaid 12300 6,950
Revenues from Other Governments 41100 109,025
Village Property Tax 41200 1,032,761
Investment Revenue 41300 80,401
License Fees 41400 6,885
Building Permits 41500 25,289
Police Fines and Forfeitures 41600 36,984
Board of Appeals Fees 41800 750

(continued)

4
O B J E C T I V E

List the requirements of

the Single Audit Act and

describe what other

reporting efforts the

GASB has been

encouraging.
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Acct. No. Debit Credit

General Government
Administrative Salaries 51100 50,403
Village Hall Maintenance 51105 5,829
Professional Fees 51110 51,406
Casualty Insurance 51118 13,161
Employee Benefits 51119 9,299
Office Expenses 51131 29,548
Fireworks 51152 5,225
Building Inspector 51158 13,785
Computer Capital 56001 1,491

Public Safety
Police Salaries 52001 413,737
Uniforms 52010 3,437
Squad Operations 52015 27,050
Police Training 52035 3,699
Safety Expenses 52040 12,440
Lake Water Quality 52047 5,359
Fire Protection (paid to Summit) 52055 134,981
Legal Costs 52113 5,244
Police Insurance 52118 5,853
Police Benefits 52119 201,168
Police Capital Equipment 57006 22,483

Public Works
Wages 55002 35,609
Truck Operations 55005 6,851
Road Repair and Forestry 55015 19,268
Garbage Collection 55040 49,473
Garage Operations 55052 4,140
Benefits 55128 14,926
Road and Bridges—Capital 58001 48,070
Tools—Capital 58004 758
Truck—Capital 58008 45,000
Other Financing Sources, Asset Sale 60001 21,800
Transfers 60002 61,908
Debt Service Fund
Cash 11110 3,400
Restricted Fund Balance 12330 2,100
Interest 53007 30,908
Principal 53012 37,400
Transfers 60002 69,608
Capital Projects Fund
Cash 11120 45,500
Due to Other Funds 12100
Assigned for Encumbrances 12110 18,000
Committed Fund Balance 12120 20,500
Revenue—Village Property Taxes 68000 18,000
Transfers 68050 1,200
Construction Expenses 68100 150,000
Special Assessment Bond Proceeds 61001 181,200
Permanent Fund
Cash 11130 5,145
Investments 11510 24,300
Committed Fund Balance 12300 34,500
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Acct. No. Debit Credit

Transfers 12350 6,500
Investment Revenue 12100 1,445
Boat Launch Enterprise Fund
Cash 100 24,733
Land 200 200,000
Improvements 210 100,000
Accumulated Depreciation 215 30,000
Prepaid Season Passes 310 3,100
Net Position—Capital Assets 311 270,000
Net Position—Unrestricted 312 5,600
Boat Launch Revenue 500 30,696
Wages 411 5,902
Employee Benefits 412 86
Sanitation Fees 413 1,150
Sales Tax Paid 414 1,778
Depreciation Expense 415 5,000
Other Expenses 416 747

Totals 3,592,466 3,592,466

From the trial balance, the governmental funds balance sheet and statement of revenues,
expenditures, and changes in fund balances can be prepared as follows:

Government Funds Balance Sheet

General
Fund

Debt
Service
Fund

Capital
Projects
Fund

Permanent
Fund Total

Assets

Cash 659,410 3,400 45,500 5,145 713,455
Investments 355,300 24,300 379,600
Tax receivable 604,956 604,956
Inventory of Supplies 6,700 6,700
Prepaid Expenses 250 250

Total Assets 1,626,616 3,400 45,500 29,445 1,704,961

Liabilities

Vouchers Payable 6,812 6,812

Total Liabilities 6,812 6,812

Deferred Inflows of Resources
Deferred Inflows of Resources 1,052,233 1,052,233

Total deferred Inflows of Resources 1,052,233 1,052,233

Fund Balance

Unassigned Fund Balance 293,914 293,914
Committed Fund Balance 266,707 27,500 29,445 323,652
Restricted Debt Service Fund 3,400 3,400
Nonspendable Inventory and Prepaid 6,950 6,950
Assigned for Encumbrances 18,000 18,000

Total Fund Balance 567,571 3,400 45,500 29,445 645,916

Total Liabilities, Deferred Inflows of
Resources, and Fund Balance 1,626,616 3,400 45,500 29,445 1,704,961
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(continued)

Government Fund Statement of Revenues, Expenditures, and Changes in Fund Balances

General
Fund

Debt
Service
Fund

Capital
Projects
Fund

Permanent
Fund Total

Revenues
Village Property Tax 1,032,761 18,000 1,050,761
Revenues from Other Governments 109,025 109,025
Investment Revenue 80,401 1,445 81,846
Police Fines and Forfeitures 36,984 36,984
Building Permits 25,289 25,289
License Fees 6,885 6,885
Board of Appeals Fees 750 750

Total Revenues 1,292,095 18,000 1,445 1,311,540

Expenditures

General Government 180,147 180,147
Public Safety 835,451 835,451
Public Works 224,095 224,095
Interest 30,908 30,908
Principal 37,400 37,400
Construction Expenses 150,000 150,000

Total Expenditures 1,239,693 68,308 150,000 1,458,001

Excess (Deficiency) of Revenues
Over Expenditures 52,402 (68,308) (132,000) 1,445 (146,461)

Other Financing Sources, Asset Sale 21,800 21,800
Proceeds from Bond Issue 181,200 181,200
Transfers (61,908) 69,608 (1,200) (6,500)

(40,108) 69,608 180,000 (6,500) 203,000

Net Change in Fund Balances 12,294 1,300 48,000 (5,055) 56,539
Beginning Fund Balance 281,620 2,100 (20,500) 34,500 297,720

Ending Fund Balance 293,914 3,400 27,500 29,445 354,259

The next step is to prepare the proprietary fund financial statements. Notice that there is
only one proprietary fund, the Boat Launch Enterprise Fund.

Boat Launch
Statement of Net Position

Boat Launch
Statement of Revenues, Expenses, and

Changes in Fund Net Position

Total Assets Revenue

Current Assets Boat Launch Revenue (net of sales tax) 28,918
Cash 24,733

Capital Assets Expenses

Wages 5,902
Land 200,000 Employee Benefits 86
Improvements (net of

accumulated depreciation) 70,000 Depreciation Expense 5,000
Sanitation Fees 1,150

Total Capital Assets 270,000 Other Expenses 747

Total Assets 294,733 Total Expenses 12,885
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Boat Launch
Statement of Net Position

Boat Launch
Statement of Revenues, Expenses, and

Changes in Fund Net Position

Deferred Inflows of Resources Change in Net Position 16,033
Prepaid Season Passes 3,100 Beginning Net Position—Unrestricted 5,600

Ending Net Position—Unrestricted 21,633Net Position
Invested in Capital Assets 270,000
Unrestricted 21,633

Total Net Position 291,633

Total Deferred Inflows of
Resources and
Net Position 294,733

Once the fund financial statements are prepared, the governmental funds should be recon-
ciled to convert them to the full accrual basis.

Reconciliation of Government Fund Balance Sheet and Government-Wide
Net Position

Note that the balances for the account groups are not available so it is difficult to prepare gov-
ernment-wide statements without access to further information:

^ The village has no capital assets or long-term debt before the current year.
^ The village follows straight-line depreciation and has no residual. One full year of

depreciation is taken in the year of acquisition. All equipment items and trucks have a 5-year
life, and the modified preservation approach is applied.

^ The book value of the truck sold was $21,000.
^ The face value of the bonds issued is $182,000. The deferred inflows of resources of

$1,052,233 is due to the tax revenue not being available.

Fund Balance per Balance Sheet $ 645,916
Capital Assets Cash $ 21,800

Computers—General 1,491 Accumulated Depreciation 5,250
Police Equipment—Public Safety 22,483 Gain 800
Roads and Bridges—Public Works 48,070 Truck 26,250
Trucks (45,000� 26,250) —Public

Works 18,750*
21,000 ‚ 4/5¼ 26,250

Tools—Public Works 758
Construction Work in Progress—

General 150,000
Accumulated Depreciation (8,697)

Total Capital Assets 232,855
Face Value of Bond 182,000

Bonds Payable 143,800 Less Discount (800)
Deferred Inflows of Resources 1,052,233 Payment (37,400)

Bonds Payable $143,800**

Net Position per State of Net Position $1,787,204

*Note:

Cash 21,800
Accumulated Depreciation 5,250
Gain 800
Truck 26,250
21,000 / 4/5¼ 26,250

**Note:

Face Value of Bond 182,000
Less Discount (800)
Payment (37,400)
Bond Payable 143,800
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Notice that the gain from the sale of the truck, which was the difference between the book
value of the truck ($21,000 given in the problem) and the cash received on the sale of the truck
($21,800), needed to be determined.

The bonds payable amount of $143,800 that will now need to be recorded on the govern-
ment-wide financial statements is the face value of the bonds ($182,000 given in the problem),
less the discount of $800 (the bond proceeds was $181,200), less the principal payment of
$37,400.

To get the accumulated depreciation at the end of the year and depreciation expense, depre-
ciation should be calculated as follows:

Computation of
Depreciation Total

General
Government

Public
Safety

Public
Works

Trucks (45,000 ‚ 5) 9,000 9,000
Accumulated Dep. of Sold Truck (5,250)
Computers (1,491 ‚ 5) 298 298
Police Equipment (22,483 ‚ 5) 4,497 4,497
Tools (758 ‚ 5) 152 152

8,697 298 4,497 9,152 Totals
Accumulated
Depreciation

Depreciation
Expense

d a b c

The reconciliation of the statement of revenues, expenditures, and changes in fund balances
to the statement of activities is as follows:

Reconciliation of Government Statement of Revenues, Expenditures, and Changes in
Fund Balances to the Statement of Activities

Profit (Loss) per Statement of Revenues, Expenditures, and
Changes in Fund Balances

56,539

Deferred Inflows of Resources 1,052,233
Depreciation Expense:

General Government (298) a
Public Safety (4,497) b
Public Works (9,152) c
Deduct Other Financing Sources not Revenue on the Statement of Activities:
Proceeds from Capital Asset Sale (21,800)
Proceeds from Bond Issue (181,200)
Add Back Capital Asset Expenditures:
Computers—General 1,491
Police Equipment—Public Safety 22,483
Roads and Bridges—Public Works 48,070
Trucks—Public Works 45,000
Tools—Public Works 758

Gain on Sale—Public Works 800
Principal—General 37,400
Construction Expenses—General 150,000

Net Income per State of Activities 1,197,827
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Once the reconciliations have been prepared, the government-wide financial statements can
be prepared. The statement of net position is prepared on a full accrual basis with two main col-
umns: Governmental Activities and Business Activities. Notice that the total net position per
the government activities equals the total net position on the reconciliation.

Government-Wide Statement of Net Position

Government
Activities

Business
Activities Total

Current assets:
Cash 713,455 24,733 738,188
Investments 379,600 379,600
Tax receivable 604,956 604,956
Inventory of supplies 6,700 6,700
Prepaid expenses 250 250

Total current assets 1,704,961 24,733 1,729,694

Capital assets:
Land 200,000 200,000
Improvements (net of accumulated depreciation) 70,000 70,000
Roads and bridges 48,070 48,070
Trucks (net of accumulated depreciation) 15,000 15,000
Computers (net of accumulated depreciation) 1,193 1,193
Police equipment (net of accumulated depreciation) 17,986 17,986
Tools (net of accumulated depreciation) 606 606
Construction Work in Progress 150,000 150,000

Total capital assets 232,855 270,000 502,855

Total assets 1,937,816 294,733 2,232,549

Current liabilities:
Vouchers payable 6,812 6,812

Total current liabilities 6,812 6,812

Long-term debt
Bonds payable 143,800 143,800

Total liabilities 150,612 150,612

Deferred inflows of resources:
Prepaid season passes 3,100 3,100

Total deferred inflows of resources 3,100 3,100

Net position:
Unrestricted, undesignated 1,554,349 21,633 1,575,982
Invested in capital assets, net of related debt 232,855 270,000 502,855

Total 1,787,204 291,633 2,078,837

Total liabilities, deferred inflows of resources and net position 1,937,816 294,733 2,232,549
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To illustrate the government-wide statement of activities, for simplicity, only the govern-
ment activities section is presented. Note that the net revenue over expenses of $1,197,827
agrees with the reconciliation.

Government-Wide Statement of Activities—Government Only

Revenues

Contribution and Grants

Expenses

Service
Charges Operations Capital Net

General government 178,954a 109,025 $ (69,929)
Public safety 817,465b 36,984 (780,481)
Public works 139,419c 32,924 (106,495)
Debt service 30,908 (30,908)

Net revenue (expenses) from government activities $ (987,813)

General revenues
Property taxes $2,102,994d

Investment revenue 81,846
Special item: Gain on sale of truck 800

Net revenue (expense) $1,197,827

aFund-Based Expendituresþ Depreciation� Capital Expenditures
bFund-Based Expendituresþ Depreciation� Capital Expenditures
cFund-Based Expendituresþ Depreciation� Capital Expenditures
dFund-Based Property Tax Revenueþ Deferred Inflows of Resources

REPORTING AND AUDITING IMPLEMENTATION
AND ISSUES

Audits of State and Local Governments

In order for users of financial statements to have assurance that the statements are prepared in
conformity with GASB accounting and reporting standards, the statements are accompanied by
an audit report. Most governments are audited annually because of state or federal
requirements or because long-term creditors demand audited statements as part of the debt
agreements. The audits of governmental units are broader than audits of a business and include
both a financial audit and a performance audit. The financial audit, which is the primary audit,
deals with compliance with fiscal requirements including applicable accounting standards and
federal and state laws. As in business, the primary purpose of the financial audit is to render a
report expressing an opinion about whether the financial statements present fairly the financial
position, results of operation, and where appropriate, the cash flows of the government in accor-
dance with generally accepted accounting principles (GAAP) or other financial related criteria.
Performance audits emphasize economy, efficiency, program results, and managerial effective-
ness. Performance audits are intended to provide an independent report, but not an opinion,
about the extent to which government officials are carrying out their responsibilities in an effi-
cient and economic way and also whether their programs are producing desired results.

Government auditing standards have been developed by the U.S. General Accounting Office
(GAO) in its Yellow Book entitled Government Auditing Standards. The American Institute of
Certified Public Accountants (AICPA) publishes the AICPA audit guide, Audits of State and Local
Governmental Units, which incorporates the Yellow Book standards. In 1984, the federal govern-
ment passed the Single Audit Act requiring audits of all entities (state and local governments, as
well as nonprofit organizations) receiving federal grants and contracts. The Single Audit Act
requires entities that receive $500,000 or more of federal financial assistance to have a single audit
for that fiscal year. The act exempts governments receiving less than $500,000 of federal assistance.
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This threshold rises to $750,000 for single audits of fiscal years beginning on or after January 1st,
2015. A single audit has two main components: an audit of the financial statements conducted
under generally accepted government auditing standards and an audit of federal financial awards.
Not all federal award programs are audited in a single audit. Larger programs (those with more
than $750,000 in federal assistance expenditures for audits beginning on or after January 1st,
2015) must be audited unless they are considered low risk. In addition, certain high-risk smaller
programs (less than $300,000 or 3% of federal assistance expenditures) are audited until at least
50% of the total federal awards expended are audited. A higher level of auditing is required of
major federal award programs as defined by size and risk. This includes more testing and reporting
on compliance with laws and regulations, internal control, and inherent risk. Audit reports pre-
pared under the Single Audit Act include (a) an opinion on the fairness of financial statement pre-
sentation, (b) a report on the study and evaluation of internal control systems’ ability to provide
reasonable assurance that federal programs are being managed in compliance with laws and regula-
tions, (c) a report on compliance with laws and regulations that may have a material effect on speci-
fic programs, and (d) a schedule of findings and questioned costs. Detailed guidance for
administering and conducting single audits is provided in OMB Circular A-133, Audits of State
and Local Governments and Nonprofit Organizations.

The Statistical Section

The statistical section information should focus on the primary government, rather than on the
financial reporting entity, and include the following five categories:6

^ Financial trends information—to help users understand and assess how a government’s
financial position has changed over time.

^ Revenue capacity information—to help users understand and assess factors affecting a
government’s ability to generate its own source revenues.

^ Debt capacity information—to help users understand and assess a government’s debt burden
and its ability to issue additional debt.

^ Demographic and economic information—to help users understand the socioeconomic
environment within which a government operates and compare financial statement
information over time and among governments.

^ Operating information—to provide contextual information about a government’s operations
and resources to help the user understand and assess a government’s economic condition.

Ten-year trend information is required for government employment levels, operating statis-
tics, capital assets, net position, and changes in net position. Trend information is also required
for governmental fund balances and principal employers. All sources of information and
assumptions used to produce information must be clearly identified and narrative explanations
are to be used as appropriate.

Other Financial Reporting Issues

The GASB continues to encourage governments to experiment with developing and reporting
nonfinancial measures of efficiency and effectiveness through its service efforts and accomplish-
ments (SEA) projects. In 1994, the GASB issued Concepts Statement No. 2, Service Efforts and
Accomplishments Reporting, which identified three broad categories of SEA measures to include
service efforts and service accomplishments and measures that relate the two. Extensive research
has been conducted on appropriate SEA measures for schools, hospitals, police and fire depart-
ments, mass transit, sanitation departments, and others. Many advocate the use of these nonfi-
nancial measures in the financial statements or in separate performance reports in order to
improve financial statement users’ ability to assess the service efforts, costs, and accomplish-
ments of a government.

6 GASB Statement No. 44, Economic Condition Reporting: The Statistical Section—an Amendment of NCGA
Statement No. 1, May 2004.
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Another effort by the GASB to encourage more effective communication of financial state-
ment information is through the publication of popular reports. A growing number of govern-
ments prepare and distribute popular reports that provide condensed financial and budget
information (and sometimes SEA measures). These reports often include graphs and charts to
facilitate better understanding and decision making by those who use the financial statements.
Popular reports do not replace the CAFR, but may serve to supplement it. Currently, this sup-
plemental information is not audited.

Other organizations continue to participate in the efforts to improve financial reporting for
governments. Two examples are the Government Finance Officers Association (GFOA) and
Standard & Poor’s (S&P) Corporation. The Government Finance Officers Association recog-
nizes excellence in financial reporting through its Certificate of Achievement for Excellence in
Financial Reporting award program. Certificates are awarded to governments that publish
financial reports (CAFRs) demonstrating efficient, organized, full disclosure in accordance with
GAAP. Standard & Poor’s has also taken an active role in government financial reporting by
requiring that governments follow GAAP. Because of the impact of the S&P bond rating on
borrowing costs, the S&P requirement has significantly improved the quality of government
financial reports. Other financial institutions and professional organizations continue
to work with the GASB on issues of accounting and financial reporting in state and local
governments.

UNDERSTANDING THE ISSUES

1. Compare the basis of accounting that is used to report governmental activities versus
business-type activities.

2. Describe the purpose of each of the financial statements required under GASB State-
ment No. 34.

3. What are major funds? Describe major fund reporting.

4. What benefits are derived from including the management’s discussion and analysis
in state and local governmental financial reports? What information is required to
be included in the MD&A?

5. Explain budgetary reporting requirements.

6. How are interfund transactions reported?

EXERCISES

Exercise 1 (LO 2) Determining a major fund. Based on the information presented in the
2013 city of Milwaukee, Wisconsin, financial statements, list the major funds disclosed by the
city. How were these funds determined? Likewise, what minimum amounts of which statement
items were used to determine whether a specific enterprise fund was a major fund?

Exercise 2 (LO 3) New standards. Go to the GASB Web site, and review the list of current
projects and recently released standards. What are the most pressing issues facing the Board? In
your opinion, is the Board effectively communicating these issues to the public on its Web site?

Exercise 3 (LO 2, 3) Reporting major funds. Assume Boulder City has the following fund
structure:

General fund
Special revenue fund (3)
Capital projects fund (2)
Debt service fund (4)
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Expendable trust funds (3)
Internal service funds (3)
Enterprise funds (6)
General fixed assets account group
General long-term debt account group

Boulder City determined that Special Revenue Fund C, capital projects funds, Enterprise
Fund D, and Enterprise Fund F are the only major funds.

1. Present the column headings that Boulder City must use in its governmental fund statement
of revenues, expenditures, and changes in fund balances.

2. Present the column headings that Boulder City must use in its proprietary fund statement of
revenues, expenses, and changes in net position.

Exercise 4 (LO 3) Government-wide financial statements. Select the best answer to
the following multiple-choice questions:

1. Which of the following adjustments would likely be made when moving from governmental
funds financial statements to government-wide financial statements?

a. Record an additional expense for compensated absences
b. Record an additional expense related to salaries earned at year-end
c. Both of the above
d. Neither of the above

2. Which of the following adjustments is necessary to move from governmental fund financial
statements to government-wide financial statements?

a. Eliminate expenditures for debt principal
b. Eliminate expenditures for capital outlay and add depreciation expense
c. Both of the above
d. Neither of the above

3. Which of the following is true regarding government-wide financial statements?

a. Internal service funds are normally included with governmental-type activities.
b. Component units and fiduciary funds are not included.
c. Both of the above
d. Neither of the above

4. Which of the following is true regarding government-wide financial statements?

a. All capital assets, including infrastructure, are required to be reported.
b. Internal service funds are not included.
c. Both of the above
d. Neither of the above

5. Which of the following is true regarding government-wide financial statements?

a. Internal service funds are not included with governmental-type activities.
b. Component units and fiduciary funds are not included.
c. Both of the above
d. Neither of the above

6. Which of the following must exist in order for a government to use the modified approach
for recording infrastructure?

a. An up-to-date inventory of eligible infrastructure assets must be maintained.
b. A condition assessment must be performed at least every three years.
c. Both of the above
d. Neither of the above

923Chapter 17 FINANCIAL REPORTING ISSUES

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



7. Which of the following would be considered a program revenue in the statement of activities
for a governmental unit?

a. A grant from the state restricted for an after-school child care program
b. Hotel taxes restricted for tourist development
c. Both of the above
d. Neither of the above

8. Which of the following is true regarding the incorporation of internal service funds into
government-wide financial statements?

a. Internal service funds are not included in the government-wide financial statements.
b. Internal service funds are incorporated into the business-type activities section of the

government-wide financial statements.
c. Both of the above
d. Neither of the above

9. Which of the following is true about the reconciliation from governmental fund changes in
fund balances to governmental activities changes in net position?

a. Reconciliation is required to be presented either on the face of the fund financial state-
ment or as a separate statement.

b. The reconciliation converts from modified accrual to full accrual.
c. Both of the above
d. Neither of the above

10. Which of the following is true regarding government-wide financial statements?

a. The government-wide statements include a statement of net position, a statement of
activities, and a statement of cash flows.

b. The government-wide statements include a statement of net position and a statement of
activities, but not a statement of cash flows.

c. The government-wide statements include a balance sheet, an income statement, and a
statement of cash flows.

d. None of the above

Exercise 5 (LO 3) Converting to government-wide statements. List some of the
major adjustments required when converting from fund financial statements to government-
wide statements. Why are these adjustments necessary?

Exercise 6 (LO 1, 3) CAFR. Select the best answer to the following multiple-choice
questions:

1. Which of the following statements is correct concerning a governmental entity’s combined
statement of cash flows?

a. Cash flows from capital financing activities are reported separately from cash flows from
non-capital-related financing activities.

b. The statement format is the same as that of a business enterprise’s statement of cash
flows.

c. Cash flows from operating activities may be reported using the indirect method.
d. The statement format includes columns for the general, governmental, and proprietary

fund types.
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2. In a government’s comprehensive annual financial report, proprietary fund types are
included in which of the following combined financial statements?

Statement of Revenues,
Expenditures, and Changes

in Fund Balances Statement of Net Position

a. Yes Yes
b. No No
c. No Yes
d. Yes No

3. In a government’s comprehensive annual financial report, account groups are included in
which of the following combined financial statements?

Net Position Statement of Activities

a. Yes No
b. No Yes
c. Yes Yes
d. No No

4. Clover City’s comprehensive annual financial report contains both combining and com-
bined financial statements. Total columns are

a. required for both combining and combined financial statements.
b. optional, but commonly shown, for combining financial statements and required for

combined financial statements.
c. required for combining financial statements and optional, but commonly shown, for

combined financial statements.
d. optional, but commonly shown, for both combining and combined financial statements.

5. Eureka City should issue a statement of cash flows for which of the following funds?

Eureka City Hall
Capital Projects Fund

Eureka Water
Enterprise Fund

a. No Yes
b. No No
c. Yes No
d. Yes Yes

6. On March 2, 2018, Finch City issued 10-year general obligation bonds at face amount,
with interest payable on March 1 and September 1. The proceeds were to be used to
finance the construction of a civic center over the period from April 1, 2018, to March
31, 2019.

During the fiscal year ended June 30, 2018, no resources had been provided to the
debt service fund for the payment of principal and interest. On June 30, 2018, in which
statements should Finch report the construction in progress for the civic center?

Capital Projects Fund
Balance Sheet

Government-Wide
Statement of Net Position

a. Yes Yes
b. Yes No
c. No No
d. No Yes
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Exercise 7 (LO 3) Infrastructure reporting. What are the rules for recording infrastruc-
ture under the new GASB reporting model? When are these rules effective? What conditions
must exist in order to use one method versus another? What are the advantages and disadvan-
tages of each approach?

PROBLEMS

Problem 17-1 (LO 1, 3) Reporting under GASB Statement No. 34. Select the best
answer to the following multiple-choice questions:

1. In the statement of activities,

a. all expenses are subtracted from all revenues to get net income.
b. the net program expense (revenue) for major functions and programs of the primary gov-

ernment and its component units are presented before general revenues.
c. tax revenues designed to benefit the whole government are considered program revenues.
d. extraordinary items are those that are either unusual in nature or infrequent in occurrence.

2. Which of the following is true regarding financial reporting under GASB Statement No. 34?

a. A comparison of budget and actual revenues and expenditures for the general fund is
required as part of the basic financial statements.

b. Infrastructure must be recorded and depreciated as part of the statement of activities in
the basic financial statements.

c. Public colleges and universities are to report in exactly the same manner as private colleges
and universities.

d. Special purpose governments that have only business-type activities are permitted to
report only the financial statements required for enterprise funds.

3. Which of the following is true regarding the government-wide financial statements?

a. The government-wide financial statements include the statement of net position and the
statement of activities.

b. The government-wide financial statements are to be prepared using the economic
resources measurement focus and the accrual basis of accounting.

c. The government-wide financial statements include information for governmental activi-
ties, business-type activities, the total primary government, and its component units.

d. All of the above are true.

4. Which of the following is not part of the basic financial statements?

a. Governmental funds statement of revenues, expenditures, and changes in fund balances
b. Budgetary comparison schedules—general and special revenue funds
c. Government-wide statement of activities
d. Notes to the financial statements

5. Which of the following is not part of the basic financial statements?

a. Government-wide statement of net position
b. Proprietary funds statement of revenues, expenses, and changes in fund net position
c. Combining balance sheet—nonmajor governmental funds
d. Notes to the financial statements

6. Which of the following is true regarding the organization of the comprehensive annual
financial report?

a. The three major sections are introductory, financial, and statistical.
b. The management’s discussion and analysis is considered to be part of the introductory

section.
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c. The auditor’s report is considered to be part of the statistical section.
d. Basic financial statements include the government-wide statements, the budgetary

statement, and the notes to the financial statements.

7. Which of the following is true regarding the government-wide financial statements?

a. The government-wide financial statement includes a statement of cash flows.
b. The government-wide financial statements are prepared on the financial resources mea-

surement focus for governmental activities and the economic resources measurement
focus for business-type activities.

c. The government-wide financial statement includes a statement of net position.
d. Infrastructure assets must be depreciated on the statement of activities.

8. Under GASB Statement No. 34, which of the following is true of infrastructure?

a. Infrastructure must be recorded and depreciated unless a modified approach is used, in
which case, depreciation is not required.

b. Infrastructure must be recorded and depreciated in all cases.
c. Infrastructure is not to be recorded and depreciated.
d. The state and local governments have the option, but are not required, to record and

depreciate infrastructure.

9. Which statement is true regarding the ‘‘major’’ funds?

a. The general fund is considered major if it is large enough.
b. Other funds are considered major if both of the following conditions exist: (1) total assets

of that individual governmental or enterprise fund constitute 20% of the governmental
or enterprise categories, and (2) total assets are 10% of the total of the governmental and
enterprise categories.

c. A government cannot choose to reflect a fund as major even if it does not meet the criteria
for major funds.

d. All of the above are false.

10. Which of the following groups sets standards for audits of federal financial assistance
recipients?

a. U.S. General Accounting Office
b. U.S. Office of Management and Budget
c. Governmental Accounting Standards Board
d. Financial Accounting Standards Board

11. OMB Circular A-133 applies

a. only to state and local governmental units.
b. only to not-for-profit organizations.
c. to both state and local governments and not-for-profit organizations.
d. to neither state and local governments nor not-for-profit organizations.

12. The expenditures threshold for having an A-133 single audit (for fiscal years beginning on
or after January 1st, 2019) is:

a. $750,000.
b. all entities are subject to the single audit.
c. depends on the state the entity is located in.
d. 40% of federal expenditures generally but only 20% if the government is considered to

be a low-risk auditee.
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Problem 17-2 (LO 1, 2) Usefulness of reported information. Search the Internet for a
popular report of a state or city government. Evaluate the usefulness of the popular report from
the perspective of the citizen. In particular, focus on financial accounting information provided
in the report. Do you think this information is adequate? Does the state or city report nonfinan-
cial measures of efficiency and effectiveness (service efforts and accomplishments) information?
If so, evaluate its usefulness in determining the financial position and overall condition of the
government.

Problem 17-3 (LO 2) Reporting entity. The Urban Development Authority (UDA) was
created as a separate legal entity by an act of the state legislature and ‘‘activated’’ by action of the
city council to plan and develop the downtown area of the city and to attract new businesses
and residents. The governing board of the authority is appointed by the city council for fixed
terms. The UDA has the complete authority to hire management and all other employees.
There is no significant continuing relationship between the city and the authority for carrying
out day-to-day functions.

The authority is a separate body and levies taxes against the property owners within the
designated development district and may hold referendums of its constituents (for bond issues,
tax increases, and so forth). The authority’s levy and the levies of the city are independent of
each other and are related only by the fact that they are levied against a common tax base within
the authority’s geographic boundaries. Property taxes from the authority’s levy are its primary
revenue source.

The city council receives the annual budget of the authority for informational purposes, but
in the opinion of the city’s legal counsel has no option except to ‘‘approve’’ the budget. Approval
is considered to be a formality. The city is under no obligation to finance operating deficits of
the authority and does not have claim to any surpluses. The authority has the power to issue
bonds for its lawful purposes. The city has no responsibility for the debt of the authority.

Using the flowchart shown in Illustration 17-2, indicate whether or not the city should
incorporate the Urban Development Authority into its own financial statements. If so, how
would the city accomplish this?

Problem 17-4 (LO 2) Reporting entities. Based on the following very limited informa-
tion, indicate whether and how the city should report its related entity.

1. Its school district, although not a legally separate government, is managed by a school board
elected by city residents. The system is financed with general tax revenues of the city, and its
budget is incorporated into that of the city at large (and thereby is subject to the same
approval and appropriation process as other city expenditures).

2. Its fixed asset financing authority is a legally separate government that leases equipment to
the city. To finance the equipment, the authority issues bonds that are guaranteed by the city
and expected to be paid from the rents received from the city. The authority leases equip-
ment exclusively to the city.

3. Its housing authority, which provides loans to low-income families within the city, is gov-
erned by a 5-person board appointed by the city’s mayor.

4. Its hospital is owned by the city but managed under contract by a private hospital manage-
ment firm.

5. Its water purification plant is owned in equal shares by the city and two neighboring counties.
The city’s interest in the plant was acquired with resources from its water utility (enterprise) fund.

6. Its community college, a separate legal entity, is governed by a board of governors elected by
city residents and has its own taxing and budgetary authority.

Problem 17-5 (LO 2) Reporting entity. Define a financial reporting entity. Give an exam-
ple of a primary government. Define and give an example of a component unit. Explain the two
methods of reporting the primary government and component units in the financial reporting
entity and when each is required.

Required

Required

Required

Required
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Problem 17-6 (LO 3) Fund-based statements. The preclosing, year-end trial balance for
a capital projects fund of the city of Rochester as of December 31, 2019, follows:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Contracts Payable—Retained Percentage. . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,600
Other Financing Sources . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 586,600
Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Encumbrances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Fund Balance—Assigned for Encumbrances. . . . . . . . . . . . . . . . . . . . . . . . 80,000
Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Estimated Other Financing Sources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Estimated Other Financing Uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Budgetary Fund Balance—Unassigned. . . . . . . . . . . . . . . . . . . . . . . . . . . . 295,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,941,600 1,941,600

1. Prepare closing entries as of December 31, 2019.
2. Prepare the year-end statement of revenues, expenditures, and changes in fund balances for

this project that began on January 2, 2019.
3. Prepare the fund balance sheet as of December 31, 2019.

Problem 17-7 (LO 3) Converting to a government-wide statement of activities.
Using the information from Problem 17-6, illustrate and explain the adjustments necessary to
convert to a government-wide statement of activities, assuming all expenditures are for capital
assets and other finance sources are the result of issuance of general long-term obligations.

Problem 17-8 (LO 3) Statement of net position. From the following information, pre-
pare a statement of net position for the city of Lucas as of June 30, 2019.

Cash and cash equivalents, governmental activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 280,000
Cash and cash equivalents, business-type activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Receivables, governmental activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000
Receivables, business-type activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000
Inventories, business-type activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000
Capital assets (net), governmental activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Capital assets (net), business-type activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100,000
Accounts payable, governmental activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000
Accounts payable, business-type activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000
Noncurrent liabilities, governmental activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Noncurrent liabilities, business-type activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Net position, invested in capital assets (net), governmental activities . . . . . . . . . . . . . . . . . 1,000,000
Net position, invested in capital assets (net), business-type activities . . . . . . . . . . . . . . . . . 800,000
Net position, restricted for debt service, governmental activities. . . . . . . . . . . . . . . . . . . . . 65,000
Net position, restricted for debt service, business-type activities . . . . . . . . . . . . . . . . . . . . . 36,000

Required

Required

Required
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Problem 17-9 (LO 3) Statement of activities. From the following information, prepare
a statement of activities for the city of Rose as of June 30, 2019.

Expenses:
General government . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,300,000
Public safety . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000
Public works. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
Health and sanitation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000
Culture and recreation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Interest on long-term debt, governmental type . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Water and sewer system . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Parking system . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Revenues:
Charges for services, general government . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Charges for services, public safety . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Operating grant, public safety. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Charges for services, health and sanitation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Operating grant, health and sanitation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Charges for services, culture and recreation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Charges for services, water and sewer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800,000
Charges for services, parking system . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000
Sales taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000
Investment earnings, business-type . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Special item—gain on sale of unused land, governmental type . . . . . . . . . . . . . . . . . . . . . 140,000
Transfer from governmental activities to business-type activities . . . . . . . . . . . . . . . . . . . . . 70,000
Net position, July 1, 2018, governmental activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400,000
Net position, July 1, 2018, business-type activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000

Problem 17-10 (LO 3) Reporting under GASB Statement No. 34. Go to the Web site
featuring the financial statements of Minneapolis, Minnesota, at http://www.ci.minneapolis.
mn.us/finance/reports/CAFR/index.htm.

Provide brief answers to the following:

1. The financial section includes the basic financial statements, notes to the financial state-
ments, required supplementary information, and supplementary information. Describe key
features of each of these components of the financial statements. What key information do
you see that was not included in the text? Compare the Minneapolis statements with those
of the city of Milwaukee.

2. Compare the information found in the letter of transmittal (in the introductory section) with that
found in the required management’s discussion and analysis (in the financial section).

3. Where do you find budgetary comparison information?
4. List the major governmental funds. How does Minneapolis determine major funds? List the

nonmajor governmental funds.
5. How is Minneapolis handling the requirements for reporting and depreciating infrastructure

assets?

Problem 17-11 (LO 4) Measurement focus: comparing statements. Under the
reporting model required by GASB Statement No. 34, fund statements are required for govern-
mental, proprietary, and fiduciary funds. Government-wide statements include the statement of
net position and the statement of activities.

1. Explain the measurement focus and basis of accounting for governmental fund statements,
proprietary fund statements, fiduciary fund statements, and government-wide statements.

2. Explain some differences between fund financial statements and government-wide statements with
regard to component units, fiduciary funds, and location of internal service funds.

3. What should be included in the statement of net position categories invested in capital
assets, net of related debt, restricted, and unrestricted?

Required

Required

Required
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Problem 17-12 (LO 4) Audit concerns. The city of Lydell expended federal awards from
the following programs during 2019.

Program Amount Expended

1. Lydell Community Block Grant. . . . . . . . . . . . . $ 800,000
2. Hazardous Waste Management. . . . . . . . . . . 350,000
3. Law Enforcement . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
4. Energy Assistance . . . . . . . . . . . . . . . . . . . . . . 250,000
5. Economic Development . . . . . . . . . . . . . . . . . . 100,000
6. Clean Water Program . . . . . . . . . . . . . . . . . . . 75,000

$2,575,000

Assume the auditor has given an unqualified opinion on the financial statements and reports
no material weaknesses or reportable conditions in internal control at the financial statement
level. Also, assume the auditor has given an unqualified opinion on the schedule of expenditures
of federal awards. Programs 4, 5, and 6 are classified as low risk, and Program 2 was assessed as
high risk.

1. Which programs should the auditor audit as major programs for the purpose of internal
control evaluation and compliance testing for the year 2019?

2. Are there any nonmajor programs the auditor should audit?

Problem 17-13 (LO 4) Reconciliation schedule. Packer City’s balance sheet and state-
ment of revenues, expenditures, and changes in fund balances are shown below for the govern-
mental funds. Information on capital assets and long-term obligations are also provided from
the notes to the financial statements.

Additional information:

a. Receivables include two items that were not available for current-period expenditures. These
are $1,402,903 Advance to Water Utility and special assessments of $66,008.

b. Accrued interest payable was $114,765 on December 31, 2018, and it was $133,627 on
December 31, 2019.

c. Funding of principal payments included in the tax levied, but to be used for future principal
payments is $189,417.

d. Governmental activities deferred debits include unamortized debt expense of $104,357 (net
of accumulated amortization of $12,777).

e. Special assessments receivable decreased $44,394.
f. Issue costs on the new debt (related to prepaid insurance costs) issued were $6,389. They are

expensed, but are capitalized in the statement of activities.
g. Of the noncapitalized capital outlays, $920,000 are for police equipment and the balance,

$1,115,616, is attributed to highway maintenance.
h. Depreciation expense is charged to the functions as follows:

a. Highway $563,326
b. Education and recreation 203,276
c. Unallocated depreciation 525,086

i. There is very limited information upon which to allocate revenues, fees, and grants against
expenditures. Do your best and just try to reflect the spirit of the process.

1. Prepare a reconciliation schedule for balance sheet to statement of net position.
2. Prepare a reconciliation for statement of revenues, expenditures, and changes in fund bal-

ances to the statement of activities.
3. Based on part (1), prepare the statement of net position.
4. Based on part (2), prepare the statement of activities.

Required

Required
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Balance Sheet
Governmental Funds
December 31, 2019

General Debt Service Capital Budget

Nonmajor
Governmental

Funds

Total
Governmental

Funds

ASSETS
Cash and cash equivalents . . . . . . . . . $ 3,871,433 $ 766,926 $3,521,364 $8,285,896 $ 16,445,619
Receivable (net)

Accounts . . . . . . . . . . . . . . . . . . . . . 73,059 531,344 604,403
Due from other governments . . . . . . 26,781 9,799 36,580
Taxes receivable . . . . . . . . . . . . . . . 8,588,671 1,982,360 180,091 10,751,122

Special assessments receivable
Due in installments . . . . . . . . . . . . . . 42,790 42,790
Noncurrent. . . . . . . . . . . . . . . . . . . . 90,432 90,432

Due from other funds . . . . . . . . . . . . . . 1,900 1,900
Prepaid expenses. . . . . . . . . . . . . . . . . 8,689 8,689
Advance to Water Utility

Current portion. . . . . . . . . . . . . . . . . 198,131 198,131
Due after 2020 . . . . . . . . . . . . . . . . 1,204,773 1,204,773

Total assets . . . . . . . . . . . . . . . . . . $12,570,533 $4,152,190 $3,521,364 $9,140,352 $ 29,384,439

LIABILITIES, DEFERRED INFLOWS OF RESOURCES, AND FUND BALANCES
Liabilities:

Accounts payable . . . . . . . . . . . . . . . . $ 409,125 $ 297,799 $ 336,620 $ 1,043,544
Accrued liabilities . . . . . . . . . . . . . . . . 142,235 142,235
Due to other funds . . . . . . . . . . . . . . . . 1,900 1,900
Due to other governments . . . . . . . . . . 320,000 320,000

Total liabilities . . . . . . . . . . . . . . . . . $ 551,360 $ 297,799 $ 658,520 $ 1,507,679

Deferred inflows of resources:
Deferred inflows of resources. . . . . . . . $ 8,697,725 $3,385,263 $ 331,392 $ 12,414,380

Total deferred inflows of resources. . $ 8,697,725 $3,385,263 $ 331,392 $ 12,414,380

Fund balances:
Prepaids . . . . . . . . . . . . . . . . . . . . . . $ 8,689 $ 8,689

Assigned for:
Non-current receivables. . . . . . . . . . $ 91,618 91,618
Revolving loan purposes . . . . . . . . . 228,359 228,359
Encumbrances . . . . . . . . . . . . . . . . . 160,000 $ 79,725 142,443 382,168
Debt service . . . . . . . . . . . . . . . . . . . $ 766,927 2,899,974 3,666,901

Committed, reported in:
Special revenue funds . . . . . . . . . . . 4,233,295 4,233,295
Capital projects funds . . . . . . . . . . . 3,143,840 554,751 3,698,591

Unassigned:
General fund . . . . . . . . . . . . . . . . . . 3,152,759 3,152,759

Total fund balances . . . . . . . . . . . $ 3,321,448 $ 766,927 $3,223,565 $8,150,440 $ 15,462,380

Total liabilities, deferred inflows,
and fund balances . . . . . . . . . . $12,570,533 $4,152,190 $3,521,364 $9,140,352

Amounts reported for governmental activities in the statement of net position are different because:
Capital assets used in governmental funds are not financial resources and therefore are not reported in the funds. 26,870,578
Special assessments 66,008
Advance to Water Utility 1,402,904
Some liabilities, including long-term debt, are not due and payable in the current period and therefore are not

reported in the funds. (28,044,186)

NET POSITION OF GOVERNMENTAL ACTIVITIES $ 15,757,684
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Statement of Revenues, Expenditures, and Changes in Fund Balances
Governmental Funds

For the Year Ended December 31, 2019

General Debt Service Capital Budget

Nonmajor
Governmental

Funds

Total
Governmental

Funds

REVENUES
Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,466,838 $1,666,729 $ 10,465 $10,144,032
Intergovernmental . . . . . . . . . . . . . . . . 1,530,215 413,989 1,944,204
Licenses and permits . . . . . . . . . . . . . . 639,103 639,103
Fines, forfeitures, and penalties . . . . . . 154,270 154,270
Public charges for services. . . . . . . . . . 691,659 2,308,445 3,000,104
Public improvement revenues . . . . . . . 159,636 159,636
Commercial revenues . . . . . . . . . . . . . 232,598 6,745 $ 51,217 360,725 651,285
Intergovernmental charges for services 102,637 102,637
Interdepartmental revenues . . . . . . . . . 69,672 283,962 353,634

Total revenues . . . . . . . . . . . . . . . . . $11,886,992 $1,957,436 $ 51,217 $ 3,253,260 $17,148,905

EXPENDITURES
Current:

General government . . . . . . . . . . . . $ 2,618,262 $ 143,768 $ 2,762,030
Protection of persons and property . 4,945,330 295,846 5,241,176
Highway and transportation . . . . . . 1,423,885 1,423,885
Health and sanitation. . . . . . . . . . . . 863,461 863,461
Economic development . . . . . . . . . . 86,788 86,788
Education and recreation. . . . . . . . . 1,768,889 130,257 1,899,146

Debt service:
Principal . . . . . . . . . . . . . . . . . . . . . . $1,157,514 1,157,514
Interest . . . . . . . . . . . . . . . . . . . . . . . 1,057,619 1,057,619
Bond issuance costs . . . . . . . . . . . . . $ 57,496 57,496

Capital outlay . . . . . . . . . . . . . . . . . . . 673,283 4,005,427 1,513,980 6,192,690

Total expenditures . . . . . . . . . . . . $11,429,649 $2,215,133 $ 4,062,923 $ 3,034,100 $20,741,805

Excess (deficiency) of revenues
over expenditures . . . . . . . . . . . $ 457,343 $ (257,697) $(4,011,706) $ 219,160 $ 3,592,900

OTHER FINANCING SOURCES (USES)
Transfers-in. . . . . . . . . . . . . . . . . . . . . . $ 647,067 $ 635,600 $ 1,330,686 $ 2,613,353
Transfers-out. . . . . . . . . . . . . . . . . . . . . (147,846) $ (15,098) (2,413,299) (2,576,241)
Proceeds from the sale of capital assets 29,520 29,520
Debt refunded . . . . . . . . . . . . . . . . . . . (825,000) (825,000)
Long-term debt issued . . . . . . . . . . . . . 825,000 2,200,000 3,025,000

Total other financing sources and
uses . . . . . . . . . . . . . . . . . . . . . . .

$ 528,741 $ 635,600 $ 2,184,904 $(1,082,613) $ 2,266,632

Net change in fund balances . . . . . . $ 986,084 $ 377,903 $(1,826,802) $ (863,453) $ (1,326,268)
FUND BALANCES—BEGINNING

OF YEAR . . . . . . . . . . . . . . . . . . . . . . . 2,335,364 389,024 5,050,367 9,013,893 16,788,648

FUND BALANCES—END OF YEAR . . $ 3,321,448 $ 766,927 $ 3,223,565 $ 8,150,440 $15,462,380
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D. CAPITAL ASSETS
Capital asset activity for the year ended December 31, 2019 was as follows:

Beginning
Balance Additions Deletions

Ending
Balance

Governmental Activities
Capital assets not being depreciated

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,991,833 $ 879,221 $ 3,871,054
Construction in progress . . . . . . . . . . . . . . . . . . . . . . . . . . . 748,411 748,411

Total capital assets not being depreciated . . . . . . . . . . . . $ 2,991,833 $1,627,632 $ 4,619,465

Capital assets being depreciated
Land improvements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,880,024 $ 1,880,024
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,844,461 10,844,461
Machinery and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . 6,128,085 $ 281,634 $441,624 5,968,095
Library collection . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,694,087 98,349 211,913 1,580,523
Infrastructure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,916,030 2,149,459 38,984 10,026,505

Total capital assets being depreciated . . . . . . . . . . . . . . . $28,462,687 $2,529,442 $692,521 $30,299,608

Less accumulated depreciation for land improvements . . . . . . $ 1,059,680 $ 39,837 $ 1,099,517
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,263,393 288,848 2,552,241
Machinery and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . 2,977,625 563,326 $403,019 3,137,932
Library collection . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 992,268 203,276 211,913 983,631
Infrastructure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,853 196,404 1,083 275,174

Total accumulated depreciation. . . . . . . . . . . . . . . . . . . . $ 7,372,819 $1,291,691 $616,015 $ 8,048,495

Capital assets being depreciated, net of depreciation . . . . $21,089,868 $1,237,751 $ 76,506 $22,251,113

G. LONG-TERM OBLIGATIONS
Long-term obligations activity for the year ended December 31, 2019 was as follows:

Beginning
Balance Increases Decreases

Ending
Balance

Amounts Due
Within One

Year

Governmental Activities
Bonds and notes payable

General obligation debt
Promissory notes and bonds. . . . . . . . . . . . $22,360,692 $3,025,000 $1,982,514 $23,403,178 $1,468,727

Community development
Lease revenue bonds . . . . . . . . . . . . . . . . . 2,000,000 2,000,000

Total bonds and notes payable . . . . . . . $24,360,692 $3,025,000 $1,982,514 $25,403,178 $1,468,727
Other liabilities

Accrued compensated absences—vacation
and sick leave . . . . . . . . . . . . . . . . . . . . . . . . 2,124,462 582,066 94,790 2,611,738 100,000

Total governmental activities
Long-term liabilities. . . . . . . . . . . . . . . . . . . $26,485,154 $3,607,066 $2,077,304 $28,014,916 $1,568,727

Business-Type Activities
Bonds and notes payable

Revenue bonds. . . . . . . . . . . . . . . . . . . . . . . . $14,105,000 $ 755,000 $13,350,000 $ 795,000
Advances from municipality. . . . . . . . . . . . . . 1,592,321 189,417 1,402,904 198,131

Total business-type activities
Long-term liabilities . . . . . . . . . . . . . . . . . $15,697,321 $ 944,417 $14,752,904 $ 993,131
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18
C H A P T E R

18
Accounting for Private

Not-for-Profit Organizations

This chapter and the next detail accounting for the four major not-for-profit organizations.
These organizations include: (1) colleges and universities, (2) hospitals, (3) voluntary health
and welfare organizations, and (4) other organizations such as museums, country clubs, and
religious organizations. Chapter 18 outlines the unique characteristics of not-for-profit organi-
zations and the accounting and reporting standard-setting activities in this sector. The account-
ing and reporting guidance for all not-for-profits with specific illustration for voluntary health
and welfare organizations is also described. Chapter 19 includes a discussion of the accounting
and financial reporting for public (governmental) and private colleges and universities and
health care organizations.

Learning Objectives

When you have completed this chapter, you should be able to

1. Distinguish not-for-profit organizations from other entities.

2. Explain the jurisdictions of the GASB and the FASB with regard to not-for-profit
organizations.

3. Explain how financial accounting and reporting for private not-for-profit organizations
differs from that of state and local governments.

4. Demonstrate an understanding of the accounting for unrestricted and restricted
contributions.

5. Demonstrate an understanding of the accounting for expenses in a private not-for-profit
organization.

6. Identify and describe the financial statements and notes disclosure required of not-for-
profit organizations.

7. State the requirements an organization must meet to be classified as voluntary health and
welfare, and describe the accounting for public support.

8. Explain how to account for revenues and costs in a VHWO.

9. Prepare financial statements for not-for-profit organizations.

10. Prepare journal entries related to typical events of a not-for-profit organization.

11. Describe the typical funds used to account for VHWO transactions, and prepare optional
VHWO fund-based financial statements. (Appendix)
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NOT-FOR-PROFIT ORGANIZATIONS
Not-for-profit activities make up a significant portion of the U.S. economy. All not-for-profit
organizations provide services without the intention of realizing a profit. Such organizations
are generally financed by contributions, earnings from endowments or other investments,
charges for services, and government grants. The AICPA defines a not-for-profit organization
as an entity that (1) has significant contributions from resource providers who do not expect to
get anything in return, (2) has an operating purpose other than to make a profit, and (3) has
no owners. Examples of not-for-profits include voluntary health and welfare organizations
(VHWO) or human service organizations such as the American Cancer Society, American Red
Cross, Girl Scouts, and Boy Scouts. Other not-for-profits have charitable, educational, or
scientific purposes and can be classified as mutual not-for-profits. Examples are libraries and
museums, performing arts and other cultural organizations, private elementary and secondary
schools, private colleges and universities, not-for-profit health care organizations, public
broadcasting stations, religious organizations, research and scientific organizations, cemetery
organizations, civic and fraternal organizations, labor unions, political parties, private and
community foundations, professional associations, social and country clubs, trade associations,
and zoological and botanical societies. External users of a not-for-profit organization’s financial
statements have common interests in assessing (1) its services and ability to continue those ser-
vices, and (2) how its managers discharge their stewardship responsibilities and perform in
other aspects.1

Development of Accounting Principles

Accounting principles for not-for-profit organizations were originally developed by not-for-
profit industry groups, such as the National Association of College and University Business
Officers (NACUBO), the Health Care Financial Management Association (HFMA), and the
National Health Council. These industry groups, representing colleges and universities, hos-
pitals, voluntary health and welfare organizations, and other organizations such as museums,
country clubs, and religious organizations, developed manuals with accounting guidance. In
response to an increasing awareness of the not-for-profit sector, the American Institute of
Certified Public Accountants (AICPA) worked in conjunction with these industry groups to
develop and issue accounting and audit guides in the early 1970s. These guides have been
updated and amended over the years. As a result of the separate evolution of standards by
each not-for-profit industry group, significant differences have existed for the four types of
not-for-profits in terms of fund classifications, measurement criteria, account classifications,
and financial statement disclosures. Over the last decade, a considerable effort has been made
by the AICPA, the Financial Accounting Standards Board (FASB), and the Government
Accounting Standards Board (GASB) to standardize the accounting and financial
reporting for the diverse set of not-for-profit organizations in this sector and to reduce the
inconsistencies in and across organizations in the not-for-profit sector. Two current applicable
AICPA accounting and audit guides also reflect standardization for private and governmental
not-for-profit organizations: The Audit and Accounting Guide, Not-for-Profit Entities
(March 1, 2014), includes guidance for voluntary health and welfare organizations and other
not-for-profits, and the Audit and Accounting Guide, Health Care Entities (September 1st,
2013), includes guidance for both private and governmental health care organizations.

Jurisdiction for accounting and financial reporting for not-for-profit organizations is shared
by the FASB and the GASB. The GASB has jurisdiction over accounting and financial reporting
of governmental not-for-profits (public colleges and universities and government hospitals).
The FASB has jurisdiction over accounting and financial reporting of all private not-for-profit
organizations including voluntary health and welfare organizations, private colleges and univer-
sities, private health care providers, and other private not-for-profits. The accounting and finan-
cial reporting for voluntary health and welfare organizations is described in this chapter.
Chapter 19 will cover private and governmental health care organizations and colleges and
universities.

1
O B J E C T I V E

Distinguish not-for-profit

organizations from other

entities.

1 FASB ASC 958-205-05-03.

2
O B J E C T I V E

Explain the jurisdictions of

the GASB and the FASB

with regard to not-for-profit

organizations.

936 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



R E F L E C T I O N
� The FASB sets standards for all private not-for-profit organizations.

ACCOUNTING FOR PRIVATE NOT-FOR-PROFIT
ORGANIZATIONS
The full accrual basis of accounting is used in accounting and reporting for all not-for-profits.
Financial reporting for private not-for-profits emphasizes the organization as a whole. FASB
ASC 958-205 requires not-for-profit organizations to provide financial statements with organization-
wide totals of assets, liabilities, and net assets as well as information concerning organization-
wide changes in net assets and organization-wide cash flows. Fund accounting continues to be
used by some nonprofits under FASB ASC 958-205. Three net asset classes—unrestricted, tem-
porarily restricted, and permanently restricted—are used instead of fund balances. These net asset
classes provide a clear distinction between resources that are externally restricted and those that
are internally designated by action of the governing board. Because of a shift away from a fund
accounting focus toward an organization-wide focus, external financial statements are not
required to include fund reporting. However, even though both the FASB and GASB have in
recent years set standards that emphasize organization-wide financial reporting, some not-for-
profit organizations continue to use funds for internal management. To aid in understanding the
relationship between traditional funds and the reporting requirements, a discussion of the
voluntary health and welfare fund structure and illustrative financial statements reporting fund
detail are included in the chapter appendix.

Accounting for Revenues, Gains, and Contributions

Not-for-profit organizations record all events as either exchange transactions, contributions,
agency transactions, capital acquisitions, or expenses. Contributions are distinguished from
exchange transactions or agency relationships. Only contributions with donor-imposed restric-
tions affect the restricted assets. All other transactions, such as charges for services and government
and other awards funding research or programs, are considered exchange transactions, and they
affect unrestricted net assets. Government or private-sponsored flow-through awards to indivi-
duals or other organizations are accounted for as agency transactions, rather than as restricted asset
activities.

FASB ASC 958-605 requires private not-for-profits to recognize both contributions
received and unconditional promises (pledges) to give as revenues or gains in the period the gift
or promise is received. Contributions are defined as ‘‘unconditional transfers of cash or other
assets to an entity or a settlement or cancellation of its liabilities in a voluntary nonreciprocal
transfer.’’2 These nonexchange transactions may include cash, securities, land, and buildings.
They may also include noncash items or gifts in kind such as free or discounted use of facilities
or utilities, donated materials and supplies, intangible assets, and services of unpaid workers. All
of these items are recorded at the fair value at the date of the gift. In the case of noncash gifts, a
corresponding asset or expense is recorded.

Exceptions to the general recognition provision are made for contributions of services and
works of art. Donated services, typically relied on to supplement the efforts of paid employees, are
recognized only if they (a) create or enhance nonfinancial assets or (b) require specialized skills,
are provided by individuals possessing those abilities, and typically would have to be purchased
if not provided by donation. Additionally, not-for-profit organizations need not recognize
contributed works of art, historical treasures, and similar assets as contributions ‘‘if the donated
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2 FASB ASC 958-605-20. The FASB defines a nonreciprocal transfer as a transaction in which an organization
receives an asset or cancellation of a liability without directly gaining value in exchange.
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items are added to collections that are (a) held for public exhibition, education, or research rather
than financial gain, (b) protected and preserved, or (c) subject to an organization policy that
requires the proceeds from sales of collection items to be used to acquire other items for collec-
tions.’’3 Although organizations can choose whether or not to capitalize their collections,
the choice must be applied to all collections. Capitalization may be done retroactively or
prospectively.

Pledges (promises to give) are divided into unconditional pledges and conditional pledges.
Unconditional pledges depend only on the passage of time or the demand by the not-for-profit
to be collected and are recognized as a receivable and revenue or support in the year made.
Conditional pledges depend on the occurrence of uncertain future events and should be recognized
as revenue when the conditions are substantially met (i.e., the pledge becomes unconditional). An
example of a conditional pledge might be a donation restricted for construction of a new building
given only if the organization can raise the remaining funds through additional contributions.
Pledges or other assets received subject to such conditions are recorded as refundable advances
until the conditions have been substantially met, at which time revenue is recorded.

Unconditional pledges payable in the future, or multiyear pledges, are treated as temporarily
restricted revenue or support and then reclassified to the unrestricted net asset class when the peri-
od of the donor stipulation is met. These pledges (or promises to give) are recorded at the present
value of estimated future cash flows using a risk-adjusted discount rate. Promises receivable within
one year need not be discounted. An allowance for doubtful contributions should be established
based on historical experience and other factors to cover any uncertainties concerning collectibility.
An unconditional pledge with no donor restriction is recognized as follows:

Contributions Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Revenues—Unrestricted Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Provision for Uncollectible Contributions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Allowance for Uncollectible Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Donor-Imposed Restrictions and Reclassifications. All contributions received (or uncondi-
tional promises to give) are classified into one of three categories: unrestricted, temporarily
restricted, or permanently restricted resources. Donor-imposed restrictions do not affect the tim-
ing of when contributions are recognized. Rather, these donor restrictions affect the manner of
reporting contributions and related assets. If a donor does not stipulate how the asset should be
used, then the gift is classified as unrestricted. If the donor does impose a restriction, such as
identifying a particular program, capital asset, or time period that the donated asset may be
used, the contribution is classified as temporarily restricted. Contributions, which the donor
specifies only the earnings (and not the original gift) can be spent, are classified as permanently
restricted.

A temporary restriction expires when (a) the stipulated time has elapsed, (b) the stipulated
purpose has been fulfilled, or (c) the useful life of the donated asset has ended. Expenditure or
time restrictions require a reclassification entry to release the restriction. Gifts of long-lived
assets (or long-lived assets acquired with restricted gifts of cash) with donor stipulations specify-
ing the use of the donated asset are initially reported as temporarily restricted. The expiration
(or release) of the time restriction is recorded over the useful life of the asset. Organizations have
an option to record long-lived assets acquired with donor-restricted cash as either temporarily
restricted or unrestricted. If the asset is recorded as temporarily restricted, the organization
reclassifies a portion of the temporarily restricted amount each year as depreciation is recorded.
This releasing of donor-imposed restrictions (reclassification) simultaneously decreases temporarily
restricted net assets and increases unrestricted net assets in order to match the expenses they sup-
port (operating expenses, depreciation, etc., which decrease unrestricted net assets).

Not-for-profits also have the option to record contributions whose restrictions are met in
the same reporting period as increases in unrestricted net assets, instead of increases in tempora-
rily restricted net assets with subsequent reclassifications from temporarily restricted net assets
to unrestricted net assets.

3 FASB ASC 958-605.
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Furthermore, if an expense is incurred for a purpose for which both unrestricted and tem-
porarily restricted net assets are available, a donor-imposed restriction is fulfilled to the extent of
the expense incurred, unless the expense is for a purpose that is directly attributable to another
specific external source of revenue. This provision to use restricted resources first to fund expenses
does not allow institutions to choose either restricted or unrestricted sources of funding.

A cash contribution restricted by the donor for a
specific expenditure is recorded when received.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Revenues—Temporarily Restricted Contributions . . . XXX

Expenses made in compliance with donor restrictions
are funded by the restricted resources. Temporarily
restricted net assets are released with a reclassification entry.

Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Reclassification Out—Temporarily Restricted—

Satisfaction of Donor Restrictions. . . . . . . . . . . . . . . . XXX
Reclassification In—Unrestricted—Satisfaction

of Donor Restrictions. . . . . . . . . . . . . . . . . . . . . . XXX

Key to accurate accounting is the distinction between accounting for exchange transac-
tions, agency transactions, and contributions. Exchange transactions, that is, reciprocal trans-
fers in which each party receives and sacrifices approximately equal value, are not considered
restricted. Many transactions that traditionally are thought of as contributions, for example,
grants, awards, sponsorships, and appropriations, may be categorized as exchange transactions
rather than contributions and accounted for as increases in unrestricted assets. Government
grants that require performance by the not-for-profit organization are accounted for as
refundable deposits (liabilities) until earned. Unrestricted revenue is earned when expenses
are made in conjunction with the provisions of the grant. Other grants that just specify
for support research or community work and do not have specific performance or rights
to patents or products may be reported as contributions. And, certain government grants,
which are essentially pass-through financial aid to students, are accounted for as agency trans-
actions. Assets received on behalf of another individual or organization must be offset with a
payable to the alternative beneficiary unless: (1) the donor has granted variance power to the
not-for-profit organization (i.e., the right to redirect the use of the assets), or (2) the recipient
organization and beneficiary are financially interrelated. In both cases, the not-for-profit
organization recognizes the contribution as revenue.4

Grant monies received. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
U.S. Government Grants Refundable . . . . . . . . . . . XXX

Expenses incurred in conjunction with provisions of grant. Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Revenue is recognized as the amount earned above
expenses.

U.S. Government Grants Refundable . . . . . . . . . . . . . XXX
Revenues—Unrestricted. . . . . . . . . . . . . . . . . . . . . . XXX

Investments. Permanently restricted contributions are called endowments. Earnings on
endowment investments are reported in the period earned as a credit to either unrestricted
revenue or temporarily restricted revenue depending on donor specification as to the use of
the earnings. Not-for-profit organizations must report all investments in equity securities that
have readily determinable values and all debt securities at fair value. Reporting at original
cost, amortized cost, or lower-of-cost-or-market is not allowed. Unlike businesses, there is no
requirement for not-for-profits to classify their investments into trading, available-for-sale,
and held-to-maturity categories. Realized and unrealized gains on endowment investments
are reported as increases or decreases in unrestricted net assets unless their use is temporarily

4 FASB ASC 958-605.
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or permanently restricted by explicit donor stipulations or by law. Losses on endowment
investments reduce temporarily restricted net assets to the extent that donor-imposed restric-
tions on net appreciation have been met before the loss occurs. Any remaining loss would
reduce unrestricted net assets.5

Most states have adopted the Uniform Prudent Management of Institutional Funds Act of
2006 (UPMIFA) to guide the treatment of endowments. In response to the UPMIFA, the
FASB issued FASB ASC 958-205-45-28 to provide guidance to improve the quality of financial
reporting of endowments. For not-for-profits in states where the UPMIFA is currently effective,
FASB ASC 958-205-45-28 through FASB ASC 958-205-45-31 require the earnings on donor-
restricted endowments not explicitly restricted by the donor to be classified as temporarily
restricted net assets until appropriated for expenditure by the organization. This is a departure
from FASB ASC 958-205-45-17 that considered these earnings to be unrestricted.

Accounting for Expenses

Private not-for-profit organizations recognize expenses on an accrual basis rather than as expen-
ditures. Furthermore, all expenses are reported as decreases in unrestricted net assets. Whereas
expenditures denote outlays of resources, expenses denote using up of resources. Therefore,
flows of resources involving outlays of cash to purchase other assets are not presented in the
statement of activities but instead in the statement of cash flows. Depreciation of capital assets,
including contributed capital assets, is also recorded as an expense per FASB ASC 958-360-35.6

Land and individual works of art or historical treasures that have an extraordinarily long life are
not depreciated.

Not-for-profit organizations segregate expenses between program functions and those func-
tions supporting the programs. Program expenses include the direct and indirect cost of provid-
ing or conducting a particular mission or part of the organizational mission. Supporting
expenses include management and general expenses and fund-raising activity. Natural or object
classifications, e.g., supplies, salaries, and telephone, are allocated to the functions. Depreciation
expenses are allocated to programs as well as to support function expenses.

Not-for-profits often conduct activities that combine program and fund raising. In the past,
the cost of the joint activity often was reported entirely as a functional program expense with no
allocation to the functional support expense of fund raising. In response to concerns about
fund-raising costs being hidden within the program and management activities, the AICPA
issued Statement of Position 98-2 making it more difficult to allocate educating the public or
advocacy costs to programs. SOP 98-2, codified in FASB ASC 958-720-45, sets forth the
following requirements:

1. Costs of all materials and activities that include a fund-raising appeal should be reported as
fund-raising costs . . . unless a bona fide program or management function has been con-
ducted in conjunction with the appeal.

2. Criteria of purpose, audience, and content must be met in order to conclude that a bona fide
program or management and general function has been conducted in conjunction with the
appeal of funds.

3. If a bona fide program or management function has been conducted, the joint costs should
be allocated using an equitable allocation base.

4. Certain information must be disclosed if joint costs are allocated.7

Financial Statements

Financial statements emphasize the organization as a whole. Classification of the organization’s
net assets is based on the existence or absence of donor-imposed restrictions. The financial state-
ments must display three classes of net assets: unrestricted, temporarily restricted, and perma-
nently restricted. Changes in each of these three classes of net assets must also be reported.

5 FASB ASC 958-205-45-22.
6 FASB ASC 958-360-35-1 through FASB ASC 958-360-35-7.
7 FASB ASC 958-720-45.
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Reclassifications that simultaneously decrease temporarily restricted net assets and increase
unrestricted net assets are reported separately.

Required external financial statements include the following:

1. Statement of financial position (balance sheet) which will report organization-wide totals for
assets, liabilities, and net assets, and net assets identified as unrestricted, temporarily
restricted, and permanently restricted.

2. Statement of activities which reports revenues, expenses, gains, losses, and reclassifications
(between classes of net assets). Minimum requirements include organization-wide totals,
changes in net assets for each class of assets, and all expenses recognized only in the unre-
stricted classification. A display of a measure of operations in the statement of activities is
permitted.

3. Statement of cash flows with categories (operating, financing, and investing) similar to busi-
ness organizations.

4. Statement of functional expenses which reports detailed program, fund-raising, and manage-
ment and general expenses (required only for voluntary health and welfare organizations).

In addition, information about liquidity must be provided. Liquidity is commonly reported
through sequencing assets and liabilities according to nearness of conversion to or use of cash
on the statement of financial position. Such sequencing requires cash and contributions receiva-
ble restricted by donors to investment in land, building, and equipment to be included in
‘‘assets restricted to investment in land, building, and equipment’’ rather than cash and contri-
butions. Cash and equivalents of permanent endowment funds held temporarily until suitable
long-term investment opportunities are identified must be included in the classification ‘‘long-
term investments.’’ Other organizations provide liquidity information in the notes to the finan-
cial statements.

Not-for-profit organizations are encouraged to develop the format for their financial state-
ments that is most meaningful to their users. Models, suggested by the FASB and included in this
chapter, are (1) a single-column, corporate format and (2) disaggregation by net asset class. Organi-
zations appear to prefer the former model for the statement of financial position and the latter for
the statement of activities. Illustration 18-2 (shown on page 953) presents the statement of activ-
ities. Illustration 18-4 (shown on page 954) presents the statement of financial position. A cash
flow statement is included in Illustration 18-5 (shown on page 955).

Required note disclosures include a description of the fund accounting groups and their
relationship to the classes of net assets, classification of revenues, expenses, gains, losses, classifi-
cation and valuation of contributions, description of accounting policies for release of donor
restrictions, anticipated collection period of contributions receivables, description of collec-
tions, and detail on contributed services not meeting the reporting criteria. Disclosure of
expenses by natural classification is suggested but not required.

Proper recording of reciprocal exchange transactions, agency transactions, and nonrecipro-
cal contributions is essential to providing organization-wide financial statements of assets, liabil-
ities, net assets, changes in net assets, and cash flows. Managers of not-for-profit organizations
will have to carefully analyze the nature of each transaction to properly identify contributions
and exchange transactions.

In the event a not-for-profit organization merges with another not-for-profit organization,
the governing bodies of both entities cede control to create a new not-for profit entity. FASB
ASC 958-805 requires the new entity to combine the assets and liabilities in its initial financial
statement, called the carryover method, at amounts reported in the merging entities’ separate
financial statements at the merger date. The initial reporting period of the combined entity will
be the date of the merger, and the merger itself will not be reported as an activity of the initial
reporting period.

In the event a not-for-profit acquires another not-for-profit organization, the acquiring not-
for-profit obtains control of the acquiree not-for-profit and follows the acquisition method of
accounting. The acquisition method in FASB ASC 958-805 is similar to the method prescribed
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in FASB ASC 805 in that the acquirer recognizes and measures at fair value the identifiable net
assets acquired from the acquiree along with any noncontrolling interest. The distinction lies in
how goodwill is recognized. If the acquirer expects the acquiree to operate like a business (char-
ging fees for service), then goodwill must be recognized as an asset at the acquisition date. If the
acquirer expects the acquiree operations to be predominately supported by contributions and
returns on investments, then a separate charge in the statement of activities in the amount that
would have been recorded for goodwill should be recognized. When the acquirer receives net
assets without transferring consideration, a contribution should be recognized as a separate
credit in the statement of activities on the acquisition date.

R E F L E C T I O N
� Private not-for-profits use full accrual accounting.

� All transactions of a not-for-profit organization may be classified as exchange, nonexchange,

or agency. Accounting for exchange transactions follows full accrual accounting. Agency

transactions are accounted for in the same way as in governments.

� Nonexchange transactions, or contributions, are accounted for in the period received or

made. Contributions may be classified as unrestricted, temporarily restricted, or

permanently restricted by the donor.

� A reclassification (release of restriction) is made when the donor-imposed restriction is

met. This may be a result of satisfying a program, equipment, or time restriction.

� The financial statements of all not-for-profits include a statement of financial position,

statement of activities, and statement of cash flows. Each of the three net assets

(unrestricted, temporarily restricted, and permanently restricted) and any changes

to these asset categories are shown on the financial statements.

ACCOUNTING FOR VOLUNTARY HEALTH AND
WELFARE ORGANIZATIONS
To qualify as a voluntary health and welfare organization (VHWO), two criteria must be met.
First, a primary source of revenue should be contributions from donors who do not themselves
directly benefit from the organization’s programs. Second, the program must be in the area of
health, welfare, or community service, such as care for the elderly, the indigent, or the handi-
capped, or projects to protect the environment.

Accounting Principles and Procedures

The dependence upon public support for the majority of its resources influences the accounting
for a VHWO. Two major categories are used to record and communicate inflows of resources:
public support and revenues. Public support is the inflow of resources from voluntary donors
who receive no direct, personal benefit from the organization’s usual programs in exchange for
their contributions. Revenues are inflows of resources resulting from a charge for service from
financial activities or from other exchange transactions.

A significant aspect of accounting and reporting for VHWOs is that financial reports must
show expenses on a program basis. As a result of this requirement, the costs of each program
and supporting service are available, and the effectiveness with which the organization’s
resources have been managed can be measured.
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Public Support

The following accounts are used to record receipts of assets in the public support category:

1. Contributions,

2. Special Events Support,

3. Legacies and Bequests, and

4. Received from Federated and Nonfederated Campaigns.

Contributions. Contributions are recognized as public support in the period received and as
assets, decreases of liabilities, or expenses depending on the form of the benefits received.8

Although most contributions to VHWOs are made with no restrictions attached, some dona-
tions specify the purpose for which they must be expended. Contributions also include uncondi-
tional promises to give (pledges). Therefore, unconditional promises to give must also be
recognized as support in the period received. Contributions may be unrestricted or restricted for
a specific purpose. Contributions that have no donor-imposed restrictions attached to them are
reported as unrestricted. Contributions that have donor-imposed restrictions attached to them
must be classified as temporarily or permanently restricted based on the nature of the restriction.

Cash collections that do not involve a previous promise to give are credited to the account
Contributions. VHWOs also receive pledges for contributions, which are recorded at the gross
amount as Contributions Receivable, with a credit to Contributions. A provision and an allowance
for estimated uncollectible pledges are established, based on historical collection experience.
The provision for uncollectible pledges is an expense account, while the allowance is a contra
account to Pledges Receivable.

Expiration of donor restrictions must be recognized in the period in which the restriction
expires. The expiration of a restriction may be based on the lapse of time, the fulfillment of a
stipulated purpose, or both. Recognition of an expiration of donor restrictions is done with a
reclassification entry. Reclassifications result in an increase in the unrestricted class of net assets
and a decrease in temporarily restricted net assets class. Such a reclassification increases unre-
stricted net assets to match the decrease resulting from the stipulated expense.

Temporarily restricted unconditional promises to give (pledges) are reclassified to unrest-
ricted in the period in which the unconditional promise is received or the restriction lapses. A
gift or promise to give that involves a condition is not considered a contribution until the condi-
tion is met and is therefore not recognized as an increase in net assets in the period in which it is
received but is disclosed in the footnotes.

Securities and other property received should be recorded at fair value at the time of receipt.
These assets are most likely to be received as temporarily or permanently restricted contribu-
tions. The donor may restrict not only the purpose but also the timing of use. If the donation
is not available for use until some future fiscal period, it is recorded as Contributions—
Temporarily Restricted. The amount is released from restriction (unclassified) in the period
when it becomes available.

Common to VHWOs is the donation of materials to be used in providing service or to be pro-
cessed for subsequent sale. These materials should be recorded as inventory, with a credit to Unrest-
ricted Contributions at their fair value when received, provided that they are substantial in amount
and a measurable value for them can be established, either by sale shortly thereafter or by appraisal.
An example would be the donation of clothing or household goods to Goodwill Industries.

Occasionally, a VHWO will be permitted to use building facilities rent free. In this situa-
tion, both the contribution and the rent expense should be recorded at fair rental value, usually
equivalent to the amount that normally would be charged for rent. Donated fixed assets for
which title is received, such as equipment, land, and buildings, should be entered as an unre-
stricted, temporarily restricted, or permanently restricted contribution at fair value depending
upon the donor’s stipulations. Expiration of donor restrictions will occur either at the time the
asset is placed in service or over the asset’s useful life. Permanent restrictions do not expire.

8 A contribution is defined as an ‘‘unconditional transfer of cash or other assets to an entity or a settlement or can-
cellation of its liabilities in a voluntary nonreciprocal transfer by another entity acting other than as an owner’’
(FASB ASC 958-605-20).
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Although the range of personal services that volunteers donate varies between VHWOs,
these services must be recorded if they are significant and if the following criteria are met:

1. The services received create or enhance nonfinancial assets, or

2. The services received require specialized skills, are provided by individuals possessing those
skills, and would typically need to be purchased if not provided by donation. (Usually, the
individuals performing such services are treated in a similar fashion to employees; they have
schedules, perform assigned duties, are supervised, etc.)

Promises to give services are also included. Recognizing contributed services that are specia-
lized and would need to be purchased indicates to readers of the financial statements the impact
these contributions have on the organization. It also indicates the need for future cash outflows
in the event these services are no longer contributed.

If the criteria are met, donated services are recorded with a debit to an expense account, such
as Salary Expense, and a credit to Contributions. Contributed services received that are not
required to be recognized as revenues are disclosed at their fair value in the footnotes to the
financial statements.

Special Events Support. Another subdivision of the public support category covers an organiza-
tion’s special fund-raising events in which the participant has the opportunity to receive something
of value in exchange for a contribution. Raffles, dinners, bingo games, and bake sales are examples
of special events. The gross inflow of resources is credited to Special Events Support in the fund
that it is to benefit. Direct costs of the event, excluding promotional costs, are charged to Cost of
Special Events. Comparing these two balances permits one to judge the effectiveness of the event.
It also determines that portion of the proceeds that is a contribution to the organization. If such
special events are peripheral or incidental, they may be disclosed net of costs (which used to be the
general practice), but if they are ongoing and major activities, then gross revenue is recorded and
direct costs of those activities are considered fund-raising expenses. Promotional costs, such as
advertising or the salaries of employees involved in the event, are charged against fund-raising
expense. The portion of the budget consumed by fund-raising expenses must also be revealed.

Legacies and Bequests. Every VHWO hopes that its programs will be so deserving that they
will encourage donors to make major contributions of personal property or real property
through their wills. Since these items tend to be more substantial in amount, the audit guide
recommends that such contributions be shown as a separate item of public support under Lega-
cies and Bequests. They are entered as a credit to that account when the organization is reason-
ably certain of the amount to be received. Such contributions are classified as unrestricted,
temporarily restricted, or permanently restricted based on donor stipulations.

Received from Federated and Nonfederated Campaigns. The final item considered as public
support is the amount received from federated (associated) and nonfederated organizations.
This amount is credited to Received from Federated and Nonfederated Campaigns. An amount
allocated by United Way to a health and welfare organization would be an example of support
received from a federated organization. An amount raised by independent, professional fund-
raising groups would be an illustration of resources received from nonfederated campaigns.
Usually, contributions received from federated and nonfederated campaigns are unrestricted.

Revenues

In addition to public support, resources may be received from exchange transactions that are
classified as unrestricted revenue. These resources would include the following accounts:

1. Membership Dues Revenue for dues charged members to join and use facilities or receive
publications.

2. Program Services Fees for amounts charged clients for services of the organization, such as
consulting, testing, or advising.

3. Sales of Publications and Supplies for proceeds from the sales of these items.
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Investment transaction revenue, classified as unrestricted or restricted, could include the fol-
lowing accounts:

1. Investment Revenue for interest, dividends, and other earnings.

2. Realized Gain on Investment Transactions for gains from the sale or exchange of
investments.

3. Net Increase (or Decrease) in Carrying Value of Investments for the unrealized appreciation
(or depreciation) of investments if they are carried at fair value.

Each of the items of investment transactions revenue would be recorded as unrestricted or
restricted depending on donor stipulations. Thus, the unrestricted revenue from an endowment
would be recorded with a credit to Investment Revenue—Unrestricted. Restricted investment rev-
enue is reported as temporarily or permanently restricted in compliance with the donor’s wishes.

VHWOs are required to carry their investments at fair value.9 When a relatively permanent
reduction in fair value occurs, the impairment to cost must be recorded. The unrealized appre-
ciation (or depreciation) is shown separately in Net Increase (or Decrease) in Carrying Value of
Investments. Realized and unrealized gains and losses on all investments are considered
increases or decreases in unrestricted net assets unless restricted by donor or law.

Program and Supporting Services Costs

VHWOs exist to render service or to conduct programs. Their operating statements will not
show typical expenses, such as salaries or rent, but will show the cost of each program or service
the organization provides—the costs in which the general public, the contributors, and the con-
trolling agencies are primarily interested. For example, the operating statement of an environ-
mental protection association might show the cost of conducting a program to reduce river
pollution or to provide an animal and bird sanctuary. These projects fall in an expense grouping
called Program Services. The other expense grouping shown on an operating statement is
referred to as Supporting Services, which includes fund-raising costs, management and general
costs, and membership development activities for the overall direction of the organization.
Management and general activities include all management, financing, and administrative
activities, except for direct activities of programs or fund raising. Fund-raising activities include
publicizing and conducting fund-raising campaigns, maintaining donor mailing lists, conducting
special fund-raising events, preparing and distributing fund-raising materials, and other activities
involved with soliciting contributions. Membership development activities include soliciting
for prospective members and membership dues, membership relations, and similar activities.

Individual expenses, such as salaries or rent, are recorded in the respective natural expense
accounts in much the same way that they would be recorded in the accounts of profit entities. All
expenses are considered reductions in unrestricted net assets. Therefore, when expenses are recorded
for purposes stipulated by donors, a reclassification of temporarily restricted to unrestricted net assets
is also recorded. At the end of the fiscal year, the expenses are allocated to the individual programs
conducted and to the supporting services of management, fund raising, and membership develop-
ment. Allocation of joint costs should be on some rational basis, such as assigning salaries on the
basis of time expended, allotting rental charges on the basis of floor space, or apportioning supplies
expense on the basis of consumption. However, it is not always simple to allocate costs.

For example, informational materials that attempt to educate the reader about proper
health habits to avoid disease or infection, birth control and other family planning issues,
and the need to protect endangered species or the environment are often distributed to the
public by not-for-profit organizations. Included in much of this material is a fund-raising
appeal. A question arises as to whether the total cost of sending such literature should be
charged to the program publicized or to fund raising, or whether it should be allocated
between them. Since board members, donors, and the general public pay particular atten-
tion to the percentages of revenue consumed by administrative and fund-raising purposes,
the desire to keep those percentages at a minimum is understandable. AICPA guidance on
joint-cost allocation described in the previous section must be followed by all VHWOs.

9 FASB ASC 958-320.
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Closing Entries

After all expenses have been assigned, an entry is made to close the expense accounts and charge
each of the expenses to the individual programs and supporting services. For the environmental
protection association used earlier as an example, the following entry might be recorded:

River Pollution Program Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Animal and Bird Sanctuary Program Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Management and General Services Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Fund-Raising Services Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Salary Expense, Supplies Expense, etc. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

The final closing entries close support and revenue accounts, as well as the program and ser-
vices accounts, to the appropriate net asset classification. The closing entry for the Unrestricted
Net Assets of the environmental protection association might be as follows:

Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Legacies and Bequests—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Membership Dues Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Investment Revenue—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Reclassification In—Unrestricted—Satisfaction of Donor Restrictions . . . . . . . . . . XXX

River Pollution Program Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Animal and Bird Sanctuary Program Expense . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Management and General Services Expense . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Fund-Raising Services Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Unrestricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

If the board of directors should decide to designate a specified sum of the Unrestricted Net
Assets for a future program to reduce air pollution, the following entries are recorded:

Unrestricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Unrestricted Net Assets—Designated for Air Pollution Program . . . . . . . . . . . . XXX

Similar entries to close temporarily restricted and permanently restricted accounts include
the following:

Contributions—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Legacies and Bequests—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Investment Revenue—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Reclassifications Out—Temporarily Restricted—Satisfaction of
Donor Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Temporarily Restricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Contributions—Permanently Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Legacies and Bequests—Permanently Restricted. . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Permanently Restricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Financial Statements

Consistent with other not-for-profits, the financial statements for VHWOs are a statement of
financial position, a statement of activities, and a statement of cash flows. In addition, VHWOs
must provide a statement of functional expenses. A statement of financial position is prepared
either in single-column form or with a column for each asset class. Organization-wide totals of
assets, liabilities, and net assets are presented. An activities statement can be prepared after the
expense allocation entry has been recorded. It is structured with a column for each asset class
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and shows how effectively the organization operated during the period. Since program costs
and not the typical (natural) expenses, such as salaries, are shown in an operating statement, a
summary of expenses by object-of-expense classification is provided in a separate statement.
This statement of functional expenses supplements the operating statement. It presents the total
of each functional expense to programs and supporting services.

Day Star Activity and Respite Center serves older adults afflicted with Alzheimer’s disease or
other memory impairment and their families. Day Star operates an adult day care center, which
provides a respite from constant caregiving for primary caregivers. Day Star also provides lim-
ited home care for clients. The expenses that were incurred by Day Star are as follows:

Expense Amount

Salaries and payroll taxes . . . . . . . . . . . . . . . . . . . . . . $17,000
Crafts and activities . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Meals on Wheels. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Office expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Repairs and maintenance . . . . . . . . . . . . . . . . . . . . . . 1,500
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $33,500

Day Star management has estimated the allocation of financial resources to organization
activities and prepared the following allocation scheme:

Day Care Home Care Management

Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40% 35% 25%
Capital-related expenses. . . . . . . . . . . . . . . . . . . . . . . . . 90 10 0

Expenses are allocated to programs and supporting services in the following manner. Then,
they are presented in the statement of activities.

Total Day Care Home Care
Management
and General

Operating expenses . . . . . . . . . . . . . . . . . $28,500 $11,400 $9,975 $7,125
Capital-related expenses. . . . . . . . . . . . . . 5,000 4,500 500 0

Expenses also are allocated to programs and supporting services using the allocation matrix
for presentation in the statement of functional expenses. The following example shows this pro-
cedure for three object-of-expense categories:

Object of Expense Total Day Care Home Care
Management
and General

Salaries and payroll taxes . . . . . . . . . . . . . $17,000 $ 6,800 $ 5,950 $4,250
Crafts and activities . . . . . . . . . . . . . . . . . . 4,000 1,600 1,400 1,000
Meals on Wheels. . . . . . . . . . . . . . . . . . . . 4,000 1,600 1,400 1,000
Office expenses. . . . . . . . . . . . . . . . . . . . . 2,000 800 700 500
Repairs and maintenance . . . . . . . . . . . . . 1,500 600 525 375
Depreciation . . . . . . . . . . . . . . . . . . . . . . . 5,000 4,500 500 0

Total expenses . . . . . . . . . . . . . . . . . . . . $33,500 $15,900 $10,475 $7,125

Illustrative Transactions for a Voluntary Health and Welfare Organization

To illustrate the recording of events and the preparation of financial reports for a VHWO,
assume the People’s Environmental Protection (PEP) Association, a voluntary community orga-
nization, has three programs: Valley Air Project, Fish in the Lakes, and Flood Control. The
statement of financial position of PEP on December 31, 2018, is shown in Illustration 18-1.
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Illustration 18-1
People’s Environmental Protection (PEP) Association

Statement of Financial Position
As of December 31, 2018

Assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 253,500

Contributions receivable (net of $3,100 allowance) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,500
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 152,000
Property, plant, and equipment (net of $16,700 accumulated depreciation) . . . . . . . . . . . . . . . . . . . . . . . . . . 676,000
Long-term endowment investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 253,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,366,000

Liabilities and net assets:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 37,000
Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 137,000

Net assets:
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 289,000
Temporarily restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 687,000
Permanently restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 253,000

Total net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,229,000

Total liabilities and net assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,366,000

The following events occur during the calendar year 2019. They are summarized to con-
serve space and minimize duplication. Entries are shown following each transaction. Although
no fund designations are recorded, VHWOs may choose to use fund accounting for donor-
restricted resources, plant, and permanently restricted endowments. Fund-based financial state-
ments for VHWOs are illustrated in the appendix to this chapter.

Event Entry

1. As a result of its fund-raising program, cash
contributions of $325,000 were received.
$315,000 was unrestricted, and $10,000
was restricted for Valley Air Project operating
costs. In addition, unconditional promises to
give totaled $100,000, of which $80,000
was unrestricted and $20,000 restricted for
acquisition of equipment.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 325,000
Contributions—Unrestricted . . . . . . . . . . . . . . . 315,000
Contributions—Temporarily Restricted . . . . . . . 10,000

Contributions Receivable. . . . . . . . . . . . . . . . . . . . 100,000
Contributions—Unrestricted . . . . . . . . . . . . . . . 80,000
Contributions—Temporarily Restricted . . . . . . . 20,000

2. Based on past experience, 5% of the promises
to give was estimated to be uncollectible.

Provision for Uncollectible Contributions. . . . . . . . 5,000
Allowance for Uncollectible Contributions . . . . 5,000

3. During the year, cash was collected from some
unconditional promises to give, while others were
written off as uncollectible.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,500
Allowance for Uncollectible Contributions . . . . . . 5,600

Contributions Receivable. . . . . . . . . . . . . . . . . . 101,100
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Event Entry

4. A cash donation of $40,000 was received, with
the donor stipulation that it be used to acquire
equipment for water quality improvement.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Contributions—Temporarily Restricted . . . . . . . 40,000

5. With the donor’s approval, the $40,000 served
as a partial payment on the purchase of a filter
system costing $50,000. A note was signed for
the unpaid balance. PEP chooses to release the
donor restriction over the life of the asset.

Land, Building, and Equipment . . . . . . . . . . . . . . . 50,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Notes Payable on Equipment. . . . . . . . . . . . . . . 10,000

6. PEP received $5,000 from an individual who
restricted its use to a special project within the
Fish in the Lakes program. If that special project
is not accomplished within six months, the
individual requested that the money be returned.
PEP has not yet undertaken the project. Two
months remain in the time period specified by
the donor.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Refundable Advances . . . . . . . . . . . . . . . . . . . . 5,000

7. The following bequests were received:
$100,000 unrestricted and $20,000 to be
invested in an endowment whose earnings are
to be unrestricted.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Legacies and Bequests—Unrestricted . . . . . . . . 100,000
Legacies and Bequests—Permanently

Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

8. PEP received donated goods with a fair value
of $2,350. Of those donated goods, $750 is
restricted by the donor for use in the Fish in the
Lakes program; the remaining gifts can be used
at management’s discretion.

Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,350
Contributions—Unrestricted . . . . . . . . . . . . . . . 1,600
Contributions—Temporarily Restricted . . . . . . . 750

9. PEP held a special summer event to promote
its activities, the net proceeds of which were
unrestricted. Gross revenues totaled $9,000,
with direct costs for the event amounting to
$2,000.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
Special Events Support—Unrestricted . . . . . . . . 9,000

Costs of Special Events . . . . . . . . . . . . . . . . . . . . . 2,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

10. PEP uses volunteers to distribute brochures about its
operations, to assist the staff with routine office
work, and to make phone calls
during the annual fund-raising appeal. The
volunteers provided 1,000 hours of service this
year. If the volunteers were not available, the
tasks would either be performed by staff at a
later date or not done at all.

No entry.

11. Members were assessed, and all paid
membership dues of $118,000.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 118,000
Membership Dues Revenues . . . . . . . . . . . . . . . 118,000

12. The local PEP unit receives unrestricted cash
of $16,000 as its share of a campaign run
by its national affiliate.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Received from Federated and Nonfederated

Campaigns—Unrestricted . . . . . . . . . . . . . . . 16,000

13. Earnings on endowment investments total
$28,000, of which $21,000 is not restricted
and $7,000 is restricted to investment in
equipment for flood control.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Investment Revenue—Unrestricted. . . . . . . . . . . 21,000
Investment Revenue—Temporarily Restricted . . 7,000

(continued)
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Event Entry

14. PEP carries its investments in all funds at fair
value. Endowment investments are sold for
$27,000. They had a cost of $20,000 and a
carrying value of $25,000 in the investment
account. All endowment gains are to be
permanently restricted according to donor
specifications.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000
Investment (at fair) . . . . . . . . . . . . . . . . . . . . . . . 25,000
Gain on Sale of Investments—Permanently

Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

15. An additional $46,000 of investments are
purchased from endowment funds.

Investments—Permanently Restricted. . . . . . . . . . . 46,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,000

16. Unrestricted investments have shown no material
change in fair value over the year. At year-end, the
fair value of permanently restricted endowment
investments has increased from $265,000 to
$294,000. All endowment gains are to be
permanently restricted according to the donor
specification.

Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,000
Net Increase in Carrying Value of

Investments—Permanently Restricted . . . . . . . 29,000

17. A lawyer provided five hours of service to PEP to
draw up an endowment agreement. She did not
charge for her services. She normally would charge
a client $500 for consultation on a similar type of
agreement. In the absence of the donated
professional services, PEP would have hired a
lawyer to draft the agreement.

Professional Services . . . . . . . . . . . . . . . . . . . . . . . 500
Contributions—Unrestricted . . . . . . . . . . . . . . . 500

18. A special recreational building and dock costing
$96,000 were purchased with unrestricted cash.

Land, Building, and Equipment . . . . . . . . . . . . . . . 96,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 96,000

19. Contributions received in the prior period with
the stipulation that they be used for expenses of
this period are now available.

Reclassification Out—Temporarily Restricted—

Satisfaction of Time Requirements . . . . . . . . . . . 10,000
Reclassification In—Unrestricted—

Satisfaction of Time Requirements . . . . . . . 10,000

20. Accounts payable and expenses were paid or
established. Operating expenses related to
donor-specific programs totaled $103,000.

Accounts Payable (January 1) . . . . . . . . . . . . . . . . 37,000
Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Payroll Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Mailing and Postage Expense . . . . . . . . . . . . . . . . 50,000
Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Telephone Expense . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Research Expense . . . . . . . . . . . . . . . . . . . . . . . . . 215,000
Professional Services: Legal and Audit . . . . . . . . . 34,000
Supplies Expense. . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Miscellaneous Expense . . . . . . . . . . . . . . . . . . . . . 5,000

Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . 32,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 586,000

Reclassification Out—Temporarily Restricted—

Satisfaction of Program Requirements . . . . . . . . 103,000
Reclassification In—Unrestricted—

Satisfaction of Program Requirements . . . . 103,000
(continued)
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Event Entry

21. Contributed goods of $1,450 were used during
the year for the Fish in the Lakes program. This
amount includes the $750 donor-restricted
contribution in item (8).

Supplies Expense. . . . . . . . . . . . . . . . . . . . . . . . . . 1,450
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450

Reclassification Out—Temporarily Restricted—

Satisfaction of Program Requirements . . . . . . . . 750
Reclassification In—Unrestricted—

Satisfaction of Program Requirements . . . . 750

22. Depreciation on equipment purchased with
donor-restricted contributions amounted to
$22,000 for the year. (Valley Air Project—
$2,000; Fish in the Lakes program—$3,000;
Flood Control program—$16,000; management
and general services—$1,000). An equivalent
amount of temporarily unspecified net assets is
released from restrictions.

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . 22,000
Accumulated Depreciation . . . . . . . . . . . . . . . . 22,000

Reclassification Out—Temporarily Restricted—

Satisfaction of Equipment Acquisition
Requirements . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

Reclassification In—Unrestricted—

Satisfaction of Equipment Acquisition
Requirements . . . . . . . . . . . . . . . . . . . . . . . 22,000

23. Early in the year, cash contributions for current
operations were received, but they cannot be
used until late in the following year.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Contributions—Temporarily Restricted . . . . . . . 2,000

24. At year-end, the expenses were allocated to the
various programs and supporting services. The
direct cost of a special event is not included in
the allocation process because it is subtracted
from the gross proceeds of that event. The
special event is considered an incidental activity
and reported ‘‘net ’’ in the statement of activities.

Valley Air Project . . . . . . . . . . . . . . . . . . . . . . . . . . 132,000
Fish in the Lakes Program. . . . . . . . . . . . . . . . . . . . 184,450
Flood Control Program . . . . . . . . . . . . . . . . . . . . . 251,000
Management and General Services . . . . . . . . . . . 29,500
Fund-Raising Services . . . . . . . . . . . . . . . . . . . . . . 11,000
Membership Development . . . . . . . . . . . . . . . . . . 2,000

Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Payroll Taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Mailing and Postage Expense . . . . . . . . . . . . . . 50,000
Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Telephone Expense . . . . . . . . . . . . . . . . . . . . . . 6,000
Research Expense . . . . . . . . . . . . . . . . . . . . . . . 215,000
Professional Services: Legal and Audit . . . . . . . 34,500
Supplies Expense. . . . . . . . . . . . . . . . . . . . . . . . 14,450
Miscellaneous Expense . . . . . . . . . . . . . . . . . . . 5,000
Provision for Uncollectible Contributions . . . . . . 5,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . 22,000

(continued)
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Event Entry

25. Closing entries. Each class of asset is closed
separately.

Contributions—Unrestricted . . . . . . . . . . . . . . . . . 397,100
Special Events Support . . . . . . . . . . . . . . . . . . . . . 9,000
Legacies and Bequests—Unrestricted . . . . . . . . . . 100,000
Received from Federated and Nonfederated

Campaigns . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Membership Dues Revenue . . . . . . . . . . . . . . . . . . 118,000
Investment Revenue . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Reclassifications In—Unrestricted—Satisfaction

of Program Restrictions . . . . . . . . . . . . . . . . . . . 103,750
Reclassifications In—Unrestricted—Satisfaction

of Equipment Acquisition Restrictions . . . . . . . . 22,000
Reclassifications In—Unrestricted—Satisfaction of

Time Restrictions . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Valley Air Project . . . . . . . . . . . . . . . . . . . . . . 132,000
Fish in the Lakes Program . . . . . . . . . . . . . . . . 184,450
Flood Control Program. . . . . . . . . . . . . . . . . . 251,000
Management and General Services . . . . . . . 29,500
Fund-Raising Services . . . . . . . . . . . . . . . . . . 11,000
Membership Development . . . . . . . . . . . . . . . 2,000
Cost of Special Events . . . . . . . . . . . . . . . . . . 2,000
Unrestricted Net Assets . . . . . . . . . . . . . 184,900

Contributions—Temporarily Restricted . . . . . . . . . 72,750
Investment Revenue—Temporarily Restricted . . . . 7,000
Temporarily Restricted Net Assets . . . . . . . 56,000

Reclassifications Out—Unrestricted—

Satisfaction of Program Restrictions . . . . . . . . 103,750
Reclassifications Out—Unrestricted—

Satisfaction of Equipment Acquisition
Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

Reclassifications Out—Unrestricted—

Satisfaction of Time Restrictions . . . . . . . . . . . 10,000

Legacies and Bequests—Endowment—
Permanently Restricted. . . . . . . . . . . . . . . . . . . . 20,000

Net Increase in Carrying Value of Endowment
Investments—Permanently Restricted. . . . . . . . . 29,000

Gain on Sale of Endowment Investments—

Permanently Restricted. . . . . . . . . . . . . . . . . . . . 2,000
Permanently Restricted Net Assets . . . 51,000

The final entry at year-end closes the support and revenue accounts, as well as the program
and supporting services expenses, into the appropriate net asset accounts. With expenses allo-
cated to programs and supporting services, it is now possible to prepare the statement of activi-
ties (see Illustration 18-2). The sequence of items is suggested by the title. Inflows of resources
from public support, revenues, and reclassification are listed first, followed by the expense totals
for each program and supporting service, taken directly from the closing and allocation entries.
The beginning net asset balance for each class is added, resulting in the net asset balance at the
end of the period.

Since the investments account is carried at fair value, it is entirely possible that the carrying
value may decrease. If this situation occurs, the account Net Decrease in Carrying Value of
Investments is debited, and the investments account is credited. The closing entry would credit
Net Decrease in Carrying Value of Investments and debit unrestricted or permanently restricted
net assets depending on donor specifications or law.
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The statement of activities of a VHWO provides valuable data on the total cost per period
of each program and of supporting services. To provide the reader of its financial statements
with additional information, a statement of functional expenses is included in the reports. This
statement shows the allocation of each expense (salaries, rent, etc.) and reveals the cost by func-
tion of carrying on the organization’s activities. The statement of functional expenses for PEP is
shown in Illustration 18-3 on page 954.

The statement of financial position for PEP on December 31, 2019, is given in Illustration 18-4
on page 954. The statement of cash flows shown in Illustration 18-5 (page 955) includes, under
financing activities, all cash inflows from contributions and investment income restricted by donor
for long-term investments (or endowments) or for acquisition of fixed assets.

As is true in reporting for-profit enterprises, financial statements of VHWOs would be pre-
pared with comparative figures for the preceding year. The statements also should be accompa-
nied by notes that would summarize significant accounting policies.

Illustration 18-2
People’s Environmental Protection (PEP) Association

Statement of Activities
For Year Ended December 31, 2019

Unrestricted
Temporarily
Restricted

Permanently
Restricted Total

Public support:
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 397,100 $ 72,750 $ 469,850
Special events (net of $2,000 direct costs) . . . . . . . . . . . . . 7,000 7,000
Legacies and bequests. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 $ 20,000 120,000
Received from federated and nonfederated campaigns . . . 16,000 16,000

Total public support . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 520,100 $ 72,750 $ 20,000 $ 612,850

Revenue:
Membership dues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 118,000 $ 118,000
Investment revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000 $ 7,000 28,000
Net increase in carrying value of investments . . . . . . . . . . . $ 29,000 29,000
Realized gain on investments. . . . . . . . . . . . . . . . . . . . . . . . 2,000 2,000

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 139,000 $ 7,000 $ 31,000 $ 177,000

Net assets released from restrictions:
Satisfaction of program requirements . . . . . . . . . . . . . . . . . $ 103,750 $ (103,750)
Satisfaction of equipment acquisition requirements. . . . . . . 22,000 (22,000)
Expiration of time restrictions . . . . . . . . . . . . . . . . . . . . . . . . 10,000 (10,000)

Total net assets released from restrictions. . . . . . . . . . . . . $ 135,750 $ (135,750)

Total public support and revenue . . . . . . . . . . . . . . . . . . . $ 794,850 $ (56,000) $ 51,000 $ 789,850

Expenses:
Valley Air Project . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 132,000 $ 132,000
Fish in the Lakes program. . . . . . . . . . . . . . . . . . . . . . . . . . . 184,450 184,450
Flood Control program . . . . . . . . . . . . . . . . . . . . . . . . . . . . 251,000 251,000
Management and general . . . . . . . . . . . . . . . . . . . . . . . . . . 29,500 29,500
Fund raising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000 11,000
Membership development . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 2,000

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 609,950 $ 609,950

Change in net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $184,900 $ (56,000) $ 51,000 $ 179,900
Net assets beginning of year . . . . . . . . . . . . . . . . . . . . . 289,000 687,000 253,000 1,229,000

Net assets end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . $473,900 $631,000 $304,000 $1,408,900
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Illustration 18-3
People’s Environmental Protection (PEP) Association

Statement of Functional Expenses
For Year Ended December 31, 2019

Program Services Supporting Services

Total
All

Services

Valley
Air

Project

Fish in
the

Lakes
Flood

Control
Total

Programs

Manage-
ment and
General

Fund
Raising

Member-
ship

Develop-
ment

Total
Supporting

Salaries . . . . . . . . . . . . . . . $200,000 $ 36,000 $ 60,000 $ 80,000 $176,000 $19,000 $ 4,500 $ 500 $24,000

Payroll taxes . . . . . . . . . . . 30,000 5,400 9,000 12,000 26,400 3,000 500 100 3,600

Mailing and postage . . . . . 50,000 10,000 20,000 19,700 49,700 200 100 300

Rent . . . . . . . . . . . . . . . . . . 28,000 8,000 5,000 11,600 24,600 2,000 400 1,000 3,400

Telephone . . . . . . . . . . . . . 6,000 1,500 1,300 2,500 5,300 400 300 700

Research . . . . . . . . . . . . . . 215,000 35,000 80,000 100,000 215,000

Professional: Legal

and audit . . . . . . . . . . . . 34,500 24,000 2,000 4,000 30,000 4,500 4,500

Supplies. . . . . . . . . . . . . . . 14,450 10,100 1,450 2,900 14,450

Provision for uncollectible

contributions . . . . . . . . . 5,000 5,000 5,000

Miscellaneous . . . . . . . . . . 5,000 2,700 2,300 5,000

Total expenses before

depreciation . . . . . . . . . $587,950 $130,000 $181,450 $235,000 $546,450 $28,500 $11,000 $2,000 $41,500

Depreciation of building

and equipment. . . . . . . . 22,000 2,000 3,000 16,000 21,000 1,000 1,000

Total expenses . . . . . . . . . . $609,950 $132,000 $184,450 $251,000 $567,450 $29,500 $11,000 $2,000 $42,500

Illustration 18-4
People’s Environmental Protection (PEP) Association

Statement of Financial Position
As of December 31, 2019

Assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 268,000
Contributions receivable (net of $2,500 allowance). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,900
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 152,000
Property, plant, and equipment (net of $38,700 accumulated depreciation) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Long-term endowment investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 304,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,555,900

Liabilities and net assets:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 32,000
Refundable advances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 147,000

Net assets:
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 473,900
Temporarily restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 631,000
Permanently restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 304,000

Total net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,408,900

Total liabilities and net assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,555,900
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Illustration 18-5
People’s Environmental Protection (PEP) Association

Statement of Cash Flows
For Year Ended December 31, 2019

Cash flows from operating activities:
Cash received from members . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 118,000
Cash received from contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 402,500
Cash received from special events. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Cash received from federated and nonfederated campaigns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Cash received from legacies and bequests . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Cash received on a refundable advance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Interest and dividends received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Cash paid to employees and suppliers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (586,000)

Net cash provided by (used for) operating activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 83,500

Cash flows from investing activities:
Proceeds from sales and maturities of investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 27,000
Purchases of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (46,000)
Purchase of land, building, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (146,000)

Net cash provided by (used for) investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(165,000)

Cash flow from financing activities:
Proceeds from issuance of notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Receipts of interest and dividends restricted for reinvestment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000*
Contributions received restricted for long-term investment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Contributions received restricted for investment in plant . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Net cash provided by (used for) financing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 97,000

Net increase (decrease) in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,500
Cash and cash equivalents at beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 252,500

Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 268,000

Reconciliation of change in net assets to net cash provided by operating activities:
Change in net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 179,900
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
Decrease in contributions receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Increase in inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (900)
Increase in notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Increase in refundable advances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (5,000)
Decrease in accounts payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (5,000)
Increase in net carrying value of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (29,000)
Gain on sale of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000)
Interest restricted for long-term investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,000)
Contributions restricted for long-term investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)
Contributions restricted for plant . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000)

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 83,500

*$4,000 of cash at beginning of year and $5,000 of cash at year-end are included in the classification ‘‘long-term endowment investments’’ on the
statement of financial position.
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R E F L E C T I O N
� Voluntary health and welfare organizations account for public support and revenues.

� Public support categories include contributions, special events, legacies and bequests,

and federated and nonfederated campaigns.

� Expenditures are separated into program and supporting services. Joint cost allocation

rules are followed for the allocation of fund-raising costs.

� A fourth financial statement is required of all VHWOs (but not of other not-for-profits)—

the statement of functional expenses—which provides detailed information on the

expenses for each program and support service.

The Budget

Budgets are also prepared in not-for-profit organizations. As in a commercial enterprise, the
budgeting process involves the establishment of goals, the measurement of actual performance,
and the comparison of actual with projected performance to evaluate results. This process
requires the input of persons who can determine what resources will become available, what the
organization desires to achieve with those resources, and how the resources should be applied to
yield the greatest benefit. If the organization or program is well established, a useful starting
point is the previous year’s budget and its variances, adjusted for any changes in objectives. If
the group or program is new, the preparation of an effective operating budget requires careful
research to produce realistic estimates of both revenues and expenditures. Expenditures should
be planned to maximize service output without producing either a surplus or a deficit. A sizable
excess of revenues over expenditures implies that more or better service could be provided. A
deficit may indicate the need to curtail future services, since future funds may have to be com-
mitted to cover past deficits.10

SUMMARY
FASB ASC 958 requires that information provided to readers of the financial statements
include financial viability, financial flexibility, liquidity, cash flows, and service efforts. Use of
financial statements based on net asset classifications is a much different concept from tradi-
tional fund group reporting. While the detailed examples in this chapter focused on a VHWO,
these same standards apply to all not-for-profits, including those in the arts, health care,
and education. An example of optional funds-based financial statements is presented in the
appendix.

10 In accounting for not-for-profit organizations, it is not as common to find budgetary amounts formally entered
into principal ledger accounts as it is in governmental accounting. If a budgetary entry is recorded, it would be
similar to the one used in governmental accounting, and it would be reversed at year-end. Assuming estimated
revenues exceed estimated expenditures and allocations, the budgetary journal entry for a governmental col-
lege or university would be as follows:

Estimated Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Estimated Expenditures (or Budget Allocations for Expenditures) . . . . . . . . . . . . . . . XXX

Unallocated Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
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APPENDIX: OPTIONAL FUND ACCOUNTING FOR
VOLUNTARY HEALTH AND WELFARE ORGANIZATIONS
To segregate resources and demonstrate compliance with restrictions, fund accounting is often
used by voluntary health and welfare organizations for sound internal management. Voluntary
health and welfare organizations have two current funds consisting primarily of current assets
and current liabilities, a separate plant fund, and an endowment fund.

VHWO Funds

The following table lists the funds used by most VHWOs with the three net asset categories:

Funds
Unrestricted
Net Assets

Temporarily Restricted
Net Assets

Permanently Restricted
Net Assets

Current Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . X
Current Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . X X
Land, Building, and Equipment (Plant Fund) . . . . . . . . . . . . . . . . X X X
Endowment Fund. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . X X
Agency (Custodial) Fund

Current Unrestricted Fund. The current unrestricted fund accounts are for resources that have
no external restrictions and are available for current operations at the discretion of the govern-
ing board. The board, however, may place its own limitations on the fund unrestricted net
assets. In the same manner that industry appropriates retained earnings, the board of directors
of a health and welfare organization may designate a portion of its unrestricted net assets for a
special project. To reflect such an action, a subset of unrestricted net assets, Unrestricted Net
Assets—Designated, may be displayed, provided the total amount of Unrestricted Net Assets
is shown.

Current Restricted Fund. The current restricted fund accounts for assets received from outside
sources for a current operating purpose specified by the donor. The distinguishing feature
between unrestricted and restricted funds is whether or not an externally imposed restriction
exists. A contribution received by a health agency to conduct nutrition classes is an example of a
restricted resource. When donor-restricted contributions are expensed, the restriction is released
or reclassified to offset the expense. Specifically excluded from this fund are contributions of
endowments or contributions restricted to the acquisition of plant assets, which are recorded in
other appropriate funds.

Some net assets of this fund may be unrestricted; for example, grants, awards, sponsorships,
and appropriations have traditionally been recorded in the restricted current fund. These may
now be defined as exchange transactions in which the grantor or sponsor expects to receive
something of value in return for the grant.

Land, Building, and Equipment Fund (or Plant Fund). The plant fund accounts for the
activity related to fixed assets, including the accumulation of resources to acquire or replace
them and the liabilities related to them, as well as their acquisition, disposal, and depreciation.
To determine the total cost of rendering service, depreciation of assets employed in providing
that service must be recorded in the plant fund, with the typical depreciation entry debiting
Depreciation Expense and crediting Accumulated Depreciation.

The plant fund of a VHWO may have all three net asset classes: unrestricted, temporarily
restricted, and permanently restricted. Unrestricted net assets may be transfers from current
funds at the discretion of the governing board. Assets acquired with unrestricted funds are
unrestricted. Donor-restricted contributions specified for property and equipment are temporarily
restricted. As with other not-for-profits, a VHWO may choose to release the restriction of these

11
O B J E C T I V E

Describe the typical funds

used to account for VHWO

transactions, and prepare

optional VHWO fund-based

financial statements.
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assets upon acquisition or over the useful life. Contributions of land are considered permanently
restricted if the land cannot be sold. If no restriction exists, donated land is an unrestricted
contribution.

Endowment Fund. The endowment fund accounts for gifts or bequests with the legal restric-
tion that the principal be maintained in perpetuity (permanently restricted) or until the occur-
rence of a specified event (temporarily restricted). Various conditions are possible, depending
upon the desires of the contributor. Unless otherwise specified, net gains or losses on the sale of
endowment fund assets are increases or decreases of the fund principal.

Endowment fund investment revenue may be restricted or unrestricted. Income is recorded
directly in the fund that is to receive it. Such income not subject to any restrictions by the prin-
cipal donor may be recorded directly in the current unrestricted fund as unrestricted investment
revenue. If the revenue is subject to a restriction, it would be recorded as temporarily or perma-
nently restricted in the appropriate restricted fund.

Agency (Custodian) Fund. Agency funds of not-for-profit organizations account for assets that
do not belong to the organization holding them. They are often established for payroll with-
holding. Custodian funds are established to account for assets received by an organization to be
held or disbursed only on instructions of the person or organization from whom they were
received. Flow-through government grants are examples of this latter use of agency funds. Assets
are recorded when received, along with a related liability. Only when the assets are released by
the contributor will they be recognized as revenue in the appropriate fund.

Pooling of Investments. If an organization accumulates substantial investments in its various
funds, pooling may be advisable. Pooling of investments is the process of combining the invest-
ments of various funds into one group or pool to provide greater flexibility at lower cost and to
provide diversification to spread the risk. Once pooled, individual investments lose their iden-
tity as to fund. Each contributing fund merely maintains in its investment account an amount
representing its portion of the pool. Before any additions or withdrawals may be made, the fair
value of the total portfolio must be determined. Realized gains and losses (and unrealized, if
investments are carried at fair value rather than cost) are allocated to each participating fund on
the basis of its share of the total fair value at the previous valuation date. The proportion of each
fund’s fair value may be expressed in terms of units or in terms of percentages of the total. The
latter method is more flexible and is used in Illustration 18A-1, which shows changes in pooled
investments over a period of time.

Illustration 18A-1
Pooling of Investments

(1) (2) (3) (4) (5) (6) (7) (8)

Fund

Cash and/or
FV of

Securities

Original
Equity
Percent

Total Pool
December 31, 2019

Fair Value
Including
$50,000

Revised
Equity
Percent

After
Withdrawal
of $25,000

New
Equity
PercentCost Fair

Unrestricted . . . $ 36,000 20% $ 40,000 $ 50,000 $ 50,000 16.67% $ 25,000 9.09%
Plant. . . . . . . . . 54,000 30 60,000 75,000 75,000 25.00 75,000 27.27
Endowment . . . 90,000 50 100,000 125,000 175,000 58.33 175,000 63.64

Total . . . . . . . $180,000 100% $200,000 $250,000 $300,000 100.00% $275,000 100.00%

958 Part 4 GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Illustrative Funds-Based Financial Statements for Voluntary Health and
Welfare Organizations

Statements reflect information from the entries in the text for the People’s Environmental Pro-
tection (PEP) Association within the existing funds structure for voluntary health and welfare
organizations.

Note that in Illustration 18A-2, all the funds—total public support and revenue (A), total
expenses (B), change in net assets (F ¼ C þ D þ E), net assets beginning of year (G), and net
assets end of year (H)—match up with the related disclosures in Illustration 18-2 (page 953).
Similarly, the fund totals shown in Illustration 18A-3 present the same disclosures required in
Illustration 18-4 (page 954). In addition, the net assets end of year (H) disclosure on both the
statement of financial position and the statement of activities ties these two reports together.

Illustration 18A-2
People’s Environmental Protection (PEP) Association

Statement of Activities
For Year Ended December 31, 2019

Unrestricted
Current
Fund

Restricted
Current
Fund

Plant
Fund

Endowment
Fund Total

Public support:
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . $397,100 $ 397,100
Special events (net of $2,000 direct costs) . . . . 7,000 7,000
Legacies and bequests. . . . . . . . . . . . . . . . . . . . 100,000 100,000
Received from federated and nonfederated

campaigns . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 16,000

Total public support . . . . . . . . . . . . . . . . . . . . $520,100 $ 520,100

Revenue:
Membership dues . . . . . . . . . . . . . . . . . . . . . . . $118,000 $ 118,000
Investment revenue . . . . . . . . . . . . . . . . . . . . . . 21,000 21,000

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . $139,000 $ 139,000

Net assets released from restrictions:
Satisfaction of program restrictions . . . . . . . . . . $ 103,750 $ 103,750
Satisfaction of equipment acquisition

restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 22,000 22,000
Expiration of time restrictions . . . . . . . . . . . . . . . 10,000 10,000

Total net assets released from restrictions. . . . $ 113,750 $ 22,000 $ 135,750

Total public support and revenue . . . . . . . . . . $659,100 $ 113,750 $ 22,000 $ 794,850 A

Expenses:
Valley Air Project . . . . . . . . . . . . . . . . . . . . . . . . $117,000 $ 13,000 $ 2,000 $ 132,000
Fish in the Lakes program. . . . . . . . . . . . . . . . . . 131,700 49,750 3,000 184,450
Flood Control program . . . . . . . . . . . . . . . . . . . 204,000 31,000 16,000 251,000
Management and general . . . . . . . . . . . . . . . . . 20,500 8,000 1,000 29,500
Fund raising . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 2,000 1,000 11,000
Membership development . . . . . . . . . . . . . . . . . 2,000 2,000

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . $483,200 $ 103,750 $ 23,000 $ 609,950 B

Increase (decrease) in unrestricted
net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . $175,900 $ 10,000 $ (1,000) $ 184,900 C

Transfers among funds. . . . . . . . . . . . . . . . . . . . . . $ (96,000) $ (96,000)
(continued)
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Unrestricted
Current
Fund

Restricted
Current
Fund

Plant
Fund

Endowment
Fund Total

Changes in temporarily restricted net assets:
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,750 $ 60,000 $ 72,750
Investment income on endowment . . . . . . . . . . . 7,000 7,000
Net assets released from restrictions . . . . . . . . . (113,750) (22,000) (135,750)

Increase (decrease) in temporarily
restricted net assets . . . . . . . . . . . . . . . . . . . $(101,000) $ 45,000 $ (56,000) D

Changes in permanently restricted net assets:
Legacies and bequests. . . . . . . . . . . . . . . . . . . . $ 20,000 $ 20,000
Net increase in carrying value of investments . . 29,000 29,000
Gain on sale of investments . . . . . . . . . . . . . . . . 2,000 2,000

Increase (decrease) in permanently
restricted net assets . . . . . . . . . . . . . . . . . . . $ 51,000 $ 51,000 E

Change in net assets . . . . . . . . . . . . . . . . . . . . $ 79,900 $ (91,000) $140,000 $ 51,000 $ 179,900 F
Net assets beginning of year . . . . . . . . . . . . 184,000 132,000 660,000 253,000 1,229,000 G

Net assets end of year . . . . . . . . . . . . . . . . . . $263,900 $ 41,000 $800,000 $304,000 $1,408,900 H

Illustration 18A-3
People’s Environmental Protection (PEP) Association

Statement of Financial Position
As of December 31, 2019

Unrestricted
Current
Fund

Restricted
Current
Fund

Plant
Fund

Endowment
Fund Total

Assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . $193,000 $40,000 $ 35,000 $ 268,000
Contributions receivable (net of $2,500

allowance) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000 21,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,900 10,900
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 7,000 75,000 152,000
Property, plant, and equipment (net of

$38,700 accumulated depreciation) . . . . . . . . . . . 800,000 800,000
Long-term endowment investments. . . . . . . . . . . . . . . . $304,000 304,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $294,900 $47,000 $910,000 $304,000 $ 1,555,900

Liabilities and net assets:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 31,000 $ 1,000 $ 32,000
Refundable advances . . . . . . . . . . . . . . . . . . . . . . . . . 5,000 5,000
Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $110,000 110,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 31,000 $ 6,000 $110,000 $ 147,000

Net assets:
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $263,900 $10,000 $200,000 $ 473,900
Temporarily restricted . . . . . . . . . . . . . . . . . . . . . 31,000 600,000 631,000
Permanently restricted . . . . . . . . . . . . . . . . . . . . . $304,000 304,000

Total net assets . . . . . . . . . . . . . . . . . . . . . . . . . . $263,900 $41,000 $800,000 $304,000 $1,408,900 H

Total liabilities and net assets. . . . . . . . . . . . . . . . . . . . . . $294,900 $47,000 $910,000 $304,000 $ 1,555,900
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R E F L E C T I O N
� For external purposes, VHWOs may choose to prepare reports of the results of fund

activities and the fund balances at period-end. These statements also reflect the

organization-wide disclosures required.

� Most VHWOs use five different funds.

� Investments accounted for by different funds may be pooled together. Any net realized

(or unrealized) gain or loss is allocated proportionately to the funds involved.

UNDERSTANDING THE ISSUES

1. How is it helpful for a private not-for-profit organization to account for current
funds as restricted or unrestricted?

2. The FASB requires for-profit entities to classify their investments as trading,
available-for-sale, or held-to-maturity. However, it does not require not-for-profit
entities to do the same. What might be the reasoning for this difference in require-
ments? Which approach is more beneficial to the readers of the financial statements
of a not-for-profit organization? Why?

3. Differentiate between public support and revenues as sources of assets for private
not-for-profit organizations. What benefit is there in accounting for these differently?

4. Explain the accounting for funds received by an organization acting as an agent, a
trustee, or an intermediary, rather than as a donor or donee. What might be the rea-
soning for the differences?

5. A voluntary health and welfare organization is required to present an additional
financial statement that is not required of other private not-for-profit entities. Why
is this an important statement?

6. (Appendix) Why would a VHWO wish to present its financial information on a fund
basis rather than simply on an organization-wide basis? What benefits are there in
fund-basis reporting?

EXERCISES

Exercise 1 (LO 1, 2, 6) Understanding not-for-profit financial statements. Go to
the Web site of a not-for-profit organization. Are audited financial statements provided on the
Web site? Is other financial information made available? Assuming you are a potential donor,
evaluate its performance compared with similar organizations. What benchmarks (or industry
averages) for this type of not-for-profit did you use in your evaluation? Were they financial or
nonfinancial indicators of performance? [Hint: Goodwill Industries International, Inc., is a
not-for-profit organization (http://www.goodwill.org). The BBB Wise Giving Alliance (http://
www.give.org) and GuideStar (http://www.guidestar.org) has comparison data on not-for-profit
organizations.]

Exercise 2 (LO 4, 6) Contributions, statement of activities. Early in 2018, a not-for-
profit organization received a $4,000,000 gift from a wealthy benefactor. This benefactor speci-
fied that the gift be invested in perpetuity with income restricted to provide speaker fees for a
lecture series named for the benefactor. The not-for-profit is permitted to choose suitable
investments and is responsible for all other costs associated with initiating and administering
this series. Neither the donor’s stipulation nor the law addresses gains and losses on this permanent
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endowment. In 2018, the investments purchased with the gift earned $100,000 in dividend
income. The fair value of the investments increased by $300,000. The not-for-profit’s accounting
policy is to record increases in net assets, for which a donor-imposed restriction is met in the same
accounting period as gains and investment income are recognized, as increases in unrestricted net
assets.

Five presentations in the lecture series were held in 2018. The speaker fees for the five pre-
sentations amounted to $400,000. The not-for-profit organization used the $100,000 dividend
income to cover part of the total fees. Because the board of directors did not wish to sell part of
the investments, the organization used $250,000 in unrestricted resources to pay the remainder
of the speaker fees.

For items (1) through (5), determine whether the transaction should be recorded in the
2018 statement of activities as an increase in:

A. Unrestricted net assets.
B. Temporarily restricted net assets.
C. Permanently restricted net assets.
D. Either unrestricted or temporarily restricted net assets.

1. The receipt of the $4,000,000 gift
2. The $100,000 in dividend income
3. The $300,000 unrealized gain
4. The $100,000 in dividend income, assuming the lecture series is not to begin until 2019
5. The $300,000 unrealized gain, assuming the lecture series is not to begin until 2019

Exercise 3 (LO 1, 3, 8, 9) Comparison of accounting for VHWO and governmental
organizations. Distinguish between accounting and financial reporting for state and local
governments and VHWOs for the following issues:

1. Measurement focus and basis of accounting
2. Revenue recognition
3. Depreciation expense
4. Capital assets

Exercise 4 (LO 3, 4, 6) FASB ASC 958-605, contributions. Select the best answer for
each of the following multiple-choice items dealing with not-for-profit organizations:

1. Which of the following criteria would suggest that a not-for-profit capitalize its works of art,
historical treasures, or similar assets?

a. They are held for public inspection, education, or research in furtherance of public ser-
vice rather than financial gain.

b. They are protected, kept unencumbered, cared for, and preserved.
c. They are subject to be used in the acquisition of other items for the collection.
d. They are held primarily to be resold for financial gain.

2. Not-for-profit organizations should report investments in debt securities at which of the fol-
lowing amounts?

a. potential proceeds from liquidation sale.
b. present value of expected future cash flows.
c. historical cost.
d. market price.

3. Which of the following is not a criterion that must be met under FASB ASC 958-605-25-16
for contributed services?

a. They are provided by persons possessing required skills.
b. They are provided by licensed professionals.
c. They create or enhance nonfinancial assets.
d. They would typically have to be purchased if not provided by the donors/volunteers.
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4. Which of the following factors, if present, would indicate that a transaction is not a
contribution?

a. The resource provider entered into the transaction voluntarily.
b. The resource provider received value in exchange.
c. The transfer of assets was unconditional.
d. The organization has discretion in the use of the assets received.

5. Which of the following statements is true?

a. All not-for-profit organizations must include a statement of functional expenses.
b. Donor-restricted contributions whose restrictions have been met in the reporting period

may be reported as unrestricted support.
c. Statements should focus on the individual unrestricted and restricted funds of the

organization.
d. FASB ASC 958-605 contains requirements that are generally more stringent than those

relating to for-profit organizations.

Exercise 5 (LO 9) VHWO, statement of activities. Whole Life Clinic is a VHWO that
has three main programs:

Drug rehabilitation
Alcohol recovery
Weight control

Unrestricted public support received during the period was $35,000; revenues from mem-
bership services were $12,000. The following expenses and allocations to program and support-
ing services are shown for 2019. Whole Life elects to release donor restrictions for property,
plant, and equipment over the useful life of the asset.

Distribution

Item Amount
Drug

Rehabilitation
Alcohol

Recovery
Weight
Control

Fund
Raising

General And
Administrative

Secretarial salary. . . . . . . . . . . . . . . . $ 2,000 100%
Office supplies. . . . . . . . . . . . . . . . . . 3,000 20% 10% 10% 10% 50
Printing . . . . . . . . . . . . . . . . . . . . . . . 8,000 20 20 20 30 10
Depreciation (All depreciation

is on assets acquired with
donor-restricted contributions.) . . . 4,000 20 20 20 40

Instruction . . . . . . . . . . . . . . . . . . . . . 9,000 30 25 35 10
Rent . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 30 20 30 20

Temporarily restricted net assets totaled $40,000 on January 1; the unrestricted net asset
balance was $22,000. Prepare a statement of activities for the year.

Exercise 6 (LO 10) VHWO, journal entries. Record the following events of Chemical
Dependency Clinic, a VHWO:

1. Membership dues of $9,000 were collected.
2. Cash contributions of $22,000 and pledges for $32,000 were received.
3. It is estimated that 10% of the above pledges will prove uncollectible.
4. A fund-raising dinner grossed $12,000 from the sale of 480 tickets. The catered dinner cost

$15 each for the 420 people who attended, plus $200 for the rental of the dining room. Pay-
ment for these costs was made.

5. A classic car was donated to the organization. The car has an estimated fair value of
$75,000. It will be the main attraction of an auction to be held in the next accounting per-
iod. The proceeds of the auction are part of the budget for activities in the next period.

6. To expand the services of the clinic, a professional fund-raising group was hired to undertake
a 6-month campaign. At the end of the six months, the group submitted the report shown
on next page.
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Cash collected. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000
Pledges (estimated to be 95% collectible) . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Total proceeds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Less 20% fund-raising fee (regardless of collections). . . . . . . . . . . . . . . . 20,000

Net proceeds from drive . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 80,000

Exercise 7 (LO 10) VHWO, journal entries. Record the following events of Mental Health
Clinic, a VHWO:

1. A contribution of $20,000 was received and is to be used for the purchase of equipment, but
not until an addition to the building is constructed. Construction has begun on the building.

2. Equipment costing $17,000, with a book value of $8,000, was sold for $10,000. The gain is
unrestricted.

3. Depreciation of $9,000 is recorded on various plant items.
4. Equipment was purchased for $18,000, with payment due in 30 days from donor-restricted

resources. Mental Health Clinic elects to release the donor restriction upon acquisition of
the equipment.

5. The liability for the equipment purchased in item (4) was paid.

Exercise 8 (LO 10) VHWO, journal entries. Record the following events of Mayo Health
Clinic, a VHWO:

1. In her will, a leading citizen left a bequest of $400,000 to the clinic. Stipulations were that
the amount was to become the corpus of a permanent endowment. Any income received
would be used first to cover any loss of principal, with the remaining revenue to be used for
an educational program on mental problems. The total amount was received and invested in
10% municipal bonds purchased at face value on an interest date.

2. Three months later, half of the bond investment was sold at 101, plus $5,000 of accrued
interest.

3. The remaining endowment bond investments earned $15,000.
4. At year-end, the remaining endowment bond investments have a fair value of $207,000.

PROBLEMS

Problem 18-1 (LO 8, 9) VHWO, accounting and reporting. Select the best answer for
each of the following multiple-choice items. Items (1) through (3) are based on the following:

The Fox Point Humane Society, a VHWO caring for lost animals, had the following finan-
cial inflows and outflows for the year ended December 31, 2018:

Inflows:
Cash received from federated campaign . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $650,000
Cash received that is designated for 2019 operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Contributions pledged for 2018, not yet received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Contributions pledged for 2019, not yet received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Sales of pet supplies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Pet adoption fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Outflows:
Kennel operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $375,000
Pet health care . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Advertising pets for adoption. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Fund raising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Administrative and general . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
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1. In the humane society’s statement of activities for the year ended December 31, 2018, what
amount should be reported under the classification of program services expense?

a. $625,000
b. $705,000
c. $575,000
d. $825,000

2. In the humane society’s statement of activities for the year ended December 31, 2018, what
amount should be reported under the classification of public support—unrestricted?

a. $690,000
b. $750,000
c. $650,000
d. $820,000

3. In the humane society’s balance sheet as of December 31, 2018, what amount should be
reported under the classification of public support—temporarily restricted?

a. $15,000
b. $30,000
c. $0
d. $45,000

4. Apex, Inc., donated a computer to Bird Shelter, a voluntary welfare organization. The com-
puter cost Apex $40,000. On the date of donation, it had a book value of $25,000 and a fair
value of $20,000. Bird Shelter’s depreciation expense should be based on

a. $40,000.
b. $25,000.
c. $20,000.
d. $15,000.

5. Safe Haven, a voluntary welfare organization funded by contributions from the general pub-
lic, received unrestricted pledges of $400,000 during 2018. It was estimated that 12% of
these pledges would be uncollectible. By the end of 2018, $300,000 of the pledges had been
collected, and it was expected that $40,000 more would be collected in 2019, with the bal-
ance of $60,000 to be written off as uncollectible. Donors did not specify any periods during
which the donations were to be used. What amount should Safe Haven include under public
support in 2018 for contributions?

a. $400,000
b. $352,000
c. $340,000
d. $300,000

6. The following expenditures were among those incurred by a voluntary welfare organization
during 2019:

Printing of annual report . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Unsolicited merchandise sent to encourage contributions. . . . . . . . . . . . . . . . . . . . . . . . . 20,000

What amount should be classified as fund-raising costs in the society’s statement of
activities?

a. $0
b. $10,000
c. $20,000
d. $30,000
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Problem 18-2 (LO 5, 7, 8, 9) Expenses. Select the best answer for each of the following
multiple-choice items. (Nos. 2–4 are AICPA adapted.)

1. Super Seniors is a not-for-profit organization that provides services to senior citizens. Super
employs a full-time staff of 10 people at an annual cost of $150,000. In addition, two volun-
teers work as part-time secretaries replacing last year’s full-time secretary who earned
$10,000. Services performed by other volunteers for special events had an estimated value of
$15,000. These volunteers were employees of local businesses, and they received small-value
items for their participation. What amount should Super report for salary and wage expenses
related to the above items?

a. $150,000
b. $160,000
c. $165,000
d. $175,000

2. Which of the following types of information would be included in total net assets in the
statement of financial position for a not-for-profit organization?

a. total current assets.
b. long-term liabilities.
c. types of individual funds the entity has.
d. unrestricted net assets, temporarily restricted net assets, and permanently restricted net

assets.

3. In the statement of activities of a not-for-profit, depreciation expense should

a. be included as an element of expense.
b. be included as an element of other changes in fund balances.
c. be included as an element of support.
d. not be included.

4. Which of the following is true regarding a not-for-profit organization’s reporting of gains
and losses on investments purchased with permanently restricted assets?

a. gains and losses can only be reported net of expenses in the statement of activities.
b. unless explicitly restricted by donor or law, gains and losses should be reported in the

statement of activities as increases or decreases in unrestricted net assets.
c. gains may not be netted against losses in the statement of activities.
d. unless explicitly restricted by donor or law, gains and losses should be reported in the

statement of activities as increases or decreases in permanently restricted net assets.

5. The League, a not-for-profit organization, received the following pledges:

Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Restricted for capital additions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

All pledges are legally enforceable; however, the League’s experience indicates that 10%
of all pledges prove to be uncollectible. What amount should the League report as
pledges receivable net of any required allowance account?

a. $135,000
b. $180,000
c. $315,000
d. $350,000

Problem 18-3 (LO 3, 4, 7, 8, 9, 11) Assets. Select the best answer for each of the following
multiple-choice questions:

1. A VHWO receives a donation that is restricted to its endowment and another donation that
is restricted to use in acquiring a child care center. How should these donations be reported
in the year received, assuming neither donation is expended in that year?
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Donation for Endowment Donation for Child Care Center

a. Contributions—Temporarily Restricted Contributions—Temporarily Restricted
b. Deferred Capital Additions Capital Additions
c. Contributions—Unrestricted Contributions—Unrestricted
d. Capital Additions Deferred Capital Additions
e. Contributions—Permanently Restricted Contributions—Temporarily Restricted

2. Donor-restricted contributions that have been given to a VHWO for the purpose of pur-
chasing fixed assets should be recorded as increases to

a. Unrestricted Net Assets.
b. Temporarily Restricted Net Assets.
c. Permanently Restricted Net Assets.
d. Fund Balance—Restricted.

3. The following correct entry is found on the books of a VHWO:

Unrestricted Net Assets—Undesignated . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Unrestricted Net Assets—Designated for AIDS Research.. . . . . . . . . . . . . . . . . . . . XXX

From the entry, one should conclude that the board of directors has

a. designated a portion of the unrestricted net assets for a future AIDS research program.
b. designated a portion of the restricted net assets for a future AIDS research program.
c. transferred resources to an AIDS research program.
d. directed that unused resources previously assigned to an AIDS research program be

returned to the unrestricted net asset classification.

4. Friends of the Forest received a donation of marketable equity securities from a member.
The securities had appreciated in value after they were purchased by the donor, and they
continued to appreciate through the end of Friends of the Forest’s fiscal year. At what
amount should Friends of the Forest report its investment in marketable equity securities in
its year-end balance sheet?

a. Donor’s cost
b. Fair value at the date of receipt
c. Fair value at the balance sheet date
d. Fair value at either the date of receipt or the balance sheet date

5. The investments of a VHWO are carried at fair value. At the end of the period, there is a
decrease in total fair value. The fair value decrease should

a. not be recorded until the loss is realized.
b. be debited to Realized Loss on Pooled Investments.
c. be debited to Endowment Fund Balance.
d. be debited to Net Decrease in Carrying Value of Investments.

(AICPA adapted)

Problem 18-4 (LO 9, 10) Journal entries, statement of activities. The following
selected events relate to the 2019 activities of Fall Nursing Home, Inc., a not-for-profit agency:

a. Gross patient service revenue totaled $2,200,000. The provision for uncollectible accounts
was estimated at $92,000. The allowance for contractual adjustments was increased by
$120,000.

b. After a conference with representatives of Gold Star Insurance Company, differences
between the amounts accrued and subsequent settlements reduced receivables by $60,000.

c. A grateful patient donated securities with a cost of $30,000 and a fair value at date of dona-
tion of $75,000. The donation was restricted to expenditure for modernization of equip-
ment. The donation was accepted.
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d. Cash of $45,000 that had been restricted by a donor for the purchase of furniture was used
this year. Fall chose to release the donor restriction over the useful life of the asset.

e. The board voluntarily transferred $50,000 of cash to add to the resources held for capital
improvements.

f. Pledges of $60,000 and cash of $20,000 were received to defer operating expenses. Of the
pledges, 10% are considered uncollectible. Term endowments of $10,000 matured and were
released to cover operations.

g. Equipment costing $250,000 was purchased on account. Restricted resources held for that
purpose will be released from restriction over the useful life of the asset.

h. The nursing home uses functional operating expense control accounts. Expenses for the year
were as follows:

Nursing services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,120,000
Dietary services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,000
Maintenance services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000
Administrative services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 285,000
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Subtotal (of which $253,000 is unpaid). . . . . . . . . . . . . . . . . $1,910,000

Depreciation [$20,000 from assets purchased with
resources in items (d) and (g) above] . . . . . . . . . . . . . . . . . . . . 60,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,970,000

1. Omitting explanations, prepare journal entries for the foregoing events.
2. Prepare a statement of activities for the year ended December 31, 2019.

Problem 18-5 (LO 10) Journal entries. Super Senior Agency is a VHWO. The following
events occurred during the year. The agency uses one control account for its fixed assets, with
supporting subsidiary records.

1. Property was purchased for $200,000. A down payment of $40,000 was made from unrest-
ricted cash, and a 14% mortgage was signed for the remainder.

2. Office furniture was purchased for $9,000 on open account.
3. A local corporation donated and installed room partitions. The value of the donated items

and services was $14,000. Super Senior’s policy is to release donor restrictions over the useful
life of the assets to match depreciation expense.

4. At year-end, a payment was made covering mortgage interest for one year, plus a $10,000
payment on the principal.

5. Office equipment costing $3,000, with a book value of $1,000, was sold for $1,800 cash.
The gain is unrestricted.

6. Fully depreciated equipment costing $7,000 was written off. There was no scrap value.
7. A depreciation schedule was prepared, showing annual depreciation expense of $46,000,

which was recorded. Depreciation of $20,000 was for equipment donated or purchased with
donated cash.

8. Two years ago, the will of an agency volunteer granted $75,000 for the acquisition and
installation of theater equipment, providing the organization acquired a new building. The
amount now was expended in accordance with the stipulations of the will, and payment of
$75,000 was made.

9. The account payable of $9,000 mentioned in item (2) was paid.

Prepare journal entries to record the preceding events.

Problem 18-6 (LO 10) Journal entries. Carleton Agency, a VHWO, conducts two pro-
grams: Medical Services and Community Information Services. It had the following transac-
tions during the year ended June 30, 2019, shown on next page.

Required

Required
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1. Received the following contributions:

Unrestricted pledges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Restricted cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000
Building fund pledges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Endowment fund cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

2. Collected the following pledges:

Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $450,000
Building fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

3. Received the following unrestricted cash flows from:

Theater party (net of direct costs) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000
Bequests . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Membership dues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Interest and dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

4. Program expenses incurred (processed through vouchers payable):

Medical services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,000
Community information services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

5. Services expenses incurred (processed through vouchers payable):

General administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Fund raising. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

6. Purchased fixed assets:

Fixed assets purchased with donor-restricted cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,000

Carleton’s policy is to release donor restrictions when assets are placed in service.

7. Depreciation of all buildings and equipment in the land, buildings, and equipment fund
was allocated as follows:

Medical services program. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000
Community information services program. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
General administration . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Fund raising. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

8. Vouchers paid:

Paid vouchers payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $330,000

Record journal entries for the preceding transactions. Number your journal entries to coin-
cide with the preceding transaction numbers.

(AICPA adapted)

Problem 18-7 (LO 9, 10) Journal entries, statement of activities. Thirty years ago, a
group of civic-minded merchants in Mayfair organized the ‘‘Committee of 100’’ for the pur-
pose of establishing the Mayfair Sports Club, a not-for-profit sports organization for local
youth. Each of the committee’s 100 members contributed $1,000 toward the club’s capital. In
addition, each participant agreed to pay dues of $200 a year for the club’s operations. All dues

Required
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have been collected in full by the end of each fiscal year, which ends on March 31. Members
who have discontinued their participation have been replaced by an equal number of new mem-
bers by transferring the participation certificates from the former members to the new ones.
Following are the Club’s trial balances at April 1, 2018:

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,000
Investments (at market value, equal to cost) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 88,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 164,000
Accumulated Depreciation—Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Furniture and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,000
Accumulated Depreciation—Furniture and Equipment . . . . . . . . . . . . . . . . . . . 46,000
Endowment Investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Participation Certificates (100 @ $1,000 each) . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Unrestricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Temporarily Restricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000
Permanently Restricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000 750,000

Transactions and adjustment data for the year ended March 31, 2019, are as follows:

a. Collections from participants for dues totaled $20,000.
b. Snack bar and soda fountain sales amounted to $31,000.
c. Interest and dividends totaling $6,000 were received. This investment income is

unrestricted.
d. The following additions were made to the voucher register:

House expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,000
Snack bar and soda fountain. . . . . . . . . . . . . . . . . . . . . . . . . 26,000
General and administrative. . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

e. Vouchers totaling $55,000 were paid.
f. Assessments for capital improvements not yet incurred totaled $10,000. The assessments

were made on May 20, 2018, and were to be collected during the year ending March 31,
2019.

g. An unrestricted bequest of $5,000 was received.
h. Investments are valued at fair value, which amounted to $95,000 at March 31, 2019. There

were no investment transactions during the year.
i. Depreciation for the year is as follows:

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000
Furniture and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Depreciation is allocated to

House expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000
Snack bar and soda fountain. . . . . . . . . . . . . . . . . . . . . . . . . 2,000
General and administrative. . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

j. The actual physical inventory, which was $1,000 at March 31, 2019, pertains to the snack
bar and fountain.
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k. A donor contributed $35,000 to be used to acquire land for expansion.
l. An unconditional pledge of $100,000 to be permanently restricted is received. Income is to

be used to maintain the building.

1. Prepare entries for each of the above transactions.
2. Prepare the statement of activities for the year ended March 31, 2019.

(AICPA adapted)

Problem 18-8 (LO 8, 9, 10) Allocation of expenses, journal entries. Outreach Clinic,
a VHWO, conducts two programs: Alcohol and Drug Abuse and Outreach to Teens. It has the
typical supporting services of management and fund raising. Expense accounts from the preallo-
cation trial balances as of December 31, 2019, are as follows:

Funded by
Unrestricted
Resources

Funded by
Donor-

Restricted
Resources Total

Salaries and Payroll Taxes. . . . . . . . . . . . . . . . . . 73,000 33,000 106,000
Telephone and Miscellaneous Expenses . . . . . . . 20,000 2,000 22,000
Nursing and Medical Fees . . . . . . . . . . . . . . . . . 70,000 70,000 140,000
Educational Seminars Expense . . . . . . . . . . . . . . 46,000 50,000 96,000
Research Expense . . . . . . . . . . . . . . . . . . . . . . . . 130,000 26,000 156,000
Medical Supplies Expense. . . . . . . . . . . . . . . . . . 65,000 22,000 87,000
Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 10,000
Interest Expense on Equipment Mortgage . . . . . . 8,000 8,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . 40,000 40,000
Provision for Uncollectible Pledges . . . . . . . . . . . 26,000 26,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 438,000 253,000 691,000

In preparation for the allocation of expenses to programs and supporting services, a study
was conducted to determine an equitable manner for assigning each expense. The study resulted
in the following table for percentage allocations:

Percentage of Allocations

Programs Supporting Services

Expenses to Be Allocated
Alcohol and
Drug Abuse

Outreach
to Teens Management

Fund
Raising

All expenses (other than depreciation) financed by
donor-restricted contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60% 40%

Expenses financed by unrestricted resources:
Salaries and payroll taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30 20 30% 20%
Telephone and miscellaneous . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20 20 15 45
Nursing and medical fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70 30
Educational seminars. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30 60 10
Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60 40
Medical supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90 10

Equipment-related expenses:
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 10 30 10
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 10 30 10

1. Using a total of allocable expenses financed by donor-restricted resources, prepare a journal
entry to assign those expenses to the programs.

Required

Required
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2. With the following format, prepare a schedule to show the assignment of the allocable
expenses financed by unrestricted resources to the various programs and supporting services,
using the percentages provided by the problem.

Outreach Clinic Allocation of Expenses
For Year Ended December 31, 2019

Programs Supporting Services

Expense
Allocated

Total
Amount

Alcohol and
Drug Abuse

Outreach
to Teens Management

Fund
Raising

3. Using the schedule from part (2), prepare a journal entry to record the allocation and closing
of expenses financed by unrestricted resources.

4. Prepare a journal entry to assign plant-related expenses to programs and support services.

Problem 18-9 (LO 8, 9) Statement of activities, closing entries. We Care, a VHWO,
conducts two programs: Adult Services and Education. It has the typical supporting services of
management and fund raising. The condensed trial balances after allocable expenses have been
assigned are presented as follows:

We Care
Condensed Post-Allocation Trial Balances

December 31, 2019

Debits

Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 716,000
Endowment Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 256,000
Adult Services Program . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 322,200
Education Program . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 184,100
Management and General Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,600
Fund-Raising Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,100
Cost of Special Events . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Reclassification Out—Temporarily Restricted—

Satisfaction of Program Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 143,000
Reclassification Out—Temporarily Restricted—

Satisfaction of Equipment Acquisition Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,737,000

Credits

Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 179,000
Unrestricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 202,000
Temporarily Restricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 196,000
Permanently Restricted Net Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 201,000
Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 407,000
Contributions—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 254,000
Special Events Support—Temporarily Restricted. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
Legacies and Bequests—Permanently Restricted. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Investment Revenue—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Investment Revenue—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Gain on Sale of Investments—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Gain on Sale of Investments—Permanently Restricted. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Reclassification In—Unrestricted—

Satisfaction of Program Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 143,000
Reclassification In—Unrestricted—

Satisfaction of Equipment Acquisition Restrictions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,737,000
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1. Prepare a statement of activities in the format shown in Illustration 18-2 on page 953.
2. Prepare closing entries for each net asset classification.

Problem 18-10 (LO 9) Statement of functional expenses. From the expense accounts
information and allocation schedule shown in Problem 18-8, prepare a statement of functional
expenses for We Care for the year ended December 31, 2019.

Required
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19
C H A P T E R

19
Accounting for Not-for-Profit
Colleges and Universities and

Health Care Organizations

Both colleges and universities and health care organizations are complex entities that cross
public and private sectors. As a result, statements of the Financial Accounting Standards Board
(FASB) and the Governmental Accounting Standards Board (GASB) directly impact account-
ing and financial reporting for these organizations. This chapter illustrates financial accounting
and reporting for colleges and universities and not-for-profit health care organizations. Differ-
ences between generally accepted accounting principles for public and private institutions are
noted where applicable.

Learning Objectives

When you have completed this chapter, you should be able to

1. Explain how fund accounting is used by not-for-profit colleges and universities, and
differentiate among those funds.

2. Demonstrate an understanding of the accounting for revenues and expenses for not-for-
profit colleges and universities.

3. Demonstrate an understanding of the accounting for unrestricted and restricted
contributions to not-for-profit colleges and universities.

4. Account for transactions of not-for-profit colleges or universities using funds.

5. Prepare financial statements for not-for-profit colleges and universities.

6. Explain GAAP and fund accounting as applied to governmental and private health care
service providers.

7. Demonstrate an understanding of how revenues and expenses are calculated and accounted
for by governmental and private health care service providers.

8. Demonstrate an understanding of the accounting for unrestricted and restricted
contributions to governmental and private health care service providers.

9. Explain the financial impact of medical malpractice claims on governmental and private
health care service providers.

10. Account for transactions of governmental and private health care service providers.

11. Prepare financial statements for governmental and private health care service providers.
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ACCOUNTING FOR COLLEGES AND UNIVERSITIES
(PUBLIC AND PRIVATE)
The responsibilities of a not-for-profit university may be classified as academic, financial, stu-
dent services, and public relations. Academic functions include instruction, research, and public
service. The financial sphere covers the management and reporting of business and financial
affairs as well as auxiliary enterprises, such as housing, food service, and student union opera-
tion. Student services includes all student activities not directly classified as academic or finan-
cial, such as admissions, records, health, counseling, and publications. Public relations involves
the communication and establishment of goodwill with academic and administrative staff,
alumni, and the community.

The effectiveness with which a university accomplishes its objectives in these four areas
depends in part upon the resources at its disposal. A university levies tuition fees, but these fees
do not cover total operational costs. Therefore, other sources of revenue are essential. These
sources include gifts, income from endowment funds, and grants from governmental units or
foundations, and for public universities, appropriations from state legislatures.

Previous editions of this book have presented the accounting and financial statements for
public colleges and universities following the guidance set forth in the AICPA Audits of Colleges
and Universities (1994).1 But, with the issuance of GASB Statement No. 35 in 1999, public col-
leges and universities are required to use the guidance for special-purpose governments engaged
in business-type activities, engaged only in governmental activities, or engaged in both. Public
colleges and universities are expected to follow the model for public institutions engaged
only in business-type activities. Thus, the basic financial statements are those required of
an enterprise fund (see Chapter 16). And, most probably, these institutions will be included as
enterprise funds or component units of another government entity, e.g., state, city, or county.
Private colleges and universities follow not-for-profit standards as outlined in Chapter 18.
Today, several years after colleges and universities first implemented GASB Statement Nos. 34
and 35, the financial statements of both public and private colleges and universities emphasize
the organization as a whole. The financial statements of both present organization-wide totals
of assets, liabilities, and net assets as well as information concerning organization-wide changes
in net assets and organization-wide cash flows. Because of a shift away from a fund group focus
to an organization-wide focus, there is no requirement for external financial statements to
include fund group reporting. But, most colleges and universities continue to use fund account-
ing for internal purposes. And, since both the FASB and GASB standards prescribe minimum
reporting standards, many colleges and universities include additional fund information in the
annual report. Because of the internal use of fund accounting, a presentation for colleges
and universities following pronouncements set forth by the FASB and GASB using the fund
structure in the 1994 Audit Guide is used in this chapter.2

Funds

College and university funds include three broad categories: current funds, plant funds, and
trust and agency funds. The day-to-day activities of a university are recorded in its current
funds, which consist of two self-balancing subfunds. The unrestricted current fund represents
amounts that are available for any current activity commensurate with the university’s

1
O B J E C T I V E

Explain how fund accounting

is used by not-for-profit

colleges and universities,

and differentiate among

those funds.

1 GASB Statement No. 15, Governmental College and University Accounting and Financial Reporting Models,
requires public colleges and universities to use either the governmental model as outlined in Chapter 16 or the
1994 AICPA Audit Guide model which will be described in this chapter.

2 The divergence arising in financial accounting and reporting standards under the current 2-board structure is
most pronounced in colleges and universities. GASB statements suggest sharp differences of opinion between
the two boards on many issues. For example, GASB Statement No. 8 (issued in 1988) does not require depre-
ciation by governmental universities; Statement No. 15 (issued in 1991) allows governmental colleges and uni-
versities to follow either the governmental model or the AICPA Audit Guide (as amended in 1993); Statement
No. 19 (issued in 1993) requires governmental colleges and universities to account for federally sponsored stu-
dent financial aid in a current restricted fund; Statement No. 29 (issued in 1996) prohibits governmental col-
leges and universities from applying the provisions of FASB Statement Nos. 116 and 117; and GASB
Statement No. 31 states that public colleges and universities that elect to follow the AICPA Audit Guide model
should assign investment income, including changes in the fair value of investments, to funds.
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objectives. The restricted current fund accounts for those resources available only for an exter-
nally specified purpose. The segregation of unrestricted current funds from restricted current
funds substantiates that the limitations placed on restricted funds by outside sources have been
observed. Plant funds account for capital assets and for resources to be used to acquire addi-
tional capital assets or to retire indebtedness related to capital assets. Plant funds consist of sev-
eral subgroups, each of which is designed to record a certain phase of activity related to fixed
assets. Endowment and similar funds account for endowments received. In addition, a university
may employ loan funds, annuity funds, life income funds, and agency funds.

Accounting for Revenues

Colleges and universities recognize revenues in all funds on the accrual basis. A university might
establish one master control account for unrestricted revenues, with details as to major sources
recorded in subsidiary records. More commonly, separate revenue accounts are established,
using the following three major groups of revenues:

Educational and general revenues group, with accounts for:
Student tuition and fees (recognized when due or billed, net of an appropriate allowance

for uncollectibles)
Governmental appropriations (detailed as to federal, state, and local)
Governmental grants and contracts (detailed as to federal, state, and local)
Gifts and private grants
Endowment income
Other sources

Auxiliary enterprises revenues
Expired term endowment revenues

Operating revenues and nonoperating revenues are recorded in these accounts. Student
tuition and fees, federal appropriations, and governmental grants are classified as operating reve-
nues. All appropriations from the state government, gifts, investment income, endowment
income, and interest are recorded as nonoperating revenues. Auxiliary enterprises revenues are
segregated to permit the evaluation of performance and the degree of self-support. Expired term
endowment income represents dollar amounts of term endowments on which the restriction
has lapsed, freeing them to become unrestricted resources.

Accounting for Expenses

Expenses are recognized in all funds on the accrual basis and may be classified on a natural basis
or by function. The most common classification is by function for two major groupings, which
are the same as the first two used to classify revenues.

Educational and general expenses group, with accounts for:
Instruction (expenses for credit and noncredit courses)
Research (expenses to produce research results)
Public support (expenses for noninstructional services, including conferences, seminars,

and consulting)
Academic support (expenses supporting instruction and public services, such as libraries,

galleries, audiovisual services, and academic deans)
Student services (expenses for student admission and registration and cultural and

athletic activities)
Institutional support (expenses for central administration)
Operation and maintenance of plant (expenses for capital repairs and depreciation)
Student aid (expenses for scholarships, fellowships, tuition remissions, and outright

grants)
Auxiliary enterprises expenses

2
O B J E C T I V E

Demonstrate an understanding

of the accounting for

revenues and expenses for

not-for-profit colleges and

universities.
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Accounting for Contributions

Contributions are defined by FASB ASC 958-605, as noted in Chapter 18, as ‘‘unconditional
transfers of cash or other assets to an entity or a settlement or cancellation of its liabilities in a
voluntary nonreciprocal transfer . . .’’3 and in GASB Statement No. 33 as voluntary non-
exchange transactions with private parties. Other donated assets may include securities, land,
buildings, use of facilities or utilities, materials and supplies, intangible assets, services, and
unconditional promises to give those items in the future. Private colleges and universities recog-
nize contributions and unconditional promises to give as revenues or gains in the period
received. Public colleges and universities recognize contributions as revenue when any eligibility
requirements and time requirements have been met. Exceptions to the general recognition pro-
vision are made for contributions of services and works of art. Contributions other than services
in private universities are recognized in the period received and are measured at their fair value.
Services would be recognized only if they (a) create or enhance nonfinancial assets or (b) require
specialized skills, are provided by individuals possessing those abilities, and typically would
have to be purchased if not provided by donation. Currently, GASB standards are silent on the
issue of reporting revenue and expenses for services. Private and public colleges and universities
are not required to recognize contributions of works of art, historical treasures, and similar
assets if the donated items are added to collections, held for public exhibition, and preserved,
cared for, and protected.

Conditional pledges depend on the occurrence of uncertain future events and are only recog-
nized as revenue in both public and private colleges and universities when the conditions are
substantially met (i.e., the pledge becomes unconditional). An example of a conditional pledge
might be a donation restricted for construction of a new building given only if the organization
can raise the remaining funds through additional contributions. Pledges or other assets received
subject to such conditions are recorded as refundable advances until the conditions have been
substantially met, at which time revenue is recorded.

When contributions extend over a long period of time, the college or university should
report the ‘‘present value of estimated future cash flows using a discount rate commensurate
with the risks involved.’’ Promises receivable within one year need not be discounted. An allow-
ance for doubtful contributions should be established based on historical experience and other
factors to cover any uncertainties concerning collectibility. An unconditional pledge with no
donor restriction is recognized as follows:

Contributions Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Revenues—Unrestricted Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Provision for Uncollectible Contributions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Allowance for Uncollectible Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Donor-Imposed Restrictions and Reclassifications

Private universities following FASB ASC 958-605 are required to reclassify the net assets (a)
when the donor’s stipulated time has elapsed, (b) when the donor’s stipulated purpose has been
fulfilled, or (c) over the useful life of donated assets. Gifts of assets with no donor restrictions
are classified as unrestricted. Public colleges and universities under GASB Statement No. 34
must maintain separate unrestricted and restricted net assets. Therefore, any expenses made in
compliance with donor restrictions are funded directly out of restricted resources.

A cash contribution restricted by the donor for a specific
expenditure is recorded when received.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Revenues—Temporarily Restricted Contributions . . . XXX

3
O B J E C T I V E

Demonstrate an understanding

of the accounting for

unrestricted and restricted

contributions to not-for-profit

colleges and universities.

3 FASB ASC 958-605-20. The FASB defines a nonreciprocal transfer as a transaction in which an organization
receives an asset or cancellation of a liability without directly gaining value in exchange.
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Expenses made in compliance with donor restrictions are
funded by the restricted resources. Temporarily restricted net
assets are released with a reclassification entry.

Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Reclassification Out—Temporarily Restricted—

Satisfaction of Donor Restrictions . . . . . . . . . . . . . . . XXX
Reclassification In—Unrestricted—Satisfaction of

Donor Restrictions . . . . . . . . . . . . . . . . . . . . . . . XXX

GASB Statement No. 33, FASB ASC 958-605, and the AICPA Audit and Accounting
Guide Not-for-Profit Organizations distinguish between accounting for exchange transactions,
agency transactions, and contributions. Exchange transactions, that is, reciprocal transfers in
which each party receives and sacrifices approximately equal value, are not considered restricted.
In private universities, grants, awards, sponsorships, and appropriations are now categorized as
exchange transactions rather than contributions and accounted for as increases in unrestricted
assets. Government grants that require performance by the not-for-profit organization are
accounted for as refundable deposits (liabilities) until earned. Unrestricted revenue is earned
when expenses are made in conjunction with the provisions of the grant. Other government
grants, which are essentially pass-through financial aid to students, are accounted for as agency
transactions.

In public universities, resources received that are externally restricted by creditors (such as
through debt covenants), grantors, contributors, or laws and regulations of other governments
and those that are imposed by law are recorded as restricted revenue.

Grant monies received. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
U.S. Government Grants Refundable . . . . . . . . . . . . XXX

Expenses incurred in conjunction with provisions of grant. Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Revenue is recognized up to the amount earned by
incurring above expenses.

U.S. Government Grants Refundable . . . . . . . . . . . . . . XXX
Revenues—Unrestricted. . . . . . . . . . . . . . . . . . . . . . . XXX

Permanently restricted contributions are called endowments. Earnings on endowment invest-
ments are reported in the period earned as a credit to Unrestricted Revenue or Temporarily
Restricted Revenue depending on donor specification as to the use of the earnings. Realized and
unrealized gains on endowment investments are reported as increases or decreases in unre-
stricted net assets unless their use is temporarily or permanently restricted by explicit donor
stipulations or by law. Losses on endowment investments reduce temporarily restricted net
assets to the extent that donor-imposed restrictions on net appreciation have been met before
the loss occurs. Any remaining loss would reduce unrestricted net assets.4

University Accounting and Financial Reporting
within Existing Fund Structure

The following transactions are for private colleges and universities. Events are marked with an
asterisk when public and private entries differ. The asterisk is followed by the appropriate public
college or university entry.

Current Unrestricted Fund. The unrestricted current fund of a university is similar to the gen-
eral fund of a state or local government in that it accounts for current assets available to cover cur-
rent operational costs and resulting expenses for both private and public colleges and universities.

4 FASB ASC 958-205-45-22.

4
O B J E C T I V E

Account for transactions of

not-for-profit colleges or

universities using funds.
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Event Entry

1. Educational and general revenue is earned or billed:

Student tuition and fees (of which $20,000

is considered uncollectible) . . . . . . . . . . . . . . . $1,700,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . 2,750,000

Revenues—Student Tuition and Fees . . . . . . 1,700,000

Government appropriations . . . . . . . . . . . . . . . . 750,000 Revenues—Governmental Appropriations . 750,000

Endowment income . . . . . . . . . . . . . . . . . . . . . . . 50,000 Revenues—Unrestricted Endowment

Income . . . . . . . . . . . . . . . . . . . . . . . . . . .Other investment income. . . . . . . . . . . . . . . . . . . 250,000 50,000

Revenues—Unrestricted Other Investment

Income . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

The provision for uncollectible student accounts receivable is

considered an expense and is allocated to institutional support.

Expenses—Institutional Support (provision for

uncollectible student accounts receivable). . 20,000

Allowance for Uncollectible Student

Accounts Receivable . . . . . . . . . . . . . . 20,000

Unrestricted contributions are pledged in the

amount of $250,000. Ten percent of these

pledges is assumed uncollectible.

Contributions Receivable. . . . . . . . . . . . . . . . . 250,000

Revenues—Unrestricted Contributions . . . . 250,000

Expenses—Institutional Support (provision

for uncollectible contributions) . . . . . . . . . . . 25,000

Allowance for Uncollectible

Contributions . . . . . . . . . . . . . . . . . . . . 25,000

2. Of the total revenues, $2,800,000 is collected, including

$200,000 of pledges.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800,000

Accounts Receivable . . . . . . . . . . . . . . . . . . 2,600,000

Contributions Receivable. . . . . . . . . . . . . . . 200,000

3. Revenue billed for dormitories (an auxiliary enterprise) is

$400,000, of which $20,000 is not yet received.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . 20,000

Revenues—Sales and Services of

Auxiliary Enterprises . . . . . . . . . . . . . . . . 400,000

4. Purchase of materials and supplies totaling $400,000, of

which $25,000 is not yet paid.

Inventory of Supplies . . . . . . . . . . . . . . . . . . . . 400,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 375,000

Accounts Payable . . . . . . . . . . . . . . . . . . . . 25,000

5. Expenses are paid and assigned to:

Instruction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,050,000 Expenses—Instruction . . . . . . . . . . . . . . . . . . . 1,050,000

Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 Expenses—Research . . . . . . . . . . . . . . . . . . . . 100,000

Academic support . . . . . . . . . . . . . . . . . . . . . . . . 150,000 Expenses—Academic Support . . . . . . . . . . . . 150,000

Student services . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 Expenses—Student Services . . . . . . . . . . . . . . 200,000

Institutional support . . . . . . . . . . . . . . . . . . . . . . . 200,000 Expenses—Institutional Support . . . . . . . . . . . 200,000

Operation and maintenance of plant . . . . . . . . . 400,000 Expenses—Operation and Maintenance

of Plant . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000Scholarships and fellowships . . . . . . . . . . . . . . . 40,000

Sales and services of auxiliary enterprises . . . . . 260,000 Expenses—Student Aid . . . . . . . . . . . . . . . . . . 40,000

Expenses—Sales and Services of Auxiliary

Enterprises . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400,000

6. Materials and supplies used:

Instruction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $268,000 Expenses—Instruction . . . . . . . . . . . . . . . . . . . 268,000

Student services . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000 Expenses—Student Services . . . . . . . . . . . . . . 22,000

Auxiliary enterprises . . . . . . . . . . . . . . . . . . . . . . 90,000 Expenses—Sales and Services of Auxiliary

Enterprises . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Inventory of Supplies . . . . . . . . . . . . . . . . 380,000

7. Aid is granted to students:

Remission of tuition . . . . . . . . . . . . . . . . . . . . . . . $140,000 Expenses—Student Aid . . . . . . . . . . . . . . . . . . 175,000

Cash scholarships . . . . . . . . . . . . . . . . . . . . . . . . 35,000 Accounts Receivable . . . . . . . . . . . . . . . . . . 140,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
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Event Entry

8. *Services that meet the criteria of (1) creating or enhancing

nonfinancial assets or (2) requiring specialized skills and

are provided by individuals possessing those abilities are

typically purchased if not donated. The fair value of the

services is $35,000. Currently, GASB Statement No. 35

is silent on the reporting of services.

Expenses—Instruction . . . . . . . . . . . . . . . . . . . 35,000

Revenues—Unrestricted Contributions . . . . 35,000

9. Cash contributions are given without donor restriction. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Revenues—Unrestricted Contributions . . . . 100,000

10. *Closing entries are prepared for the unrestricted net assets.

Public universities will close to Net Position—Unrestricted.

Revenues—Student Tuition and Fees . . . . . . . . 1,700,000

Revenues—Governmental Appropriations . . . 750,000

Revenues—Unrestricted Contributions . . . . . . 385,000

Revenues—Unrestricted Endowment

Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Revenues—Unrestricted Other Investment

Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Expenses—Instruction. . . . . . . . . . . . . . . . 1,353,000

Expenses—Research . . . . . . . . . . . . . . . . 100,000

Expenses—Academic Support. . . . . . . . . 150,000

Expenses—Student Services . . . . . . . . . . 222,000

Expenses—Institutional Support. . . . . . . . 245,000

Expenses—Operations and

Maintenance of Plant . . . . . . . . . . . . . . 400,000

Expenses—Student Aid . . . . . . . . . . . . . . 215,000

Unrestricted Net Assets . . . . . . . . . . 450,000

Revenues—Sales and Services of Auxiliary

Enterprises . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Expenses—Sales and Services of

Auxiliary Enterprises . . . . . . . . . . . . . . 350,000

Unrestricted Net Assets . . . . . . . . . . 50,000

Current Restricted Fund. For an activity to enter the restricted current fund of a university,
some limitation must exist on the resources received from an external entity. The same revenue
and expense accounts used in the unrestricted current fund are available, but restricted current
fund revenues arise primarily from governmental grants and contracts, private gifts, and endow-
ment income. Expenses generally are relegated to instruction, research, and student aid.

Unless the restriction placed upon contributed resources or governmental grants is
respected, these resources may have to be returned to the donor. Until they are expended prop-
erly, they should not be considered as revenue. As a consequence, expenditures govern the
recognition of revenue. These resources are expenditure driven, similar to such items in govern-
mental accounting. The current restricted fund will have both donor-restricted contributions
and resources from exchange transactions, including government grants. A difficult decision
for many universities will be to differentiate donor-restricted contributions from exchange
transactions.

Event Entry

11. A donor-restricted cash contribution is received to assist in
library operations.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Revenues—Temporarily Restricted

Contributions . . . . . . . . . . . . . . . . . . . 70,000
12. Endowment income of $8,000 is restricted to student aid

activities.
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Revenues—Temporarily Restricted
Endowment Income . . . . . . . . . . . . . . 8,000

(continued)
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Event Entry

13. Of the following expenses, all but $4,000 are paid.
For library operations . . . . . . . . . . . . . . . . . . . $67,000 Expenses—Academic Support . . . . . . . . . 67,000
For student aid . . . . . . . . . . . . . . . . . . . . . . . . . 6,000 Expenses—Student Aid . . . . . . . . . . . . . . . 6,000

Accounts Payable . . . . . . . . . . . . . . . . . 4,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 69,000

14. *Temporarily restricted revenues of $73,000 are
reclassified as unrestricted when donor specifications are
met. Public colleges and universities will not record the
reclassification entry but will close expenses to Restricted
Net Position.

Reclassifications Out—Temporarily
Restricted—Satisfaction of Program
Restrictions . . . . . . . . . . . . . . . . . . . . . . 73,000

Reclassifications In—Unrestricted—

Satisfaction of Program Restrictions. 73,000

15. Federal grants for student awards are through the Pell Grant.
See Agency Fund events and entries.
Program funds are received in the amount of $75,000.
All $75,000 is distributed to qualified students.

16. A federal grant was awarded for research. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
U.S. Government Grants Refundable . . 100,000

17. Expenses for the research project totaled $45,000 to date.
All expenses have been paid.

Expenses—Research . . . . . . . . . . . . . . . . . 45,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Revenue is recognized to the extent that resources have
been properly spent.

U.S. Government Grants Refundable. . . . . 45,000
Revenues—Government Grants and

Contracts . . . . . . . . . . . . . . . . . . . . . . 45,000

18. *Closing entries are prepared for the unrestricted net assets.
Public universities will close to Net Position—Unrestricted.

Revenues—Unrestricted Government
Grants and Contracts . . . . . . . . . . . . . . 45,000

Reclassifications In—Unrestricted—

Satisfaction of Program Restrictions . . . 73,000
Expenses—Academic Support. . . . . . 67,000
Expenses—Student Aid . . . . . . . . . . . 6,000
Expenses—Research . . . . . . . . . . . . . 45,000
Unrestricted Net Assets . . . . . . . 0

19. *Closing entries are prepared for the temporarily
restricted net assets. Public universities will close to Net
Position—Restricted.

Revenues—Temporarily Restricted
Contributions. . . . . . . . . . . . . . . . . . . . . 70,000

Revenues—Temporarily Restricted
Endowment Income. . . . . . . . . . . . . . . . 8,000

Reclassifications Out—Temporarily
Restricted—Satisfaction of Program
Restrictions . . . . . . . . . . . . . . . . . . . . 73,000

Temporarily Restricted
Net Assets . . . . . . . . . . . . . . . . . . 5,000

Loan Funds. Loan funds are established to account for resources that are available for loans pri-
marily to students and possibly to faculty and staff. A separate fund is used because of the large
amounts of federal and state resources made available to universities for student loans. In addition,
donor-restricted contributions may also specify use of the contributed resources for student loan
purposes. Loan funds are revolving (self-perpetuating), with repayments of principal and the excess
of interest collected over costs incurred becoming the base for additional loans. Both principal and
earnings must be available for loan purposes. If only the income from a gift or grant may be used
for loan purposes, the principal should not be in the loan fund but in the endowment fund.

The resources of loan funds consist mainly of gifts restricted for loan purposes and unrestricted
current fund resources transferred by authorization of the governing board. Although assets are not
segregated by restriction, the net assets must reveal their restricted and unrestricted portions.
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Event Entry

20. A contribution of $25,000 is received from an alumnus
for student loan purposes.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Revenues—Temporarily Restricted

Contributions . . . . . . . . . . . . . . . . . . . 25,000
21. Investments costing $5,000 are sold for $5,500.

Gain is restricted.
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,500

Investments. . . . . . . . . . . . . . . . . . . . . . . 5,000
Revenues—Temporarily Restricted—

Net Realized Gains on Investments . . 500
22. Loans totaling $24,000 are made to students. Collections

from other loans made to students total $20,000 plus
$1,000 of interest. (FASB ASC 958-605 assumes
that restricted resources are used first.)

Loans Receivable . . . . . . . . . . . . . . . . . . . . 24,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000

Reclassifications Out—Temporarily
Restricted—Satisfaction of Program
Restrictions . . . . . . . . . . . . . . . . . . . . . . 24,000

Reclassifications In—Unrestricted—

Satisfaction of Program
Restrictions. . . . . . . . . . . . . . . . . . . 24,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Loans Receivable . . . . . . . . . . . . . . . . . . 20,000
Revenues—Unrestricted Other

Investment Income . . . . . . . . . . . . . . . 1,000

23. Federal government monies of $30,000 restricted for
student loans are received.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
U.S. Government Grants Refundable . . 30,000

24. A $500 student loan is uncollectible. Expenses—Institutional Support
(Loan Cancellations/Write-Offs). . . . . . 500

Loans Receivable . . . . . . . . . . . . . . . . 500

25. *Closing entries are prepared for the unrestricted net assets.
Public universities will close to Net Position—Unrestricted.

Revenues—Unrestricted Interest Income . . 1,000
Reclassifications In—Unrestricted—

Satisfaction of Program Restrictions . . . 24,000
Expenses—Institutional Support. . . . . 500
Unrestricted Net Assets . . . . . . . 24,500

26. *Closing entries are prepared for the temporarily
restricted net assets. Public universities will close to
Net Position—Restricted.

Revenues—Temporarily Restricted
Contributions. . . . . . . . . . . . . . . . . . . . . 25,000

Revenues—Temporarily Restricted Net
Realized Gains on Investments . . . . . . . 500

Reclassifications Out—Temporarily
Restricted—Satisfaction of Program
Restrictions . . . . . . . . . . . . . . . . . . . . 24,000

Temporarily Restricted Net
Assets . . . . . . . . . . . . . . . . . . . . . 1,500

Endowment and Similar Funds. Colleges and universities traditionally account for permanent
endowments, term endowments, and board-designated (quasi-) endowment resources in sepa-
rate funds. This practice is common because external users of financial data, such as the debt
market, consider all three categories of endowments important in the lending decision. Each of
these endowment funds has a unique purpose:

1. Regular or pure endowments are funds whose principal has been specified by the donor as
nonexpendable. The resources are invested, and the earnings are available for expenditure,
usually by the unrestricted current fund.

2. Term endowments are funds whose principal is expendable after a specified time period or
after a designated event, at which point the resources are added to the unrestricted current
fund, unless the original donor has specified some other application.
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3. Quasi-endowments are funds set aside by the board or controlling body, usually from unre-
stricted current funds. Restricted current funds also may be set aside if the donor’s limita-
tions are not violated. Since these funds are discretionary, technically they do not belong to
the endowment category; hence, the addition to the title of ‘‘and Similar Funds.’’

The resources for endowment funds often are pooled for investment purposes, with the var-
ious fund balances sharing proportionately in the outcome based on the fair values of invest-
ments at the time of pooling or at specified future dates. Procedures for investment pooling are
discussed in Chapter 18. Income earned on restricted endowment resources is recorded directly
in the restricted current fund, the loan fund, the endowment fund, or a plant fund, depending
upon which fund the donor has specified should reap the benefits. Income on which there is no
restriction is recorded directly in the unrestricted current fund, where it is credited to Endow-
ment Income. The costs of managing endowment funds should be borne by the university’s
unrestricted current fund.

GASB Statement No. 31, Accounting and Financial Reporting for Certain Investments and
External Investment, and FASB ASC 958-205-45-22 require all investments to be reported at fair
value in the balance sheet (statement of net assets or statement of net position). All investment
income, including changes in the fair value of investments, should be recognized as revenue in the
operating statement. Realized gains are not displayed separately from unrealized gains and losses.5

Event Entry

27. Common stock with a fair value of $60,000 and $60,000
cash are received as pure endowment contributions.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Endowment Investments. . . . . . . . . . . . . . . 60,000

Revenues—Permanently Restricted
Contributions . . . . . . . . . . . . . . . . . . . 120,000

28. *Term endowments expire, making $20,000 cash available. Reclassifications Out—Temporarily
Restricted—Expiration of
Time Restrictions . . . . . . . . . . . . . . . . . . 20,000

Reclassifications In—Unrestricted—

Expiration of Time Restrictions . . . . 20,000

29. Endowment fund investments carried at $200,000 are sold
for $260,000 and investment earnings are $40,000, of
which $20,000 is temporarily restricted for research
projects and $20,000 is unrestricted.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Endowment Investments . . . . . . . . . . . . . 200,000
Revenues—Unrestricted Net Realized

Gains on Endowment. . . . . . . . . . . . . 60,000
Revenues—Temporarily Restricted

Endowment Income . . . . . . . . . . . . . . 20,000
Revenues—Unrestricted Endowment

Income . . . . . . . . . . . . . . . . . . . . . . . . 20,000

30. Investments are purchased with fund cash. Endowment Investments. . . . . . . . . . . . . . . 360,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000

31. *Closing entries are prepared for the unrestricted net assets.
Public universities will close to Net Position—Unrestricted.

Reclassifications In—Unrestricted—

Expiration of Time Restrictions. . . . . . . . 20,000
Revenues—Unrestricted Income on

Endowments . . . . . . . . . . . . . . . . . . . . . 20,000
Revenues—Unrestricted Net Realized

Gains on Endowment . . . . . . . . . . . . . . 60,000
Unrestricted Net Assets . . . . . . . 100,000

5 GASB Statement No. 31, Accounting and Financial Reporting for Certain Investments and External Investment
(1997), is effective for years beginning after June 15, 1997.
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Event Entry

32. *Closing entries are prepared for the temporarily
restricted net assets. Public universities will close to
Net Position—Restricted.

Revenues—Temporarily Restricted
Endowment Income . . . . . . . . . . . . . . . . 20,000

Reclassifications Out—Temporarily
Restricted—Expiration of Time
Restriction . . . . . . . . . . . . . . . . . . . 20,000

Temporarily Restricted Net
Assets . . . . . . . . . . . . . . . . . . . . . 0

33. *Closing entries are prepared for the permanently
restricted net assets. Public universities will close to
Net Position—Restricted.

Revenues—Permanently Restricted
Endowment Contributions . . . . . . . . . . . 120,000

Permanently Restricted Net
Assets . . . . . . . . . . . . . . . . . . . . . 120,000

Annuity and Life Income Funds. Resources may be accepted by a university under the stipulation
that periodic payments are to continue as an annuity to the donor or other designated beneficiary for
an indicated time period. Often referred to as split interest trusts, these resources should be accounted
for in an annuity fund at their fair value on the date of receipt. A liability for the actuarially computed
present value of expected total annuity payments is recorded, with the excess credited to Revenue
from Contributions. As each payment is made, a debit is charged directly to Annuities Payable each
period, and the liability is adjusted to bring it to an amount equal to the present value. For example,
assume a retired administrator donated $50,000 to a university. The administrator is to receive annu-
ity payments of $3,000 per year for life; thereafter, the principal is to be used for student aid. Assum-
ing an estimated life of 15 years and an 8% interest rate, the present value of the annuity is
actuarially computed to be $25,678. The entry to record receipt of the donation is as follows:

Cash—Annuity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Annuities Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,678
Revenues—Temporarily Restricted Contribution . . . . . . . . . . . . . . . . . . . . 24,322

During the year, interest earned on annuity investments is added to the fund balance. At the
end of the first year, the present value of the liability is adjusted by adding interest of $2,054
(8% � $25,678). The administrator is paid $3,000. Entries to record the adjustment of the
liability to present value and payment to the annuitant are as follows:

Annuity Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,054
Annuities Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,054

Annuities Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

A life income fund is used if all income received on contributed assets is to be paid to the
donor or other specified recipient for life. When the original contributed assets are recorded at
fair value, the corresponding credit is to Life Income revenues from contributions. As income is
received, a liability for its payment is established immediately.

When the annuity payments or the life income payments cease, the principal is transferred
to the donor-specified fund or to the unrestricted current fund if no donor restriction exists.
Also, unless otherwise specified, gains or losses on the sale of investments are treated as changes
in principal and are recorded directly in the appropriate fund net asset account.

Event Entry

34. Cash of $12,000 from life income fund investments and
$18,000 from annuity fund investments are received.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Revenues—Temporarily Restricted

Income on Investments . . . . . . . . . . . . 12,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

Revenues—Temporarily Restricted
Income on Investments . . . . . . . . . . . . 18,000

(continued)
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Event Entry

35. A retired professor donated $100,000. The professor is to
receive $6,000 per year for an estimated life of 10 years.
Thereafter, the principal is to be used for student aid. The
present value of the annuity at 8% is actuarially computed
to be $40,260.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Annuities Payable . . . . . . . . . . . . . . . . . 40,260
Revenues—Temporarily Restricted

Contributions . . . . . . . . . . . . . . . . . . . 59,740

36. Interest on the annuity is recorded for the year
(8%� $40,260¼ $3,221).

Actuarial Adjustment of Annuities
Payable . . . . . . . . . . . . . . . . . . . . . . . . . 3,221

Annuities Payable . . . . . . . . . . . . . . . 3,221
37. Payments are made to:

Annuitant . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,000 Annuities Payable . . . . . . . . . . . . . . . . . . . 6,000
Life income beneficiaries . . . . . . . . . . . . . . . . . 12,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Life Income Beneficiaries . . . . . . . . . . . . . . 12,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

38. Annuity fund investments with a book value of $50,000
are sold for $59,500.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,500
Annuity Investments . . . . . . . . . . . . . . . . 50,000
Revenues—Temporarily Restricted Net

Realized Gains on Investments . . . . . 9,500

39. *Closing entries are prepared for temporarily restricted
net assets. Public universities will close to
Net Position—Restricted.

Revenues—Temporarily Restricted
Contributions. . . . . . . . . . . . . . . . . . . . . 59,740

Revenues—Temporarily Restricted Net
Realized Gains on Investments . . . . . . . 9,500

Revenues—Temporarily Restricted Income
on Annuity and Life Income Investments . . 30,000

Payment to Life Income Beneficiaries . . 12,000
Loss on Actuarial Adjustment of

Annuities—Payable . . . . . . . . . . . . 3,221
Temporarily Restricted Net

Assets . . . . . . . . . . . . . . . . . . . . . . 84,019

Plant Funds. Private universities often account for properties in a separate fund. The plant funds
of public universities are more complicated and include four separate, self-balancing subgroups:

1. Unexpended plant fund accounts for resources that are to be used to acquire properties.

2. Plant fund for renewals and replacements accounts for resources that are available to keep the
physical plant in operating condition.

3. Plant fund for retirement of indebtedness accounts for the resources accumulated for the pay-
ment of interest and principal of plant fund indebtedness.

4. The investment in plant subgroup controls all plant assets and related long-term debt.

GASB Statement No. 35 requires public colleges and universities to record all capital assets,
including infrastructure, and to include a provision for depreciation of all plant fund assets. The
only exceptions are works of art and historical treasures that meet the provisions outlined in the
standard.

Cost computations that include depreciation expenses are useful in establishing charges for
auxiliary enterprise services, which include dormitories, bookstores, cafeterias and restaurants,
medical service, and the student union. Especially for services provided to the general public,
amounts charged should include depreciation considerations. Part of the amount that a univer-
sity receives from grants reimburses it for overhead, which also should include depreciation.

FASB ASC 958-360-35 requires colleges and universities to disclose ‘‘depreciation expense
for the period.’’ Land and individual works of art or historical treasures that have an extraordi-
narily long life are excluded from these reporting requirements. The entries shown on next page
assume one plant fund, although the subgroups described above could be retained.
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Event Entry

40. Stock with a fair value of $90,000 is received from an art

patron to finance an art gallery addition.

Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Revenues—Temporarily Restricted

Contributions . . . . . . . . . . . . . . . . . . . . . . 90,000

41. A collection of first editions appraised at $30,000 is donated

to the university. The university adopts a policy of recording

contributed collections.

Library Books . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Revenues—Unrestricted Contributions . . . . 30,000

42. An $800,000 bond issue is sold at face value to finance

a business school wing.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000

Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . 800,000

43. Earnings received on investments are restricted for building

acquisition.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Revenues—Temporarily Restricted Other

Investment Income . . . . . . . . . . . . . . . . . . 45,000

44. Construction of the business school wing is one-fourth

completed.

Construction in Progress . . . . . . . . . . . . . . . . . 200,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . 200,000

45. Business school wing contract is completed at additional

cost of $640,000 and is paid in full.

Construction in Progress . . . . . . . . . . . . . . . . . 640,000

Contracts Payable . . . . . . . . . . . . . . . . . . . . . . 200,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840,000

46. Completed building costs are transferred to the building

account.

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840,000

Construction in Progress . . . . . . . . . . . . . . . 840,000

47. Payment of $100,000 is made on mortgage related to the

completed project.

Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . 100,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

48. The cost of constructing an art gallery addition totals

$250,000 and is financed with donor-restricted cash.

University policy is to release restrictions when assets are

placed in service.

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Plant

Restrictions. . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Reclassifications In—Unrestricted—

Satisfaction of Plant Acquisition

Restrictions . . . . . . . . . . . . . . . . . . . . . . 250,000

49. Land valued at $160,000 is donated by an alumnus. Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

Revenues—Unrestricted Property

Contribution . . . . . . . . . . . . . . . . . . . . . . . 160,000

50. Building repairs of $50,000 are paid, of which $5,000

is from restricted resources.

Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Program

Restrictions. . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Reclassifications In—Unrestricted—

Satisfaction of Program Restrictions . . . 5,000

51. *Depreciation expense for the current period is $150,000.

Depreciation expenses are allocated to operation and

maintenance of plant expenses. Public universities

will have new depreciation expense.

Expenses—Operation and Maintenance of

Plant (provision for depreciation). . . . . . . . . 150,000

Accumulated Depreciation . . . . . . . . . . . 150,000

52. *Closing entries are prepared for the unrestricted net assets.

Public universities will close to Net Position—Unrestricted.

Reclassifications In—Unrestricted—

Satisfaction of Plant Acquisition

Restrictions. . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

Reclassifications In—Unrestricted—

Satisfaction of Program Restrictions . . . . . . . 5,000

Revenues—Unrestricted Property

Contributions . . . . . . . . . . . . . . . . . . . . . . . . 190,000

Expenses—Operation and

Maintenance of Plant . . . . . . . . . . . . . . 200,000

Unrestricted Net Assets . . . . . . . . . . 245,000

(continued)
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Event Entry

53. *Closing entries are prepared for the temporarily restricted

net assets. Public universities will close to

Net Position—Restricted.

Temporarily Restricted Net Assets . . . . 120,000

Revenues—Temporarily Restricted

Contributions . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Revenues—Temporarily Restricted Other

Investment Income . . . . . . . . . . . . . . . . . . . . 45,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Plant

Acquisition . . . . . . . . . . . . . . . . . . . . . . 250,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Program

Restrictions . . . . . . . . . . . . . . . . . . . . . . 5,000

Agency Funds. Agency funds account for resources that are not the property of the university
but are held in the university’s custody. An example of such resources is assets belonging to stu-
dent organizations. The total amount of these resources represents a liability. As a result, there
are no net assets. Federal monies that pass through the university to student recipients (Pell
Grants) are accounted for as agency transactions. In public universities, the GASB requires that
agency funds be used if there is no program administration responsibility or oversight.

Event Entry

54. Federal grants for student awards through the Pell Grant
Program are received in the amount of $75,000. All
$75,000 is distributed to qualified students.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Amounts Held on Behalf of Others. . . . . 75,000

Amounts Held on Behalf of Others. . . . . . . 75,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Financial Statements

The financial statements of public and private colleges and universities are very similar. Under
the governmental standards, public colleges and universities are required to report the following
financial statements:

1. Statement of net position (balance sheet) which will report organization-wide totals for assets,
deferred outflows, liabilities, deferred inflows, and net position identified as invested in
capital [net of related debt, restricted (nonexpendable and expendable), and unrestricted
(see Illustration 19-1)].

2. Statement of revenues, expenses, and changes in net position which reports operating revenues
and expenses and nonoperating activities, including gifts, grants, and additions to endow-
ments (see Illustration 19-2 on page 990).

3. Statement of cash flows with categories (operating, noncapital financing, capital and related
financing, and investing activities) prescribed for all governments (see Illustration 19-3 on
page 991).

Private colleges and universities have the following required financial statements:

1. Statement of financial position (balance sheet) which will report organization-wide totals for
assets, liabilities, net assets, and net assets identified as unrestricted, temporarily restricted,
and permanently restricted (see Illustration 19-4 on page 992).

2. Statement of activities which reports revenues, expenses, gains, losses, and reclassifications
(between classes of net assets). Minimum requirements are organization-wide totals, changes
in net assets for each class of assets, and all expenses recognized only in the unrestricted clas-
sification. A display of a measure of operations in the statement of activities is permitted (see
Illustration 19-5 on page 993).

3. Statement of cash flows with categories (operating, financing, investing) similar to business
organizations (see Illustration 19-6 on page 994).

5
O B J E C T I V E

Prepare financial statements

for not-for-profit colleges

and universities.
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Illustration 19-1
Public University

Statement of Net Position
June 30, 2019

Assets:
Current assets:

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,470,100
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 673,000
Accounts receivable (net). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Contributions receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 335,481
Inventories of supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Prepaid expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,656,581

Noncurrent assets:
Restricted cash and cash equivalents. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 24,200
Student loans receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,500
Endowment investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 954,000
Other long-term investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,118,700
Assets restricted to investment in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,350,000
Capital assets (net of accumulated depreciation of $150,000) . . . . . . . . . . . . . . 41,450,000

Total noncurrent assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $44,952,400

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $47,608,981

Liabilities:
Current liabilities:

Accounts payable and accrued liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,039,000
Other current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,040,500

Noncurrent liabilities:
Assets held on behalf of others. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 110,000
Annuities payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 237,481
Long-term debt (capital related) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000,000

Total noncurrent liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,347,481

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,387,981

Deferred inflows of resources:
Deferred inflows of resources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 85,000

Total deferred inflows of resources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 85,000

Net position:
Invested in capital assets, net of related debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $38,450,000
Restricted for:

Nonexpendable:
Instruction. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 525,000
Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 429,000

Expendable:
Scholarships and fellowships. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Instructional department uses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 82,500
Capital projects . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,350,000
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 336,000

Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,718,500

Total net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $43,136,000
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Public University

Statement of Revenues, Expenses, and Changes in Net Position
For Year Ended June 30, 2019

Operating revenues:
Student tuition and fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,700,000
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 575,000
Government appropriations, grants, and contracts. . . . . . . . . . . . . . . . . . . . . . . . 275,000
Sales and services of auxiliary enterprises. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Total operating revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,950,000

Operating expenses:
Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,592,000
Benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 582,500
Scholarships and fellowships. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 221,000
Utilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Repairs and maintenance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Auxiliary enterprises expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Total operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,345,500

Operating income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (395,500)

Nonoperating revenues (expenses):
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 164,740
Investment income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 424,000
Interest on capital asset—related debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20,000)

Net nonoperating revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 568,740

Income before other revenues, expenses, gains, or losses. . . . . . . . . . . . . . . . . $ 173,240
Capital appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000
Capital grants and gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Realized gains on investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Adjustment on annuity obligations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,221)
Additions to permanent endowments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Increase in net position . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 960,019

Net position—beginning of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,175,981

Net position—end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $43,136,000
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Illustration 19-3
Public University

Statement of Cash Flows
For Year Ended June 30, 2019

Cash flows from operating activities:
Student tuition and auxiliary fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,030,000
Governmental appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,000
Research activities receipts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Contributions received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Payments to vendors for goods and services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (958,000)
Salaries and wages paid to faculty and staff . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,935,000)
Disbursements to students for financial aid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (105,000)
Repayments of loans from students and faculty . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Payments to life income beneficiaries and annuitants . . . . . . . . . . . . . . . . . . . . . . (18,000)
Other receipts (payments) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000

Net cash provided (used) by operating activities. . . . . . . . . . . . . . . . . . . . . . . . $ (336,000)

Cash flows from noncapital financing activities:
Governmental appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 180,000
Gifts and grants received for other than capital purposes:

Private gifts for long-term investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 245,000

Net cash flows provided by noncapital financing activities . . . . . . . . . . . . . . $ 425,000

Cash flows from capital and related financing activities:
Proceeds from capital debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 800,000
Capital appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 195,000
Capital grants and gifts received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Purchases of capital assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (840,000)
Principal and interest paid on capital debt and lease . . . . . . . . . . . . . . . . . . . . . . (100,000)

Net cash used by capital and related financing activities . . . . . . . . . . . . . . . . . $ 255,000

Cash flows from investing activities:
Proceeds from sales and maturities of investments. . . . . . . . . . . . . . . . . . . . . . . . . $ 325,000
Interest and dividends received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 383,000
Purchase of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (360,000)

Net cash provided (used) by investing activities . . . . . . . . . . . . . . . . . . . . . . . . $ 348,000

Net increase in cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 692,000
Cash—beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 802,300

Cash—end of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,494,300**

*Cash and cash equivalents ($1,470,100)þ restricted cash and cash equivalents ($24,200)¼ $1,494,300.
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Private University

Statement of Financial Position
For Period Ended June 30, 2019

Assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,494,300
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 673,000
Accounts receivable (net of $20,000 allowance) . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Contributions receivable (net of $25,000 allowance) . . . . . . . . . . . . . . . . . . . . . . . 335,481
Inventories of supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Student loans receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,500
Assets restricted to investment in land, buildings, and equipment . . . . . . . . . . . . . . . 1,350,000
Land, buildings, and equipment (net of accumulated depreciation

of $150,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,450,000
Long-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,118,700
Endowment investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 954,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $47,608,981

Liabilities:
Accounts payable and accrued liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,039,000
Other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
Amounts held on behalf of others . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
U.S. government grants refundable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000
Annuities payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 237,481
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,472,981

Net assets:
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,168,500
Temporarily restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,013,500
Permanently restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 954,000

Total net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $43,136,000

Total liabilities and net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $47,608,981
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Private University

Statement of Activities
For Year Ended June 30, 2019

Unrestricted
Temporarily
Restricted

Permanently
Restricted Total

Changes in net assets:
Revenues and gains:

Tuition and fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,700,000 $ 1,700,000
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 575,000 $ 244,740 $ 120,000 939,740
Governmental appropriations, grants, and

contracts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 795,000 795,000
Investment income on endowment . . . . . . . . . . . . . . . 70,000 28,000 98,000
Other investment income . . . . . . . . . . . . . . . . . . . . . . 251,000 45,000 296,000
Sales and services of auxiliary enterprises. . . . . . . . . 400,000 400,000
Investment income on life income and annuity

agreements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 30,000
Net realized gains on other investments. . . . . . . . . . . 10,000 10,000
Net realized gains on endowment. . . . . . . . . . . . . . . 60,000 60,000

Total revenues and gains . . . . . . . . . . . . . . . . . . . . $ 3,851,000 $ 357,740 $ 120,000 $ 4,328,740

Net assets released from restrictions:
Satisfaction of program restrictions . . . . . . . . . . . . . . $ 102,000 $ (102,000) $ 0
Satisfaction of plant acquisitions restrictions . . . . . . . 250,000 (250,000) 0
Satisfaction of time restrictions . . . . . . . . . . . . . . . . . . 20,000 (20,000) 0

Total net assets released from restriction . . . . . . . . $ 372,000 $ (372,000) $ 0

Total revenues and gains and other support. . . . . . $ 4,223,000 $ (14,260) $ 120,000 $ 4,328,740

Expenses and losses:
Educational and general:

Instruction. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,353,000 $ 1,353,000
Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000 145,000
Academic support . . . . . . . . . . . . . . . . . . . . . . . . . . . 217,000 217,000
Student services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 222,000 222,000
Institutional support . . . . . . . . . . . . . . . . . . . . . . . . . . 245,500 245,500
Operation and maintenance of plant. . . . . . . . . . . . . 600,000 600,000
Student aid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 221,000 221,000

Total educational and general expenses . . . . . . . . $ 3,003,500 $ 3,003,500
Auxiliary enterprises . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 350,000

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,353,500 $ 0 $ 0 $ 3,353,500
Actuarial adjustment on annuity obligations . . . . . . . . . 3,221 3,221
Payments to life income beneficiaries . . . . . . . . . . . . . . 12,000 12,000

Total expenses and losses . . . . . . . . . . . . . . . . . . . $ 3,353,500 $ 15,221 $ 0 $ 3,368,721

Increase (decrease) in net assets . . . . . . . . . $ 869,500 $ (29,481) $120,000 $ 960,019
Net assets at beginning of year . . . . . . . . . . . . . . . . 39,299,000 2,042,981 834,000 42,175,981

Net assets at end of year . . . . . . . . . . . . . . . . . . . . . . $40,168,500 $2,013,500 $954,000 $43,136,000
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Private University

Statement of Cash Flows
For Period Ended June 30, 2019

Cash flows from operating activities:
Student tuition and auxiliary fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,030,000
Governmental appropriations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000
Research activities receipts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Interest and dividends received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 308,000
Contributions received. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 395,000
Other receipts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Salaries and wages paid to faculty and staff . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,935,000)
Payments to vendors for goods and services . . . . . . . . . . . . . . . . . . . . . . . . . . . (958,000)
Disbursements to students for financial aid . . . . . . . . . . . . . . . . . . . . . . . . . . . . (81,000)
Payments to life income beneficiaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)

Net cash provided by (used for) operating activities . . . . . . . . . . . . . . . . . . . $ 572,000

Cash flows from investing activities:
Proceeds from sales and maturities of investments. . . . . . . . . . . . . . . . . . . . . . . $ 325,000
Purchases of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (360,000)
Purchases of land, buildings, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . (840,000)
Disbursements of loans to students and faculty . . . . . . . . . . . . . . . . . . . . . . . . . (24,000)
Repayments of loans from students and faculty . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Net cash provided by (used for) investing activities . . . . . . . . . . . . . . . . . . . . $ (879,000)

Cash flows from financing activities:
Proceeds from issuance of notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 800,000
Payments on long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)
Receipts of interest and dividends restricted for reinvestment . . . . . . . . . . . . . . 75,000
Contributions received restricted for long-term investment. . . . . . . . . . . . . . . . . 200,000
Payments to annuitants . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6,000)
Receipts of refundable government loans funds. . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Net cash provided by (used for) financing activities . . . . . . . . . . . $ 999,000

Net increase (decrease) in cash and cash equivalents . . . . . . . . . . . . . $ 692,000
Cash and cash equivalents at beginning of year . . . . . . . . . . . . . . . . . . 802,300

Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . . . $1,494,300

R E F L E C T I O N
� Private colleges and universities follow FASB standards.

� Public colleges and universities will report as special purpose governments engaged in

business-type activities and, as such, follow FASB standards per GASB Statement No. 35.

� Student aid is considered an expense; Pell Grants are agency transactions.

� Universities use fund accounting for internal control and decision making, but funds are

not required in the external financial reports.
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ACCOUNTING FOR PROVIDERS OF HEALTH CARE
SERVICES—GOVERNMENTAL AND PRIVATE
Advancement in medical practice and increased demand for access to health care services have led
to significant growth in the health care industry. Expenditures for medical care now equal more
than 17% of the gross national product. Health care entities include hospitals, clinics, continuing
care retirement communities, health maintenance organizations, home health agencies, and nursing
homes. Classified by sponsorship or equity structure, health care units fall into three categories:

1. Investor-owned health care entities (or proprietary entities), which are privately owned and
operated for a profit.

2. Governmental health care entities (or public entities), which are operated by a governmental
unit and accounted for as an enterprise fund, such as a veterans’ hospital.

3. Voluntary not-for-profit health care entities, including those with a religious affiliation,
which are organized and sustained by members of a community.

A modern health care provider may be a complex entity with medical, surgical, research,
teaching, and public service aspects. One very unusual element about health care operations is
the manner of payment for services. A significant portion of the fees for health care service is
paid by a third party, such as Medicare, Medicaid, Blue Cross, or some other insurance pro-
vider. Health care entities are reimbursed not on the basis of listed prices but on the basis of the
cost of providing services, as that cost is defined by the third-party payor. A cost determination
must be made according to formulas agreed upon in the law (Medicare and Medicaid) or in the
contract (other insurance providers). Cost determination requires allocation of overhead,
including depreciation. Thus, not-for-profit health care organizations follow the accrual basis of
accounting, permitting comparison of results with profit-oriented health care units.

Generally Accepted Accounting Principles

Generally accepted accounting principles (GAAP) for hospitals and other health care organiza-
tions have evolved through the efforts of two industry professional associations, the American
Hospital Association (AHA) and the Health Care Financial Management Association (HFMA),
and the American Institute of Certified Public Accountants (AICPA). The AICPA Accounting
and Audit Guide, Health Care Organizations, updated in 2013, incorporates FASB ASC 958-
605 and FASB ASC 958-205 that were described in the previous chapter. Additionally, the
guide incorporates FASB ASC 954, which is the codification of FASB standards applicable to
health care entities. This guide is currently the principal source of accounting guidelines for
private and governmental health care entities.

Governmental hospitals or health care providers are considered special purpose govern-
ments engaged in business-type activities for purposes of applying GASB Statement No. 34. As
such, health care entities report as enterprise funds. And, they may elect to apply all FASB state-
ments and interpretations issued after November 30, 1989, except those that conflict with or
contradict GASB pronouncements.6

Funds

With the many restrictions resulting from donations, endowments, insurance company contracts,
and government regulations for reimbursement, the activities of a health care provider have tradition-
ally been accounted for using fund accounting.7 Health care entities employ two classes of funds:

1. General funds, which account for resources available for general operations, with no restric-
tions placed upon those resources by an outsider, and other exchange transactions including

6
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6 GASB Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained in Pre-
November 30, 1989 FASB and AICPA Pronouncements, incorporated into GASB authoritative literature FASB
statements and interpretations issued before November 30, 1989, that did not conflict with or contradict GASB
pronouncements.

7 Most hospitals have traditionally used the fund structure described in this chapter. However, other health care
entities, such as health maintenance organizations, nursing homes, and home health care agencies may find it
unnecessary to use fund accounting.

995Chapter 19 ACCOUNTING FOR NOT-FOR-PROFIT COLLEGES AND UNIVERSITIES AND HEALTH CARE ORGANIZATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



resources from government grants and subsidies, tax support, and reimbursements from
insurance contracts.

2. Donor-restricted funds, which account for temporarily and permanently restricted resources.
This class is subdivided into:

a. Specific purpose funds, which account for donor-restricted resources temporarily restricted
for current but specified operations.

b. Plant replacement and expansion funds, which account for resources temporarily restricted
by the donor for the acquisition, construction, or improvement of property, plant, and
equipment.

c. Endowment funds, which account for resources that are received to create permanently
restricted endowments (whose income only may be expended) and temporarily restricted
term endowments (whose principal eventually will become available for expenditure).

d. Other donor-restricted funds such as annuities, life income funds, or loan funds.

Each fund consists of a set of self-balancing accounts designed to reflect activities within its
domain. Although the FASB guidance on accounting and financial reporting represents a shift
away from fund accounting to an organization-wide perspective, health care organizations con-
tinue to use some form of fund accounting for internal management and reporting. Some may
even choose to continue to include information on funds in the external financial reports. To
demonstrate the organization-wide emphasis on accounting and financial reporting and to sim-
plify the presentation, the following discussion assumes no fund structure.

Classification of Assets and Liabilities

Assets of a health care provider comprise three distinct segments: current assets, assets whose use
is limited, and property and equipment. Assets and liabilities are sequenced by liquidity and are
classified as current or noncurrent according to GAAP.

Assets whose use is limited include assets set aside by the governing board for a specific pur-
pose, sometimes referred to as board-designated assets. For example, the board may authorize
that $10,000 be set aside for capital improvements, which would be recorded as follows:

Cash—Limited in Use for Capital Expansion . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Since the limitation on these assets is internal, they remain unrestricted since ‘‘restrictions’’
can only be created by outside sources. This segment also includes assets resulting from an
operational agreement entered into by the board, such as the proceeds of a bond issue limited in
use as stipulated by the bond indenture. Assets set aside to provide for self-insurance or to meet
depreciation fund requirements with third-party payors belong to this segment as well.

Property and equipment include the physical properties used in operations, along with their
accumulated depreciation. Current liabilities may include accounts and notes payable, deposits from
patients, and advances from and amounts payable to third-party payors. Long-term liabilities may
include notes, mortgages, capital leases, bond payables, and estimated malpractice costs. The net
assets of the entire health care organization (which represents the difference between assets and liabil-
ities) are divided into three classes—permanently restricted net assets, temporarily restricted net
assets, and unrestricted net assets—based on the existence or absence of donor-imposed restrictions.

Classification of Revenues, Expenses, Gains, and Losses

Revenues, expenses, gains, and losses increase or decrease the net assets of a health care entity.
Other events, such as expirations of donor-imposed restrictions, that simultaneously increase
one class of net assets and decrease another (reclassifications) are reported as separate items. Reve-
nues and gains may increase unrestricted net assets, temporarily restricted net assets, or perma-
nently restricted net assets. Expenses reduce unrestricted net assets.

Revenues and expenses are considered operating if they relate to the principal activity of
providing health care services. Revenues, expenses, gains, or losses from activities that are inci-
dental to the providing of health care services or from events beyond the entity’s control are
classified as nonoperating.

7
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Hospital payment systems have changed significantly in recent years. The systems include
fees based on diagnosis-related groups (DRGs), capitation premiums (paid per member, per
month), fees based on negotiated bids, and cost-reimbursement methods. Some payments are estab-
lished prospectively (in advance of service delivery) at fixed amounts. Other payment rates may
be based on interim billing amounts, subject to retrospective (after the accounting period ends)
adjustment. Medicare generally pays hospitals prospectively, based on DRGs. Under the DRG
system, all potential diagnoses are classified into a number of medically meaningful groups,
each of which has a different value. Each hospital in a specific geographical region receives the
same amount for each DRG, depending on whether the hospital is classified as urban or rural,
and teaching or nonteaching. The thinking behind the DRG system is that a hospital that is
more efficient will benefit because it may keep any reimbursement in excess of cost.

Under capitation agreements with health management organizations (HMOs), hospitals gen-
erally receive agreed-upon monthly premiums based on the number of participants in the HMO.
In exchange, the hospitals agree to provide all medical services to the HMO’s subscribers. The
hospitals will receive the capitation payment regardless of the actual services they perform. The
hospitals may also receive fees from the HMO for certain services. Other payment methods
include prospectively determined rates per discharge, prospectively determined daily rates, and
discounts from established charges. When rates are determined retrospectively, the hospital is gen-
erally required to submit audited cost reports with detail on allowable costs. Retrospective adjust-
ment can result in either an increase or a decrease to the rates allowed for interim billing purposes.

The following operating revenues classifications are used in health care:

1. Patient Service Revenues, the major revenue account for a hospital, in which the gross revenues
earned are recorded on an accrual basis at established rates for:

a. Routine services (room and board, general nursing, and home health care).
b. Other nursing services (in operating, recovery, and delivery rooms).
c. Professional services (physician’s care, lab work, pharmacy, blood bank, radiology, dialy-

sis, and physical therapy).

2. Premium Revenues, based on fees from agreements under which a hospital or HMO has
agreed to provide any necessary patient services for a specific fee, e.g., a capitation agreement
whereby the HMO receives an agreed-upon payment from another HMO for a specific
number of members per month regardless of actual services.

3. Resident Service Revenues, the major revenue account for a nursing home or continuing care
retirement community. It records rental fees earned from residents or amortization of their
advance payment of fees.

4. Other Operating Revenues, which records revenue from services other than health care pro-
vided to patients and residents. Also recorded is revenue from sales or services to persons
other than patients. Thus, Other Operating Revenues would include:

a. Revenues from educational programs, such as nursing school tuition.
b. Revenues from specific-purpose contributions.
c. Revenues from government grants to the extent that the related expenditures are

included in operations. Grants that may be refundable if provisions that are not met are
recorded as a liability. As expenses are incurred, a matching portion of the grant is
recorded from liabilities and recognized as current-period revenue.

d. Revenues from sales of medical or pharmacy supplies to employees or physicians.
e. Revenues from sale of cafeteria meals to employees, medical staff, and visitors.
f. Revenues from snack bars, gift shops, parking lots, and other service facilities.

The control account Nonoperating Revenues records revenue not related directly to an
entity’s principal operations. These items are primarily financial in nature and include unre-
stricted and donor-restricted pledges, gifts, or grants, unrestricted income from endowment
funds, maturing of term endowment funds, income and gains from investments, and gains on
sales of hospital property. Investments are reported at fair value with both realized and unre-
alized gains included as part of nonoperating revenue.

Patient Service Revenues is initially recorded at the hospital’s gross (established) rates. A third-party
payor, such as Blue Cross, HMOs, Medicare, or Medicaid, may reimburse a hospital on the basis of
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predetermined amounts that are less than the original gross charges for described services. The differ-
ence between the gross revenue and the amount expected to be collected from the third-party payors
is referred to as the contractual adjustment. It is deducted from the gross patient service revenue prior
to preparing the financial statements. A credit is made to an allowance account in order to reduce the
receivables to net expected. Also deducted from gross revenue are adjustments for services provided as
courtesy allowances granted to hospital employees. Not-for-profit hospitals also provide care without
charge (charitable services) to persons who have demonstrated an inability to pay. Each hospital is
required to establish criteria for charity care consistent with its mission statement and financial ability.
Charity services are not reported as revenues or as receivables in the financial statements. Hospitals
may, however, initially record the patient services charges because of an initial lack of knowledge that
an account qualifies as charity service and the need to disclose the level of charity service. Under these
circumstances, the charity care amount is recorded as contra revenue with a credit to an allowance
account to reduce the receivable similar to the contractual adjustment. Since charity care represents
health care services that are provided but are never expected to result in cash flows, it is distinguished
from bad debts. Other uncollectible amounts are reported as bad debt expense.8 The objective of
grouping these items is to be able to show accurate net patient service revenue, an expense for uncollec-
tibles, and net receivables on the financial statements. Illustrative entries are as follows:

Patient Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Patient Service Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Contractual Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Allowance for Uncollectible Third-Party Contracts and Charity . . . . . . . . . . . . . . . XXX

Provision for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Allowance for Uncollectible Third-Party Contracts and Charity . . . . . . . . . . . . . . . XXX

Charity Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Payments made to a health care unit by third parties include reimbursement for deprecia-
tion. Often, this portion of the payment is limited in use to replacing or adding to property,
plant, or equipment. Total billings are included in revenue of the general funds to permit
matching of total revenues and expenses. When collected, the specified portion is transferred to
a special account with the following entry:

Cash—Assets Whose Use Is Limited by Agreement with
Third-Party Payors for Funded Depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Titles given to operating expenses of a health care facility may differ, depending upon the
nature of the facility’s activities. Expenses may be reported on the face of the financial state-
ments using either a natural classification or a functional presentation. Functional allocations
are to be based on full cost allocations. The following functional expense categories are common
to many health care organizations:

1. Nursing Services Expense, for the cost of nursing services directly related to the patient or
resident.

2. Other Professional Services Expense, for professional services indirectly related to the
patient or resident, such as lab fees or pharmacy costs. Note that some hospitals combine
the two accounts Nursing Services Expense and Other Professional Services Expense into
one account labeled Professional Care of Patients Expense.

8 Per GASB Statement No. 34 Par 100 Footnote 41, governmental entities should report revenue net of discounts
and allowances. Therefore, governmental hospitals and health care providers should report the provision for
bad debts as a deduction from revenue and not as a separate expense. In addition, per ASC 954-605-45-4,
nonprofit and for profit health providers that do not assess patients ability to pay prior to treatment (i.e., a hospi-
tal with an emergency room), shall report the provision for bad debt expense as a deduction from revenue and
not as a separate expense.
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3. General Services Expense, for costs of the cafeteria, food service, and housekeeping. Where
food services constitute a major cost, some hospitals prefer to segregate them into the
account Dietary Services Expense.

4. Fiscal Services Expense, for admitting, data processing, billing, and accounting costs.

5. Administrative Services Expense, for purchasing, public relations, insurance, taxes, and per-
sonnel costs.

6. Other Services.

7. Malpractice Insurance Expense, if not already allocated.

8. Depreciation Expense, if not already allocated.

9. Interest Expense, if not already allocated.

10. Provision for Bad Debts, if not already allocated.

For example, salaries expense is often recorded and allocated to the first six functional
expense accounts at year-end. The statement of activities (operating statement) would show the
total for each service, such as Nursing Services Expense, but not the nature of that total (salaries,
supplies, etc.). The footnotes to the financial statements provide detail on the natural classifica-
tions of the expense, such as salaries, supplies, etc.

Accounting for Donations/Contributions Received

Health care entities may receive gifts or donations that meet the definition of an unconditional con-
tribution. These contributions may be unrestricted as to use or may be limited to a specific use.
Unrestricted contributions are recognized at fair value with a credit to Other Operating Revenues—
Unrestricted, or Nonoperating Revenues—Unrestricted, depending on whether these contributions
are deemed to be ongoing major or central activities, or peripheral or incidental transactions.

Bequests and gifts restricted by the donor to be used for (1) specific operating purposes, (2) addi-
tions to plant, (3) endowments, or (4) annuities or life incomes are recorded when received at their
fair value with a credit to Revenues (other operating or nonoperating)—Temporarily Restricted or
Revenues (other operating or nonoperating)—Permanently Restricted. When expenditures are made
consistent with the donor’s stipulation, or when term endowments become available, a reclassification
is made from the temporarily restricted net asset category to an unrestricted net asset category. Should
resources from expired term endowments be restricted further, for example, to purchase equipment,
they will remain in the temporarily restricted net asset category. Resources temporarily restricted for
the purchase or construction of property, plant, and equipment may be released from restriction
either in the period the asset is placed into service or over its useful life. Donor-restricted contribu-
tions in which the restriction will be met in the current period may be classified as unrestricted reven-
ues. Some promises to give are conditional and will not be recognized until the condition is met.

Activities of health care providers are enhanced by volunteers who donate their time and
abilities. Donated services must be recognized if the services received (1) create or enhance non-
financial assets or (2) require specialized skills, are provided by individuals possessing those skills
who are scheduled and supervised in much the same way as employees, and would typically
need to be purchased if not contributed. Services provided by doctors, nurses, and other profes-
sionals in a health care entity may meet the above criteria. Incidental services provided by other
volunteers for such things as fund raising or other activities that would not otherwise be staffed
by employees would not meet the criteria. For example, most voluntary service by senior citi-
zens, candy stripers, and others is not recorded. When an institution is operated by a religious
group whose members receive token payment or no payment at all, the value of donated services
should be charged to the proper expense account and credited to Other Operating Revenues or
Nonoperating Revenues depending on the nature of the donated services.

Professional Care of Patients Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
Other Revenues—Donated Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Donated items may also be unrestricted or restricted. Examples of donated items in a health
care entity are laboratory and pharmaceutical supplies donated by drug companies or associations
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of doctors; donated property, plant, and equipment; and contributed use of facilities. Donated
items are recognized at fair value with a credit to Other Operating Revenues—Unrestricted or
Nonoperating Revenues—Unrestricted, depending on whether the donations constitute the
entity’s ongoing major or central operations or are peripheral or incidental transactions. If donated
items have a donor-specified use, they may be temporarily restricted until they are used for their
intended purpose. Unrestricted donations of property are recognized as Nonoperating
Revenues—Unrestricted. If donations of property are donor restricted, the same entry is made
but with a credit to temporarily or permanently restricted revenues.

Medical Malpractice Claims

Settlements and judgments on medical malpractice claims constitute a potential major expense
for hospitals. The current environment in relation to medical malpractice claims has caused
insurance companies to raise premiums to health care providers dramatically or to limit the
amount of risk they are willing to insure. To find a health care provider that is fully insured
against medical malpractice losses is a rarity. Many have dropped their malpractice insurance or
have adopted other approaches for protection. Some pay losses as they occur. Others establish
trust funds with a trustee.

Whether expenses and liabilities need to be recognized on malpractice claims depends on
whether risk has been transferred by the hospital to the third-party insurance company or to
public entity risk pools. FASB ASC 954-450-25-2 stipulates that:

The ultimate costs of malpractice claims, which include costs associated with litigating or
settling claims, should be accrued when the incidents that give rise to the claims occur. If the
health care entity has not transferred risk to an external third party, it should evaluate its expo-
sure to losses arising from malpractice claims and recognize a liability, if appropriate.

The basic rule applies whether or not claims for incidents occurring before the balance sheet
date [incurred but not reported (IBNR)] have been asserted. An estimate must be made for
losses on IBNR claims if it is probable that incidents have occurred and that losses will result.
Historical experience of both the hospital and the health care industry are often used in estimating
the probability of IBNR claims. If the health care provider is covered by insurance, the premiums
applicable to the reporting period are expensed. The entry to record payment of insurance
premiums is as follows:

Medical Malpractice Costs (or administrative services expense) . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

The entry to record an amount for estimated claim costs for the reporting period not cov-
ered by the insurance arrangement is as follows:

Medical Malpractice Costs (or administrative services expense) . . . . . . . . . . . . . . XXX
Estimated Additional Malpractice Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

Although hospitals report expenses on a functional basis by major program area, the medical
malpractice costs are sometimes segregated from the other administrative services costs to
emphasize their critical nature.

As a result of the large settlements granted in malpractice cases, some health care organiza-
tions became self-insured, establishing a trust account with an outside trustee that determines
funding requirements. Two entries are necessary. The first establishes the estimated claim costs
and liability as follows:

Medical Malpractice Costs (or administrative services expense) . . . . . . . . . . . . . . XXX
Estimated Malpractice Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX
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The second entry records the contribution to the trustee as follows:

Cash—Limited in Use Under Malpractice Funding Arrangement . . . . . . . . . . . . . . XXX
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

The amount in the trust account is reported in the balance sheet as an asset whose use is lim-
ited. Claims expected to be paid during the next operating cycle are classified as current liabili-
ties, while the remainder of the liability balance is shown as noncurrent.

Whether the health care provider is covered by insurance, pays losses as they occur, or has a
trust fund arrangement, the amount of the expense should reflect the best estimate of ultimate
costs of malpractice claims related to incidents that occurred during the reporting period.

Illustrative Entries

To illustrate the recording of events for a hospital, the year’s affairs of Columbia Hospital are
summarized next. The illustrative entries employ broad categories of control accounts and natu-
ral expense classification that are allocated to the functional categories at year-end.

Event Entry

1. Gross charges to patients are for: Accounts Receivable . . . . . . . . . . . . . . . . . . . . . 5,200,000
Patient Service Revenues . . . . . . . . . . . . . . . . 5,000,000

Daily patient services. . . . . . . . . . . . . . . . $3,200,000 Other Operating Revenues—Unrestricted. . . 200,000
Other nursing services . . . . . . . . . . . . . . . 500,000
Professional services . . . . . . . . . . . . . . . . 1,300,000
Other nonmedical services . . . . . . . . . . . 200,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,200,000

2. Estimates are made for: Provision for Bad Debts . . . . . . . . . . . . . . . . . . . 22,000
Contractual Adjustments . . . . . . . . . . . . . . . . . . 380,000

Contractual adjustments . . . . . . . . . . . . . $ 380,000 Allowance for Uncollectible Receivables
and Third-Party Contractual
Adjustments . . . . . . . . . . . . . . . . . . . . . . . . 402,000

Uncollectibles . . . . . . . . . . . . . . . . . . . . . 22,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 402,000

3. An analysis of accounts receivable shows: Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,800,000
Allowance for Uncollectible Receivables

and Third-Party Contractual
Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000

Cash collected. . . . . . . . . . . . . . . . . . . . . $3,800,000
Contractual adjustments with

third-party payors . . . . . . . . . . . . . . . . 200,000 Accounts Receivable . . . . . . . . . . . . . . . . . 4,090,000
Uncollectibles . . . . . . . . . . . . . . . . . . . . . 90,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,090,000

4. The hospital determined that $200,000 of the services
were to patients who met hospital criteria for charity
care.

Charity Services . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . 200,000

5. Inventory purchases amounted to $700,000; payments
totaled $690,000.

Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 690,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . 10,000

(continued)

10
O B J E C T I V E

Account for transactions of

governmental and private

health care service providers.

1001Chapter 19 ACCOUNTING FOR NOT-FOR-PROFIT COLLEGES AND UNIVERSITIES AND HEALTH CARE ORGANIZATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Event Entry

6. Drugs and supplies costing $720,000 are requisitioned. Drugs and Supplies Used . . . . . . . . . . . . . . . . . . . 720,000

Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720,000

7. Salaries earned (ignore payroll deductions) amounted to

$3,000,000, of which $2,950,000 is paid.

Wages, Salaries, and Benefits . . . . . . . . . . . . . . . 3,000,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,950,000

Accrued Expenses . . . . . . . . . . . . . . . . . . . . . . . 50,000

8. Outside professional fees of $300,000 are paid. Purchased Services . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

9. Jacob Pharmaceutical Co. donated $2,000 of medicines

to Columbia Hospital. Such contributions constitute a

major ongoing activity of the hospital. If not donated,

these medicines would have to be purchased.

Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Other Operating Revenues—Unrestricted

(contributions) . . . . . . . . . . . . . . . . . . . . . . . . 2,000

10. Unrestricted earnings from long-term investments totaled

$540,000.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 540,000

Nonoperating Revenues—Unrestricted

(investment earnings). . . . . . . . . . . . . . . . . . . 540,000

11. Payments are made on: Current Installment of Long-Term Debt . . . . . . . . . . 80,000

Notes Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Current installment of long-term debt. . . . . $ 80,000 Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000

Notes payable . . . . . . . . . . . . . . . . . . . . . 200,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 346,000

Interest expense. . . . . . . . . . . . . . . . . . . . . 66,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . $346,000

12. A donor promised to give Columbia $50,000 annually

for each of the next four years (recorded at present

value).

Contributions Receivable . . . . . . . . . . . . . . . . . . . 165,606

Nonoperating Revenues—Unrestricted

(contributions) . . . . . . . . . . . . . . . . . . . . . . . . 165,606

13. The hospital was recently served with a malpractice

lawsuit. A prominent local trial attorney decided to assist

in the defense of the hospital. Normal fees are $150 per

hour. A total of 100 hours were devoted to the case.

Purchased Services . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Nonoperating Revenues—Unrestricted

(contributions) . . . . . . . . . . . . . . . . . . . . . . . . 15,000

14. Equipment costing $110,000 is purchased for cash. Property and Equipment . . . . . . . . . . . . . . . . . . . . 110,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000

15. Depreciation expense provision for the year is $400,000. Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . 400,000

Accumulated Depreciation . . . . . . . . . . . . . . . . 400,000

16. The current portion of long-term debt is reclassified as

current from:

Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Mortgage Note Payable . . . . . . . . . . . . . . . . . . . . 30,000

Current Installment of Long-Term Debt . . . . . . . . 80,000

Bonds payable . . . . . . . . . . . . . . . . . . . . . $50,000

Mortgage note payable . . . . . . . . . . . . . . 30,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . $80,000

17. Professional services donated to the hospital were

recognized:

Wages, Salaries, and Benefits . . . . . . . . . . . . . . . 20,000

Other Operating Revenues—Unrestricted

(contributions) . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Nursing services . . . . . . . . . . . . . . . . . . . . $17,000

Other professional medical services . . . . . 3,000

18. A provision for medical malpractice costs of $450,000 is

recorded. The hospital is self-insured.

Medical Malpractice Costs . . . . . . . . . . . . . . . . . . 450,000

Estimated Malpractice Liability . . . . . . . . . . . . . 450,000
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Event Entry

19. A malpractice self-insurance trust at Third Bank is increased

by $230,000.

Cash—Limited in Use Under Malpractice

Funding Arrangement . . . . . . . . . . . . . . . . . . . . . 230,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,000

20. Third-party payor reimbursements of $250,000 are to be

set aside for plant replacement.

Cash—Limited in Use by Agreement with

Third-Party Payors for Plant . . . . . . . . . . . . . . . . . 250,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

21. Columbia received $50,000 cash from a donor to cover

operating costs of the student nursing unit.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Other Operating Revenues—Temporarily

Restricted (contributions) . . . . . . . . . . . . . . . . . 50,000

22. Investment earnings are received in the amount of

$75,000 restricted for cancer research.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Nonoperating Revenues—Temporarily

Restricted (investment earnings) . . . . . . . . . . . . 75,000

23. A $500,000 donation made to Columbia Hospital for

investments in long-term securities as a pure endowment.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

Nonoperating Revenues—Permanently

Restricted (endowment contributions) . . . . . . . 500,000

24. Securities were purchased. Endowment Investments. . . . . . . . . . . . . . . . . . . . . . 500,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

25. A term endowment expired. The $150,000 principal is

now available for use by the hospital administration.

Reclassifications Out—Temporarily Restricted—

Satisfaction of Time Restriction. . . . . . . . . . . . . . . 150,000

Reclassifications In—Unrestricted—

Satisfaction of Time Restriction . . . . . . . . . . . 150,000

26. Receipts of $200,000 and an unconditional promise to

give $100,000 were recorded. Gifts were to be used

for operating room equipment.

Contributions Receivable. . . . . . . . . . . . . . . . . . . . . 100,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Other Operating Revenues—Temporarily

Restricted (contributions) . . . . . . . . . . . . . . . . . 300,000

27. Operating room equipment was purchased. The hospital

elects to release the donor restriction over the useful life

of the asset.

Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

28. The first-year depreciation on the above operating

equipment was recorded.

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . 40,000

Accumulated Depreciation . . . . . . . . . . . . . . . . . 40,000

29. The expiration of the donor restriction on the fixed asset is

recognized by reclassifying from temporarily restricted to

unrestricted. This reclassification ‘‘matches’’ the

depreciation expense.

Reclassifications Out—Temporarily Restricted—

Satisfaction of Plant Acquisition

Restrictions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

Reclassifications In—Unrestricted—

Satisfaction of Plant Acquisition

Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

30. A $400,000 grant from a local manufacturer to be used

for a patient nutritional study was received. Results of the

study will be used to educate the public, not for the benefit

of the donor.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

Other Operating Revenues—Temporarily

Restricted (contributions) . . . . . . . . . . . . . . . . . 400,000

31. Expenses were incurred for the patient nutritional study.

Donor restrictions are expired to match specified

expenses.

A reclassification entry records the expiration of donor

restrictions.

Wages, Salaries, and Benefits . . . . . . . . . . . . . . . . 25,000

Drugs and Supplies Used. . . . . . . . . . . . . . . . . . . . . 10,000

Purchased Services . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Reclassifications Out—Temporarily Unrestricted—

Satisfaction of Program Restrictions . . . . . . . . . . . 50,000

Reclassifications In—Unrestricted—

Satisfaction of Program Restrictions . . . . . . . 50,000

(continued)

1003Chapter 19 ACCOUNTING FOR NOT-FOR-PROFIT COLLEGES AND UNIVERSITIES AND HEALTH CARE ORGANIZATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Event Entry

32. At year-end, Columbia allocates natural expenses to the

functional areas based upon which program they

benefited when incurred.

Nursing Services . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,774,000

Other Professional Services . . . . . . . . . . . . . . . . . . . 1,240,000

General Services . . . . . . . . . . . . . . . . . . . . . . . . . . . 995,000

Fiscal Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 283,000

Administrative Services . . . . . . . . . . . . . . . . . . . . . . 791,000

Wages, Salaries, and Benefits . . . . . . . . . . . . . . 3,045,000

Drugs and Supplies Used. . . . . . . . . . . . . . . . . . . 730,000

Purchased Services . . . . . . . . . . . . . . . . . . . . . . . 330,000

Medical Malpractice Costs . . . . . . . . . . . . . . . . . 450,000

Depreciation Expense . . . . . . . . . . . . . . . . . . . . . 440,000

Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000

Provision for Bad Debts . . . . . . . . . . . . . . . . . . . . 22,000

33. Closing entries. Each class of net assets is closed

separately.

Patient Service Revenues—Unrestricted . . . . . . . . . 5,000,000

Other Operating Revenues—Unrestricted. . . . . . . . 222,000

Nonoperating Revenues—Unrestricted. . . . . . . . . . 720,606

Reclassifications In—Unrestricted—Satisfaction

of Equipment Acquisition Restrictions . . . . . . . . . 40,000

Reclassifications In—Unrestricted—Satisfaction

of Time Restrictions . . . . . . . . . . . . . . . . . . . . . . . 150,000

Reclassifications In—Unrestricted—Satisfaction

of Program Restrictions . . . . . . . . . . . . . . . . . . . . 50,000

Charity Care . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Contractual Adjustments . . . . . . . . . . . . . . . . . 380,000

Nursing Services . . . . . . . . . . . . . . . . . . . . . . . 1,774,000

Other Professional Services . . . . . . . . . . . . . . . 1,240,000

General Services . . . . . . . . . . . . . . . . . . . . . . . 995,000

Fiscal Services . . . . . . . . . . . . . . . . . . . . . . . . . 283,000

Administrative Services . . . . . . . . . . . . . . . . . . 791,000

Unrestricted Net Assets . . . . . . . . . . . . . . 519,606

Other Operating Revenues—Temporarily

Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000

Nonoperating Revenues—Temporarily

Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Equipment

Acquisition Restrictions. . . . . . . . . . . . . . . . . 40,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Time

Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

Reclassifications Out—Temporarily

Restricted—Satisfaction of Program

Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Temporarily Restricted Net

Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 585,000

Nonoperating Revenues—Permanently

Restricted Endowment Contributions . . . . . . . . . . 500,000

Permanently Restricted Net

Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
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Financial Statements of a Private Health Care Provider

The financial statements of a private health care provider include a statement of activities, which
presents organization-wide totals for changes in unrestricted net assets, temporarily restricted
net assets, and permanently restricted net assets. The form is straightforward, showing operating
revenues minus operating expenses as an increase (decrease) in net assets from operations. The
nonoperating revenues are added to this amount. Expenses are reported using functional classi-
fications. Further information on natural classifications of expenses is a suggested footnote dis-
closure. The results of only one year’s activities are shown in Illustration 19-7.

Illustration 19-7
Columbia Hospital

Statement of Activities
For Year Ended December 31, 2019

Unrestricted
Temporarily
Restricted

Permanently
Restricted Total

Revenues, gains, and other support:
Patient service revenues (net of adjustments) . . . . . . . . . $ 4,420,000 $ 4,420,000
Other operating revenues . . . . . . . . . . . . . . . . . . . . . . . 222,000 $ 750,000 972,000
Net assets released from restrictions:

Satisfaction of program restrictions . . . . . . . . . . . . . . 50,000 (50,000) 0
Satisfaction of equipment acquisitions restrictions . . . 200,000 (200,000) 0
Expiration of time restrictions . . . . . . . . . . . . . . . . . . . 150,000 (150,000) 0

Total operating revenues and other support . . . . . . $ 5,042,000 $ 350,000 $ 5,392,000

Expenses and losses:
Nursing services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,774,000 $ 1,774,000
Other professional services . . . . . . . . . . . . . . . . . . . . . . 1,240,000 1,240,000
General services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 995,000 995,000
Fiscal services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 283,000 283,000
Administrative services . . . . . . . . . . . . . . . . . . . . . . . . . 791,000 791,000

Total expenses and losses . . . . . . . . . . . . . . . . . . . $ 5,083,000 $ 5,083,000

Increase (decrease) in net assets from operations . . . $ (41,000) $ 350,000 $ 309,000

Nonoperating revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . $ 720,606 $ 75,000 $ 500,000 $ 1,295,606

Increase (decrease) in net assets . . . . . . . . . . . . . . . $ 679,606 $ 425,000 $ 500,000 $ 1,604,606
Net assets at beginning of year . . . . . . . . . . . . . . . . 4,538,000 879,000 3,560,000 8,977,000

Net assets at end of year . . . . . . . . . . . . . . . . . . . . . . $5,217,606 $1,304,000 $4,060,000 $10,581,606

In addition to the statement of activities, a private health care organization provides a state-
ment of financial position and a statement of cash flows. The statement of financial position,
shown in Illustration 19-8, includes assets and liabilities of all funds. The sequence begins with
current assets, assets whose use is limited, property and equipment, and possibly other assets.
Also shown are the current and other liabilities of the organization and the three classes of net
assets, which represent the equity of the hospital.

The statement of cash flows, shown in Illustration 19-9, follows FASB ASC 230 that
encourages the use of the direct method to present cash flows, although it does accept the indir-
ect method. FASB ASC 958-230-15 states that the provisions of FASB ASC 230 also should be
applied to not-for-profit health care entities amended to include among the list of cash inflows
from financing activities receipts from contributions and investment income that by donor sti-
pulation are restricted for the purpose of acquisition, construction, improving property, plant,
and equipment, or other long-lived assets, or establishing or increasing a permanent endow-
ment or term endowment.
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Illustration 19-8
Columbia Hospital

Statement of Financial Position
As of December 31, 2019

Assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 735,000
Accounts and interest receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 908,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 81,000
Contributions receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 265,606
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Assets restricted to investment in land, buildings, and equipment . . . . . . . . . . . . 445,000
Assets limited in use under malpractice funding agreement . . . . . . . . . . . . . . . . 440,000
Property, plant, and equipment (net of depreciation) . . . . . . . . . . . . . . . . . . . . . 5,250,000
Long-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 540,000
Endowment investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,060,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $13,124,606

Liabilities and net assets:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 53,000
Current installments of long-term debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Accrued expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Estimated malpractice costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 640,000
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,170,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,543,000

Net assets:
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,217,606
Temporarily restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,304,000
Permanently restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,060,000

Total net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,581,606

Total liabilities and net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $13,124,606

Governmental Health Care Organizations

Governmental health care organizations are classified as special purpose governments engaged
only in business-type activities. As such, they will present the financial statements required for
organizations that use proprietary fund accounting. Many government health care organizations
are also component units of another government, e.g., a university hospital, county health care
organization or hospital, and state hospitals. If these organizations issue separate financial state-
ments, the notes will identify the primary government and describe the nature of the relation-
ship with the primary government. The financial statements required for government health
care organizations include a statement of net assets (or balance sheet), a statement of revenues,
expenses, and changes in net assets, and a statement of cash flows (direct method). These state-
ments are similar to the balance sheet and operating statements illustrated for the private health
care organizations and are not illustrated in this chapter. The statement of cash flows has four
parts and follows governmental requirements for an additional section on cash flows from
noncapital-related financing activities, such as unrestricted gifts, investment income, and gifts
restricted for future periods.
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Illustration 19-9
Columbia Hospital

Statement of Cash Flows
For Year Ended December 31, 2019

Cash flows from operating activities:
Cash received from patients and third-party payors . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,800,000
Cash received from contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Interest and dividends received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 615,000
Cash paid to employees and suppliers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,990,000)
Interest paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (66,000)

Net cash provided by (used for) operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 809,000

Cash flows from investing activities:
Purchases of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (500,000)
Purchases of land, buildings, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (310,000)

Net cash provided by (used for) investing activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (810,000)

Cash flows from financing activities:
Payments on notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (200,000)
Payments on long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (80,000)
Contributions received restricted for endowment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Contributions received restricted for property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000

Net cash provided by (used for) financing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 420,000

Net increase (decrease) in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 419,000
Cash and cash equivalents at beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 316,000

Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 735,000

Reconciliation of change in net assets to net cash provided by (used for) operating activities:
Change in net assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,604,606
Adjustments to reconcile change in net assets to net cash provided by (used for) operating activities:

Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440,000
Increase in accounts receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (798,000)
Increase in contributions receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (265,606)
Decrease in inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Increase in accounts payable and accrued liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Contributions received restricted for endowment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (500,000)
Contributions received restricted for property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000)
Increase in liability for estimated malpractice costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000

Net cash provided by (used for) operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 809,000

R E F L E C T I O N
� Private health care organizations follow FASB standards.

� Governmental health care organizations will report as special purpose governments

engaged in business-type activities and, as such, follow FASB standards.
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� Contractual agreements and charity care are reductions from patient services revenue.

The provision for bad debts is generally recorded as an expense for nonprofits and as a

reduction from patient services revenue for governmental hospitals.

� Many health care organizations use fund accounting for internal control and decision

making, but funds are not required in the external financial reports.

UNDERSTANDING THE ISSUES

1. What measurement focuses (identifying which resources are being measured) and
bases of accounting (identifying when the effects of transactions or events should be
recognized) are used by public and not-for-profit colleges and universities? How
might the two measurement focuses benefit financial reporting for such entities?

2. Explain the accounting for contributions (of cash, pledges, or investments that may
be converted into cash) for a private university. How does this accounting for contri-
butions differ from that of a public university?

3. Explain how restricted gifts and grants are accounted for by public colleges and uni-
versities. Compare this with the accounting for restricted gifts and grants by private
colleges and universities.

4. Distinguish assets limited as to use from restricted assets.

5. Explain a hospital’s rigid adherence to gross revenue determination.

6. What is the special concern over accounting for medical malpractice claims? How
does accounting for such claims compare to accounting for contingencies in a for-
profit business environment?

EXERCISES

Exercise 1 (LO 3) Private university, contributions. Indicate with choices (a) through
(f ) how the following events are recorded in a private university:

a. Credit Contributions—Unrestricted
b. Credit Contributions—Temporarily Restricted
c. Credit Contributions—Permanently Restricted
d. Credit Refundable Deposits
e. Credit Fund Balance
f. No entry

1. Receipt of an unconditional cash contribution.

2. Receipt of cash to be used for a specific purpose.

3. Receipt of an unconditional promise to give.

4. Receipt of an unconditional promise to give over a 5-year
period.

5. Receipt of investments that are to be used to set up an
endowment with earnings available for operations.
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6. Receipt of a fixed asset with donor-specified use for an
outreach program.

7. Receipt of a conditional promise to give.

8. Receipt of a fixed asset with no donor restriction.

9. Receipt of free accounting services.

10. Receipt of time of volunteers who helped with fund-
raising mailings.

11. Receipt of a cash contribution to be used next year for
general operations at the discretion of management.

12. Receipt of a cash contribution to be used next year for a
research project.

13. Receipt of cash as part of a government grant funding a
cancer research project. A report with research results will
be prepared for the government funding agency.

14. Receipt of a cash contribution to be used for acquisition
of fixed assets.

15. Receipt of a permanent collection of geography maps that
will be displayed to the public.

Exercise 2 (LO 1, 3, 4) Public and private universities, grants, contributions.

Record the following events that affect (1) Public University and (2) Private University:

a. A private grant of $200,000 was received to be used exclusively for defraying costs of holding
conferences on the topic of genes.

b. By year-end, $110,000 of the grant mentioned in item (a) had been applied to the purpose
stipulated.

c. The grant provided that amounts not awarded by year-end are to be transferred to the
endowment fund. The liability to that fund is recorded.

d. An alumnus, who was a former athlete, contributed $15,000 to assist in the search for
a basketball coach.

Exercise 3 (LO 1, 2, 3, 4) Private universities, operating activities. Record the
following operating activities:

1. Student fees of $600,000 were assessed, of which $575,000 has been collected and $4,000 is
estimated to be uncollectible.

2. The bookstore operates in rented space and is run on a break-even basis. Revenues totaled
$100,000, of which 80% was collected to date. Salaries of $35,000 and rent of $10,000 are
paid. Other operating expenses amount to $60,000, of which $15,000 has not been paid.

3. A mandatory transfer of $75,000 was made for a payment due on the gymnasium building
mortgage.

4. The Student Aid Committee report showed the following:

Cash scholarships issued. . . . . . . . . . . . . . . . $25,000
Remission of tuition . . . . . . . . . . . . . . . . . . . . 10,000

5. A check for $10,000 and a pledge for $4,500 are received from the local medical society to
cover part of the cost of research on drug effects, one of the university’s educational pro-
grams. The educational programs will be conducted and paid for in the next fiscal period.

6. The endowment fund received a check for $12,000 of interest on investments. The pre-
mium amortization on the investment is $240. The unrestricted current fund is the recipient
of the income.
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Exercise 4 (LO 1, 2, 3, 4) Private universities, loans. Record the following events that
affect the loan activities of Private University:

1. An alumnus donates $420,000 to establish the student loan fund. Students are charged a
5% annual interest rate.

2. Loans of $380,000 are made to students.
3. The remaining $40,000 is deposited in the university credit union, which pays a current

interest rate of 7%.
4. Loans of $20,000 are repaid, plus $800 of interest.
5. Interest of $1,400 is received from the university credit union.
6. A student who had borrowed $1,000 was in a serious automobile accident and withdrew

from school. The university wrote off the loan as uncollectible.

Exercise 5 (LO 1, 2, 3, 4) Private universities, endowments. Record the following
endowment activity events of Private University:

1. An alumnus donates $250,000 to the endowment fund. The cash is fully invested in bonds
with a face value of $242,000 that are purchased at an $8,000 premium. The income earned
is to be available for the current restricted fund for curriculum improvement.

2. A check for $11,250 for interest is received. The premium amortization is $667.
3. The income is transferred to the restricted current fund.
4. The bonds are sold for $260,500.

Exercise 6 (LO 1, 4) Private universities, annuity and life income. Record the
following annuity and life income activities of Private University:

1. On July 1, 2019, R. W. Fields, emeritus professor of accounting, moved out of the state.
Fields donated to the university common stock with a cost basis of $40,000 and a fair value
of $90,000. Fields is to receive an annuity of $6,000 each year for life; at death, the securities
are to be sold and the remaining cash balance is to be transferred to the student loan fund.
At a 10% annual rate and a life expectancy of 12 years, the present value of the annuity pay-
ments is $34,068.

2. The stock paid $2,000 in dividends each 12-month period.
3. The annuities payable account is adjusted to present value. At year-end, a payment of

$6,000 is made to Professor Fields.
4. The annuities payable account is adjusted to present value. A second payment was made a

year later.
5. A month later, Professor Fields died, eliminating the liability for future annuity payments.
6. The common stock was sold for $92,000. The cash balance was transferred to the student

loan fund.

Exercise 7 (LO 1, 4) Private universities, plant fund transactions. Record the
following capital-related transactions for Private University plant funds:

1. Transfers of $250,000 are received from the current unrestricted fund for the purpose of
funding the payment of existing debt principal ($50,000) and building an addition to the
science building ($200,000).

2. Contributions of $30,000 restricted for major repairs of university buildings are received.
$20,000 is spent for appropriate repairs.

3. A partial payment of $50,000 is made on the debt principal.
4. Work on the science building addition is completed with a total cost of $220,000. Unpaid

contract costs total $35,000.
5. New gymnasium equipment costing $25,000 is purchased from funds previously donated

by a former Olympic medalist for that purpose.
6. A building with a fair value of $300,000 was donated to the university by an alumnus.
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7. Depreciation on all assets totaled $75,000.
8. During a celebration after a basketball victory, $2,000 of gym equipment disappeared.

Exercise 8 (LO 6, 7) Health care, revenues. A hospital has three revenue-controlling
accounts: Patient Service Revenues, Other Operating Revenues, and Nonoperating Revenues.

1. State in general terms the type of revenues found in each controlling account.
2. Indicate into which of the three controlling accounts each of the following would be placed

by using the symbols PS for Patient Service Revenues, OO for Other Operating Revenues,
N for Nonoperating Revenues, and N/A if not a revenue item:

a. Tuition for entry to the nursing school.

b. An unrestricted gift of cash.

c. General nursing fees charged to patients.

d. Charges for physicians’ care.

e. A restricted gift used for research on genes.

f. Dividends from the hospital’s investments.

g. Revenues from gift shop sales.

h. Patient room and board charges.

i. Proceeds from sales of cafeteria meals.

j. Recovery room fees.

k. Contributions for plant replacement and expansion.

Exercise 9 (LO 6, 7, 8, 10) Health care, revenues, expenses, contributions. Record
the following events of Brooks Hospital:

1. Patients were billed for the following gross charges:

Room and board . . . . . . . . . . . . $400,000
Physicians’ care. . . . . . . . . . . . . 350,000
Laboratory and radiology . . . . . 110,000

2. A donation of drugs with a fair value of $20,000 was received from a doctor. The drugs are
normally purchased.

3. Revenues were reported from:

Newsstand and snack bar. . . . . $13,200
Parking lot charges . . . . . . . . . . 2,200
Vending machines. . . . . . . . . . . 9,800

4. A charity allowance of $22,000 was granted to indigent patients.
5. Contractual adjustments granted to patients for Medicare charges totaled $108,000.
6. The hospital recorded an increase in the provision of $26,000 for uncollectible receivables.

Exercise 10 (LO 7, 10) Private health care, journal entries, revenue and cash

flow. Transactions (a) through (e) took place in Stoney Heights Private Hospital during the
year ending December 31, 2019.

a. Gross revenues of $5,000,000 were earned for service to Medicare patients.
b. Expected contractual adjustments with Medicare, a third-party payor, are $2,500,000; and

an allowance for contractual adjustments account is used by Stoney Heights.
c. Medicare cleared charges of $5,000,000 with payments of $2,160,000 and total contractual

allowances of $2,840,000 ($2,500,000þ $340,000).
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d. Interim payments received from Medicare amounted to $250,000.
e. The hospital made a lump-sum payment back to Medicare of $100,000.

1. Record the transactions in the general journal.
2. Calculate the amount of net patient service revenues.
3. What is the net cash flow from transactions with Medicare?
4. What adjustments must be made at year-end to settle up with Medicare and properly report

the net patient service revenues after this settlement?

Exercise 11 (LO 11) Health care, statement of activities. Recover Rehabilitation
Hospital has the following balances that are extracted from its December 31, 2019, trial
balance:

Account Debit Credit

Nursing Services Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,000
Professional Fees Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
General and Administrative Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Asset Whose Use Is Limited . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000
Repairs and Maintenance Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000
Provision for Uncollectible Accounts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
Contractual Adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Patient Service Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840,000
Seminar Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000
Child Day Care Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Parking Fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
Endowment Income—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Interest Income—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Donations—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000
Gains (Distributable) on Sale of Endowments—Temporarily Restricted . . . . . . 66,000
Net Assets—Unrestricted (January 1, 2019). . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Net Assets—Temporarily Restricted (January 1, 2019). . . . . . . . . . . . . . . . . . . 855,000
Net Assets—Permanently Restricted (January 1, 2019) . . . . . . . . . . . . . . . . . . 850,000

From the above information, prepare a statement of activities for the year ended
December 31, 2019.

Exercise 12 (LO 6, 7, 8, 10) Health care, financial statement impact of transac-

tions. Alpha Hospital, a nongovernmental not-for-profit organization, has adopted an
accounting policy that does not imply a time restriction on gifts of long-lived assets. For items
(1) through (6), indicate the manner in which the transaction affects Alpha’s financial
statements.

a. Increase in unrestricted revenues, gains, and other support.
b. Decrease in an expense.
c. Increase in temporarily restricted net assets.
d. Increase in permanently restricted net assets.
e. No required reportable event.

1. Alpha’s board designates $1,000,000 to purchase investments whose income will be used for
capital improvements.

2. Income from investments in item (1) above, which was not previously accrued, is received.
3. A benefactor provided funds for building expansion.
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4. The funds in item (3) above are used to purchase a building in the fiscal period following the
period the funds were received.

5. An accounting firm prepared Alpha’s annual financial statements without charge to Alpha.
6. Alpha received investments subject to the donor’s requirement that investment income be

used to pay for outpatient services.

(AICPA adapted)

PROBLEMS

Problem 19-1 (LO 1, 2, 3) Public and private schools, multiple-choice. Select the
best answer for each of the following multiple-choice items. (Nos. 2–10 are AICPA adapted.)

1. Which of the following is required as part of the complete set of financial statements for a
private college or university?

a. Statement of changes in financial position
b. Statement of activities
c. Statement of revenues, expenses, and changes in net assets
d. None of the above

2. Financial resources of a college or university that are currently expendable at the discretion
of the governing board and that have not been restricted externally and are nondesignated
by the board for a specific purpose should be reported in the balance sheet as

a. board-designated current funds.
b. permanently restricted net assets.
c. unrestricted net assets.
d. temporarily restricted net assets.

3. Funds received by a private college from donors who have stipulated that the principal is
nonexpendable but the income generated may be expended for current operating needs
would be accounted for as

a. contributions—permanently restricted.
b. contributions—temporarily restricted.
c. contributions—unrestricted.
d. fund balance increases.

4. An alumnus donates securities to Rex Private College and stipulates that the principal be
held in perpetuity and revenues be used for faculty travel. Dividends received from the
securities should be recognized as revenues in

a. endowment funds.
b. quasi-endowment funds.
c. restricted current funds.
d. unrestricted current funds.

5. A private college’s plant funds group includes which of the following subgroups?

(1) Renewals and replacement funds
(2) Retirement of indebtedness funds
(3) Restricted current funds

a. 1 and 2
b. 1 and 3
c. 2 and 3
d. None of the above
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6. The following funds were among those held by Olmstead College at December 31, 2019:

Principal specified by the donor as nonexpendable . . . . . . . . . . . . . . . . . $700,000
Principal expendable after the year 2025. . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Principal designated from unrestricted net assets . . . . . . . . . . . . . . . . . . . 300,000

What amount should Olmstead College classify as permanently restricted endowments?

a. $1,400,000
b. $300,000
c. $400,000
d. $700,000

7. At the end of the year, Cramer Private University’s balance sheet comprised $15,000,000
of assets and $9,000,000 of liabilities (including deferred revenues of $300,000). What is
the balance of Cramer’s net assets?

a. $5,700,000
b. $6,000,000
c. $6,300,000
d. $15,000,000

8. In the loan fund of a private or public college, each of the following types of loans would
be found except

a. faculty loans.
b. computer loans.
c. staff loans.
d. student loans.

9. In 2019, Public State University’s board of trustees established a $300,000 fund to be
retained and invested for scholarship grants. In 2019, the fund earned $10,000, which had
not been disbursed at December 31, 2019. What amount should Public State report as
unrestricted investment earnings at December 31, 2019?

a. $0
b. $300,000
c. $10,000
d. $310,000

10. On January 2, 2019, a graduate of Marimount Private College established a permanent trust fund
and appointed Wells Bank as the trustee. The income from the trust fund is to be paid to Mari-
mount and used only by the School of Business to support student scholarships. What entry is
required on Marimount’s books to record the receipt of cash from the interest on the trust fund?

a. Debit Cash and credit Deferred Revenues
b. Debit Cash and credit Temporarily Restricted Endowment Revenues
c. Debit Cash and credit Unrestricted Endowment Revenues
d. Debit Cash and credit Temporarily Restricted Contributions

Problem 19-2 (LO 1, 2, 3) Public and private schools, multiple-choice. Select the
best answer for each of the following multiple-choice items dealing with universities:

1. Abbott Public University’s unrestricted current fund comprised the following:

Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000,000
Liabilities (including refundable deposits of $100,000) . . . . . . . . . . . . 3,000,000

The fund balance of Abbott’s unrestricted current fund was

a. $1,900,000.
b. $2,000,000.
c. $2,100,000.
d. $5,000,000.
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2. The following receipts are among those recorded by Middleton Private College during
2019:

Unrestricted gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
Restricted gifts (expended for current operating purposes) . . . . . . . . . . 100,000
Restricted gifts (not yet expended). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

The amount that should be included in revenues is

a. $300,000.
b. $700,000.
c. $900,000.
d. $1,000,000.

3. For the 2019 fall semester, Forest Public University assessed its students $6,000,000 (net of
refunds), covering tuition and fees for educational and general purposes. However, only
$5,700,000 was expected to be realized because tuition remissions of $80,000 were allowed
to faculty members’ children attending Forest, and scholarships totaling $220,000 were
granted to students. What amount should Forest include in educational and general cur-
rent funds revenues from student tuition and fees?

a. $5,920,000
b. $6,000,000
c. $5,780,000
d. $5,700,000

4. Leaf Private College is sponsored by a religious group. Volunteers from this religious group
regularly contribute their skilled services to Leaf and are paid nominal amounts to cover
their commuting costs. If Leaf did not receive these volunteer services, it would have to pur-
chase similar services. During 2019, the total amount paid to these volunteers was
$10,000. The gross value of services performed by them, as determined by reference to lay-
equivalent salaries, amounted to $400,000. What amount should Leaf record as expenses
in 2019 for these volunteers’ services?

a. $410,000
b. $400,000
c. $10,000
d. $0

5. The following expenditures were among those incurred by Cheviot Public University dur-
ing 2019:

Administrative data processing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Scholarships and fellowships . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Operation and maintenance of physical plant . . . . . . . . . . . . . . . . . . . 200,000

The amount to be included in the functional classification ‘‘Institutional Support’’ expendi-
tures account is

a. $50,000.
b. $150,000.
c. $250,000.
d. $350,000.

6. On July 31, 2019, Sabio Public College showed the following amounts to be used for:

Renewal and replacement of college properties . . . . . . . . . . . . . . . . . . $200,000
Retirement of indebtedness on college properties . . . . . . . . . . . . . . . . . 300,000
Purchase of physical properties for college purposes,

but unexpended at July 31, 2019 . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000

1015Chapter 19 ACCOUNTING FOR NOT-FOR-PROFIT COLLEGES AND UNIVERSITIES AND HEALTH CARE ORGANIZATIONS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



What total amount should be included in Sabio’s plant funds at July 31, 2019?

a. $900,000
b. $600,000
c. $400,000
d. $200,000

7. The following information pertains to interest received by Beech Public University from
endowment fund investments for the year ended June 30, 2018:

Received
Expended for

Current Operations

Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000 $100,000
Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 75,000

What amount should be credited to Endowment Income for the year ended June 30, 2018?

a. $800,000
b. $375,000
c. $175,000
d. $100,000

8. Assets that the governing board of a public university, rather than a donor or outside
agency, has determined are to be retained and invested for purposes other than loan or
plant would be accounted for as

a. an endowment.
b. unrestricted net assets.
c. deposits held in custody for others.
d. restricted net assets.

9. In 2017, the board of trustees of Bar Private University designated $300,000 from its cur-
rent funds for college scholarships. Also in 2017, the university received a bequest of
$500,000 from an estate of a benefactor who specified that the bequest was to be used for
hiring teachers to tutor handicapped students. None of the bequest has been spent. What
amount should be accounted for as restricted net assets?

a. $0
b. $300,000
c. $500,000
d. $800,000

10. Which of the following statements usually will not be included in the annual financial
report of a public university engaged only in business-type activities?

a. Statement of activities
b. Statement of net position
c. Statement of cash flows
d. Statement of revenues, expenses, and changes in net position

(AICPA adapted)

Problem 19-3 (LO 3, 4) Public and private schools, contributions versus

exchange transactions. Record the following transactions. Identify each as a contribution,
agency, or an exchange transaction, and prepare any appropriate entries.

1. Private University coordinated its annual special event with the opening of the alumni week-
end. Tickets to the special event were $200 and included a buffet (cost, $30), admission to the
university symphony (cost, $30), and a reception (cost, $35). A total of 500 tickets was sold.

2. A local manufacturing company gave $1,000,000 to Private University to commission a
study on the relationship of worker stress to chronic disease. The results of the study will be
used to educate the general public.

3. Bradley Corporation gave a contribution of $550,000 to Private University. Bradley specifies
that the gift is to be invested in perpetuity and that the income may be used by Private
University to pay operating costs.

Required
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4. Local Corporation donated a building to Private College for use as new office space. The
cost to Local was $750,000. The building was appraised by a professional real estate apprai-
ser at $1,000,000, while another appraiser valued it at $1,100,000.

5. An alumna of XYZ Private College has notified the school that she will donate to the school
any net proceeds in excess of $100,000 from her next novel. She stipulates that the college
use her gift to buy new equipment for the writing lab.

6. Cheryl Debit, an accountant, spent Sunday afternoon at Private University sending out to
alumni a mailing seeking more contributions for the building fund.

7. A very famous artist notified the local private university that she has included in her will her
plans to donate all of her paintings for exhibit at the university art gallery. A copy of her will
is included with her letter.

8. A grant in the amount of $200,000 from the U.S. Department of Labor and Economics was
received by Private University to fund research on the impact of accounting standards. A
report of research findings is to be submitted to the grantor.

9. U.S. government funds amounting to $75,000 flow to Private University to be held for stu-
dents qualifying for financial aid.

Problem 19-4 (LO 1, 2, 3, 4, 5) Public university, various transactions, state-

ment of current funds revenues, expenses, and other changes. A partial balance
sheet of Tree State University, a public university, as of the end of its fiscal year, July 31, 2018, is
as follows:

Tree State University
Current Funds Balance Sheet

July 31, 2018

Assets Liabilities and Fund Balances

Unrestricted: Unrestricted:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Accounts receivable (net of $15,000

allowance) . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000
Due to other funds . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Deferred revenues—tuition and fees . . . . . . . . . . 25,000

Prepaid expenses. . . . . . . . . . . . . . . . . . . . . . . 40,000 Fund balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . 435,000

Total unrestricted . . . . . . . . . . . . . . . . . . . . . . . $600,000 Total unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . $600,000

Restricted: Restricted:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . $ 5,000
Investments. . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 Fund balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . 215,000

Total restricted . . . . . . . . . . . . . . . . . . . . . . . . . $220,000 Total restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000

Total current funds . . . . . . . . . . . . . . . . . . . . . . . . $820,000 Total current funds . . . . . . . . . . . . . . . . . . . . . . . . . . $820,000

The following information pertains to the year ended July 31, 2019:

a. Cash collected from students’ tuition totaled $3,000,000. Of this amount, $362,000 repre-
sented accounts receivable outstanding at July 31, 2018; $2,500,000 was for current-year
tuition; and $138,000 was for tuition applicable to the semester beginning in August 2019.

b. Prepaid tuition at July 31, 2018, were earned during the year ended July 31, 2019.
c. Accounts receivable at July 31, 2018, that were not collected during the year ended July 31,

2019, were determined to be uncollectible and were written off against the allowance
account. At July 31, 2019, the allowance account was estimated at $10,000.

d. During the year, an unrestricted appropriation of $60,000 was made by the state, to be paid
to Tree sometime in August 2019.

e. During the year, unrestricted cash gifts of $80,000 were received from alumni. Tree’s board
of trustees allocated $30,000 of these gifts to the student loan fund.

f. During the year, restricted fund investments costing $25,000 were sold for $31,000.
Restricted fund investments were purchased at a cost of $40,000. Restricted fund investment
income of $18,000 was earned and collected during the year. This income is restricted for an
ongoing research project.

g. Unrestricted general expenses of $2,500,000 were recorded in the voucher system. At July
31, 2019, the unrestricted accounts payable balance was $75,000.
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h. The restricted accounts payable balance at July 31, 2018, was paid. The restricted fund paid
$10,000 from its investment income for costs of an ongoing research project.

i. The $40,000 due to other funds at July 31, 2018, was paid to the plant fund as required.
j. One-quarter of the prepaid expenses at July 31, 2018, expired during the current year and per-

tained to general education expense. There was no addition to prepaid expenses during the year.

1. Prepare journal entries in summary form to record the foregoing transactions for the year
ended July 31, 2019. Letter each entry to correspond with the letter indicated in the descrip-
tion of its respective transaction, and omit explanations. Use the following format:

Current Funds
Entry Unrestricted Restricted

Letter Accounts Debt Credit Debit Credit

2. Prepare a statement of current funds revenues, expenditures, and other changes, including
a total column, for the year ended July 31, 2019, and conclude with the fund balances at
year-end.

(AICPA adapted)

Problem 19-5 (LO 1, 2, 3, 4) Public university, various transactions. The following
events occurred as part of the operations of Craig State University, a public university:

1. To construct a new computer complex, the university floated at par a $22,000,000, 7%
serial bond issue on October 1, paying interest on June 30 and December 31. Accrued
interest is to be transferred to the retirement of indebtedness plant fund when construction
begins. Construction costs are to be accumulated in the unexpended plant fund until the
unit is completed.

2. Since construction has begun, the accrued interest, which must be used to assist in meeting
bond interest payments, is transferred. Payments for construction to date total $5,000,000.

3. On December 31, a mandatory transfer of $385,000 is made from the unrestricted current
fund to cover the remainder of the interest due on December 31 on the bond issue.

4. The bond interest due on December 31 is paid.
5. Construction of the complex is completed at an additional cost of $17,000,000. Payment

is made for $16,000,000; the balance will be paid in one year under a retained percentage
agreement.

6. The cost of the complex is transferred.
7. A required transfer of $2,770,000 is made from the unrestricted current fund to cover

redemption of the first serial bond of $2,000,000 plus interest.
8. Payments are made for the bond principal and interest in item (7).
9. Gifts of land and a building were received, appraised at $200,000 and $350,000, respec-

tively. The state’s leading industrialist made the gift on condition that the university would
assume a $90,000 mortgage on the property.

10. Pledges of $100,000 to be paid in one year were received with the understanding that the
funds would be used to remodel the building received in item (9). It is estimated that
$5,000 of the pledges will not be collected.

11. A donor contributed $100,000 in cash for the acquisition of rare first editions for the uni-
versity library. The director of the library located a collection of the first editions that was
available for $160,000. The university board transferred $60,000 from the unrestricted
current fund to cover the difference.

12. The first edition collection is purchased, and payment is made.

Prepare journal entries to record the events, indicating in which funds the entries are made.

Required

Required
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Problem 19-6 (LO 1, 2, 3, 4, 5) Private university, various transactions, state-

ment of activities. The statement of financial position of Washbud Private University as of
the end of its fiscal year, June 30, 2018, is as follows:

Washbud Private University
Statement of Financial Position
For Year Ended June 30, 2018

Assets (in 000’s) Liabilities and Fund Balances (in 000’s)

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $257,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40,000
Accounts receivable student tuition and

fees less allowance for doubtful
accounts of $9,000 . . . . . . . . . . . . . . . . . . . . . . .

Deferred revenues . . . . . . . . . . . . . . . . . . . . . . . . . . 66,000
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

311,000 Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . $206,000

Net assets:
Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $487,000

State appropriations receivable . . . . . . . . . . . . . . . 75,000 Temporarily restricted . . . . . . . . . . . . . . . . . . . . . 40,000
Endowment investments. . . . . . . . . . . . . . . . . . . . . . 50,000 Permanently restricted . . . . . . . . . . . . . . . . . . . . . 50,000

Property, plant, and equipment (net) . . . . . . . . . . . . 90,000 Total net assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $577,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $783,000 Total net assets and liabilities. . . . . . . . . . . . . . . . $783,000

The following transactions occurred during the fiscal year ended June 30, 2019 (all numbers
are in 000’s):

a. On July 7, 2018, a gift of $90,000 was received from an alumnus. The alumnus requested that
one-half of the gift be used for the purchase of equipment for the university athletic depart-
ment and the remainder be used for the establishment of a permanently restricted endowment.
The alumnus further requested that the income generated by the endowment be used annually
to award a scholarship to a qualified disadvantaged student. On July 20, 2018, the board of
trustees resolved that the funds of the newly established endowment would be invested in sav-
ings certificates. On July 21, 2018, the savings certificates were purchased.

b. Revenues from student tuition and fees applicable to the year ended June 30, 2019, amounted
to $1,900,000. Of this amount, $66,000 was collected in the prior year, and $1,686,000 was
collected during the year ended June 30, 2019. In addition, at June 30, 2019, the university
had received cash of $158,000 representing fees for the session beginning July 1, 2019.

c. During the year ended June 30, 2019, the university had collected $308,000 of the out-
standing accounts receivable at the beginning of the year. The remainder was determined to
be uncollectible and was written off against the allowance account. At June 30, 2019, the
allowance account was adjusted to $6,000.

d. During the year, interest charges of $6,000 were earned and collected on late student fee payments.
e. During the year, the state appropriation was received. An additional unrestricted appropriation

of $40,000 was made by the state, but it had not been paid to the university as of June 30, 2019.
f. A gift of $30,000 cash restricted was received from alumni of the university for economic

research expenses.
g. During the year, endowment investments that cost $21,000 were sold for $24,000. This

includes accrued investment income amounting to $1,900. All income was restricted for
programs to enhance teaching effectiveness.

h. During the year, unrestricted operating expenses of $1,800,000 were recorded. They include
the following:

Instruction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500,000
Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Institutional support . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Student aid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Student services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Operation and maintenance of plant . . . . . . . . . . . . . . . . . . 500,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,800,000
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At June 30, 2019, $60,000 of these expenses remained unpaid.
i. Temporarily restricted funds of $13,000 were spent for specified economic research

described in item (f ).
j. The accounts payable at June 30, 2018, were paid during the year.
k. During the year, $7,000 interest was earned and received on the savings certificates pur-

chased in item (a).
l. In honor of its 25th anniversary, Washbud Private University conducted a fund drive. Con-

tributions of $16,000 were received. Additional unconditional pledges of $14,000 were pro-
mised for payment in December 2019. It is anticipated that $2,000 of the pledges will be
uncollectible.

1. Prepare journal entries to record the transactions. Assume fund accounting is not used.
2. Prepare a statement of activities for the year ended June 30, 2019, using a column for each

of the three net asset classifications and a total column.

Problem 19-7 (LO 1, 2, 3, 4, 5) Private university, various transactions, state-

ment of activities. The following events occurred as part of the operations of Kronke
Private University for the year 2018 (all amounts are in 000’s):

a. To construct a new business building, the university floated at par a $20,000,000, 8% serial
bond issued on July 1. Interest is to be paid on December 31 and June 30. In addition, con-
tributions from the community specifically for the new building totaled $5,000,000.

b. Payments for construction to date total $7,000,000.
c. Interest payments are made on December 31.
d. Construction of the building is completed at an additional cost of $18,000,000. Payment is

made for $16,000,000; the balance will be paid in one year under a retained percentage agree-
ment. Institutional policy is to release donor restrictions when assets are placed in service.

e. The first bond serial payment of $2,000,000 plus interest is paid on December 31.
f. A gift of land and a building was received, appraised at $200,000 and $350,000, respectively.

The gift was made on the condition that the university assume a $90,000 mortgage on the
property. The university assumed the mortgage.

g. Pledges with a present value of $200,000 to be paid over the next five years were received.
The funds will be restricted for remodeling the building received in item (f ). It is estimated
that $20,000 of the pledges will not be collected.

h. A donation of $500,000 of stock was made by a wealthy citizen. The stock cannot be sold
for five years. After the 5-year period, the stock can be sold, and any proceeds are to be used
to finance campus construction projects.

i. Dividends of $10,000 on the stock in item (h) were received and were also restricted for con-
struction projects.

j. Depreciation on the building received in item (f) totaled $25,000.

1. Prepare journal entries to record these events for Kronke Private University. Assume that
fund accounting is not used.

2. Prepare a statement of activities for the period ended June 30, 2018.

Problem 19-8 (LO 4, 5) Private college, closing entries, statement of activities.
The preclosing trial balance of Excel Private College has the following balances:

Debit Credit

Expenses—Instruction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,130,000
Expenses—Research . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840,000
Expenses—Academic Support . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Expenses—Student Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Expenses—Institutional Support . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 325,000
Expenses—Operation and Maintenance of Plant . . . . . . . . . . . . . . . . . . . . 300,000
Expenses—Student Aid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000
Expenses—Auxiliary Enterprises Expenses . . . . . . . . . . . . . . . . . . . . . . . . . 575,000

Required

Required
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Reclassifications Out—Temporarily Restricted—

Satisfaction of Program Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Reclassifications Out—Temporarily Restricted—

Satisfaction of Equipment Acquisition Restrictions . . . . . . . . . . . . . . . . . . 250,000
Reclassifications Out—Temporarily Restricted—

Expiration of Time Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Tuition and Fees. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000
Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 365,000
Government Appropriations, Grants, and Contracts . . . . . . . . . . . . . . . . . 700,000
Other Investment Income—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Sales and Services of Auxiliary Enterprises . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Reclassifications In—Unrestricted—Satisfaction of

Program Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Reclassifications In—Unrestricted—Satisfaction of

Equipment Acquisition Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Reclassifications In—Unrestricted—Expiration of

Time Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Contributions—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Endowment Income—Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . 15,000
Contributions—Permanently Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Net Realized Gains on Endowment—

Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Unrestricted Net Assets, January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . . . 675,000
Temporarily Restricted Net Assets, January 1, 2018. . . . . . . . . . . . . . . . . . 975,000
Permanently Restricted Net Assets, January 1, 2018 . . . . . . . . . . . . . . . . . 2,500,000

1. Prepare closing entries for the three net asset classifications.
2. Prepare a statement of activities for the year ended December 31, 2018, using a column for

each of the net asset classifications.

Problem 19-9 (LO 5) Private college, statement of financial position. Using the
data in Problem 19-8 and the following additional information, prepare a statement of financial
position for Excel Private College.

Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 255,000
Accounts Receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 625,000
Contributions Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185,000
Inventory of Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000
Student Loans Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Land, Buildings, and Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450,000
Long-Term Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,025,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Amounts Held on Behalf of Others. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Long-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 660,000
U.S. Government Grants Refundable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Problem 19-10 (LO 6, 7, 8, 10) Health care, multiple-choice. Select the best answer
for each of the following multiple-choice items dealing with hospitals:

1. In June 2018, Park Hospital purchased medicines from Jove Pharmaceutical Company at a
cost of $2,000. However, Jove notified Park that the invoice was being canceled and the
medicines were being donated to Park. Park should record this donation of medicines as

a. a memorandum entry only.
b. other operating revenues of $2,000.
c. a $2,000 credit to Operating Expenses.
d. a $2,000 credit to Nonoperating Expenses.

Required

Required
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2. In 2018, Pyle Hospital received a $250,000 pure endowment grant. Also in 2018, Pyle’s
governing board designated, for special uses, $300,000 that had originated from unrestricted
gifts. What amount of these resources should be accounted for as part of the unrestricted net
asset class?

a. $0
b. $250,000
c. $300,000
d. $550,000

3. Cura Hospital’s property, plant, and equipment, net of depreciation, amounted to
$10,000,000, with related mortgage liabilities of $1,000,000. What amount should be
included in the permanently restricted net asset class?

a. $0
b. $1,000,000
c. $9,000,000
d. $10,000,000

4. Palma Hospital’s patient service revenues for services provided in 2018, at established rates,
amounted to $8,000,000 on the accrual basis. For internal reporting, Palma uses the dis-
charge method. Under this method, patient service revenues are recognized only when
patients are discharged, with no recognition given to revenues accruing for services to
patients not yet discharged. Patient service revenues at established rates using the discharge
method amounted to $7,000,000 for 2018. According to GAAP, Palma should report
patient service revenues for 2018 of

a. either $8,000,000 or $7,000,000, at the option of the hospital.
b. $8,000,000.
c. $7,500,000.
d. $7,000,000.

5. Ross Hospital’s accounting records disclosed the following information:

Net resources invested in plant assets (hospital policy is to
release donor restrictions when assets are placed in service) . . . . . . . $10,000,000

Board-designated funds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000

What amount should be included as unrestricted net assets?

a. $12,000,000
b. $10,000,000
c. $2,000,000
d. $0

6. In 2018, Wells Hospital received an unrestricted bequest of common stock with a fair value
of $50,000 on the date of receipt of the stock. The testator had paid $20,000 for this stock
in 2018. Wells should record this bequest as

a. nonoperating revenues of $50,000.
b. nonoperating revenues of $30,000.
c. nonoperating revenues of $20,000.
d. a memorandum entry only.

7. On March 1, 2018, A. C. Rowe established a $100,000 endowment fund, the income from
which is to be paid to Elm Hospital for general operating purposes. Elm does not control
the fund’s principal. Rowe appointed West National Bank as trustee of this fund. What
journal entry is required by Elm to record the establishment of the endowment?

a. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Nonexpendable Endowment Fund . . . . . . . . . . . . . . . . . . . . . . . 100,000
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b. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Nonoperating Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

c. Nonexpendable Endowment Fund . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Endowment Fund Balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

d. A memorandum entry only.

8. Under Cura Hospital’s established rate structure, patient service revenues of $9,000,000
would have been earned for the year ended December 31, 2019. However, only
$6,750,000 was collected because of charity allowances of $1,500,000 and discounts of
$750,000 to third-party payors. For the year ended December 31, 2019, what amount
should Cura record as net patient service revenues?

a. $6,750,000
b. $7,500,000
c. $8,250,000
d. $9,000,000

9. An organization of high school seniors performs services for patients at Leer Hospital.
These students are volunteers and perform services that the hospital would not otherwise
provide, such as wheeling patients in the park and reading to patients. These volunteers
donated 5,000 hours of service to Leer in 2017. At the minimum wage rate, these services
would amount to $22,500, while it is estimated that the fair value of these services was
$27,000. In Leer’s 2017 statement of revenues and expenses, what amount should be
reported as nonoperating revenues?

a. $27,000
b. $22,500
c. $6,250
d. $0

10. Cedar Hospital has a marketable equity securities portfolio that is included appropriately
in noncurrent assets in unrestricted funds. The portfolio has an aggregate cost of
$300,000. It had an aggregate fair value of $250,000 at the end of 2019 and $290,000 at
the end of 2020. If the portfolio was reported properly in the balance sheet at the end of
2020, the change in the valuation allowance at the end of 2020 should be

a. $0.
b. a decrease of $40,000.
c. an increase of $40,000.
d. an increase of $50,000.

(AICPA adapted)

Problem 19-11 (LO 7, 8) Health care, multiple-choice. Select the best answer for each
of the following multiple-choice items dealing with health care organizations.

1. Hospital financial resources are required by a bond indenture to be set aside to finance con-
struction of a new pediatrics facility. In which of the following hospital net asset classes
should these resources be reported?

a. Permanently restricted
b. Temporarily restricted
c. Unrestricted
d. Refundable deposits

2. During 2018, Trained Hospital received $90,000 in third-party reimbursements for depre-
ciation. These reimbursements were restricted as follows:

For replacement of fully depreciated equipment . . . . . . . . . . . . . . $25,000
For additions to property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000
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What amount of these reimbursements should Trained include in revenues for the year
ended December 31, 2018?

a. $0
b. $25,000
c. $65,000
d. $90,000

3. A hospital should report earnings from endowment funds that are restricted to a specific
operating purpose as

a. temporarily restricted revenues.
b. permanently restricted revenues.
c. unrestricted revenues.
d. unrestricted revenues when expended.

4. Inventory donated for use in a hospital should be reported as

a. other operating revenues.
b. nonoperating revenues.
c. an addition to the unrestricted net assets.
d. an addition to the restricted net assets.

5. Dee City’s community hospital, which uses enterprise fund reporting and chooses to follow
FASB guidelines, normally includes proceeds from sale of cafeteria meals in

a. patient service revenues.
b. other operating revenues.
c. ancillary service revenues.
d. deductions from dietary service expenses.

6. Land valued at $400,000 and subject to a $150,000 mortgage was donated to Beaty Hospi-
tal without restriction as to use. Which of the following entries should Beaty make to
record this donation?

a. Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Endowment Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

b. Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Contributions—Unrestricted . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

c. Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Debt Fund Balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Endowment Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

d. Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Mortgage Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Unrestricted Fund Balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

7. In hospital accounting, restricted net assets are

a. not available unless the board of directors removes the restrictions.
b. restricted as to use only for board-designated purposes.
c. not available for current operating use; however, the income generated by the funds is

available for current operating use.
d. restricted as to use by the donor, grantor, or other source of the resources.

8. Not-for-profit health care organizations are typically sponsored by

a. community organizations.
b. religious organizations.
c. universities.
d. any of the above.
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9. A not-for-profit hospital that follows FASB standards should report investment income
from an endowment that is restricted to a specific operating purpose as

a. general fund revenues.
b. endowment fund revenues.
c. unrestricted revenues.
d. temporarily restricted revenues.

10. Board-designated funds are

a. not available unless the board of directors removes the restrictions.
b. unrestricted net assets.
c. not available for current operating use; however, the income earned on the funds is

available.
d. restricted as to use only for board-designated purposes.

(AICPA adapted)

Problem 19-12 (LO 6, 7, 8, 10, 11) Health care, various transactions, statement

of activities. The June 30, 2018, adjusted trial balances of Bayshore Community Health
Care Association follow:

Bayshore Community Health Care Association
Adjusted Current Funds Trial Balances

June 30, 2018

Unrestricted Restricted

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000 29,000
Bequest Receivable . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Pledges Receivable . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Accrued Interest Receivable . . . . . . . . . . . . . . . . . 1,000
Investments (at cost, which

approximates market) . . . . . . . . . . . . . . . . . . . . 140,000
Endowment Investments. . . . . . . . . . . . . . . . . . . . . 250,000
Accounts Payable and Accrued Expenses. . . . . . . 50,000 1,000
Refundable Deposits . . . . . . . . . . . . . . . . . . . . . . . 2,000
Allowance for Uncollectible Pledges . . . . . . . . . . . 3,000
Net Assets, July 1, 2017:

Designated, Unrestricted . . . . . . . . . . . . . . . . . . 12,000
Undesignated, Unrestricted . . . . . . . . . . . . . . . . 26,000

Temporarily Restricted . . . . . . . . . . . . . . . . . . . . . . 3,000
Permanently Restricted. . . . . . . . . . . . . . . . . . . . . . 250,000
Endowment Revenues—Temporarily Restricted. . . 20,000
Contributions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 15,000
Membership Dues . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Program Service Fees . . . . . . . . . . . . . . . . . . . . . . 30,000
Investment Income . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Auction Proceeds. . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
Auction Expenses . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Deaf Children’s Program. . . . . . . . . . . . . . . . . . . . 120,000
Blind Children’s Program. . . . . . . . . . . . . . . . . . . . 150,000
Management and General Services . . . . . . . . . . . 49,000
Fund-Raising Services . . . . . . . . . . . . . . . . . . . . . . 9,000
Provision for Uncollectible Pledges . . . . . . . . . . . . 2,000
Reclassifications In—Satisfaction of

Program Restrictions. . . . . . . . . . . . . . . . . . . . . . 5,000
Reclassifications Out—Satisfaction of

Program Restrictions . . . . . . . . . . . . . . . . . . . . . 5,000

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 505,000 505,000 289,000 289,000
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1. Prepare a statement of activities for the year ended June 30, 2018.
2. Prepare a statement of financial position as of June 30, 2018.

(AICPA adapted)

Problem 19-13 (LO 11) Health care, various transactions, statement of activities.

The following nominal accounts were extracted from the December 31, 2018, adjusted trial
balance of Prospect Private Hospital:

Debit Credit

Gross Patient Service Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,049,200
Research Grant Revenue to the Extent Expended . . . . . . . . . . . . . . . . . . 361,000
Revenues from Sale of Cafeteria Meals to Guests and Employees . . . . . 108,000
Donated Services of Nurses and Physicians (skilled services

otherwise purchased) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000
Unrestricted Gifts and Grants . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,200
Unrestricted Endowment Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Gifts Restricted for Equipment Purchase. . . . . . . . . . . . . . . . . . . . . . . . . . 540,000
Donor-Restricted Investments for Permanent Endowment. . . . . . . . . . . . . 150,000
Temporarily Restricted Endowment Income. . . . . . . . . . . . . . . . . . . . . . . 25,000
Revenues from Parking Lot . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Revenues from Vending Machines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000
Income on Investments Whose Use Is Limited by the Board for

Capital Improvements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 107,000
Contributions Restricted by Donor for Pediatric Unit Operations. . . . . . . 225,000
Reclassifications In—Unrestricted—Satisfaction of Program Restrictions 125,000
Reclassifications In—Unrestricted—Satisfaction of Plant Acquisition

Restrictions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Unrestricted Net Assets, January 1, 2018. . . . . . . . . . . . . . . . . . . . . . . . 625,000
Temporarily Restricted Net Assets, January 1, 2018. . . . . . . . . . . . . . . . 825,000
Permanently Restricted Net Assets, January 1, 2018 . . . . . . . . . . . . . . . 2,350,000
Reclassifications Out—Temporarily Restricted—Satisfaction of

Program Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Reclassifications Out—Temporarily Restricted—Satisfaction of

Plant Acquisition Restrictions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Administrative Services (including $30,000 malpractice cost) . . . . . . . . 112,500
Contractual Adjustments under Third-Party Reimbursement Programs . . 328,500
Charity Care . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 215,000
Provision for Uncollectibles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 241,600
Nursing Services (including $125,000 in pediatric unit) . . . . . . . . . . . . 6,589,100
Dietary Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 511,200
Maintenance Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 938,300
Depreciation and Amortization. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 378,200
Interest Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 172,200
Loss on Sale of Endowment Investments. . . . . . . . . . . . . . . . . . . . . . . . . . 5,300

Prepare a statement of activities for the year ended December 31, 2018.

Required

Required
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Problem 19-14 (LO 11) Health care, statement of cash flows. You are provided with
a summarized version of the cash account of Lakeside Hospital, a not-for-profit organization
for 2018.

Cash Account Debit Credit

Cash balance, January 1, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275,900
Cash received from: Patients . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,061,900

Third-party payors . . . . . . . . . . . . . . . . . . . . . . . . . 6,500,000
Operation of gift shop . . . . . . . . . . . . . . . . . . . . . . 517,700
Unrestricted gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . 323,500
Contributions restricted for endowment . . . . . . . . . 500,000

Donor-restricted contributions for purchase of property
and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 183,000

Early repayment of long-term debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 242,300
Cash paid to: Employees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,151,000

Suppliers. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,200,000
Providers of consultation services . . . . . . . . . . . . . . 800,000
Bank for interest . . . . . . . . . . . . . . . . . . . . . . . . . . . 147,000
Contractor for purchase of property

and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . 501,200
Cash balance, December 31, 2018 . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,320,500

Prepare a statement of cash flows, using the direct method, for the year ended December 31, 2018.

Problem 19-15 (LO 11) Health care, reconciliation of change in net assets to net

cash provided by operating activities. Using data from Problem 19-14 and the follow-
ing additional information, prepare a reconciliation of change in net assets to net cash provided
by operating activities that would accompany Lakeside Hospital’s statement of cash flows for
the year ended December 31, 2018.

The following condensed statement of activities for the year ended December 31, 2018,
shows the following:

Total operating revenues . . . . . . . . . . . . . . . . . . . . . $9,312,400
Total operating expenses. . . . . . . . . . . . . . . . . . . . . 8,780,100

Income from operations. . . . . . . . . . . . . . . . . . . . . . $ 532,300
Nonoperating revenues. . . . . . . . . . . . . . . . . . . . . . 1,102,900

Excess of revenues over expenses . . . . . . . . . . . . . . $1,635,200

Included in the condensed statement of activities were as follows:

Depreciation and amortization . . . . . . . . . . . . . . . . $422,500
Noncash gifts and bequests . . . . . . . . . . . . . . . . . . 37,500
Increase in expense and liability for estimated

malpractice costs . . . . . . . . . . . . . . . . . . . . . . . . . 12,300

An analysis of comparative balance sheet items showed the following changes in balances
during 2018:

Increase in patient accounts receivable. . . . . . . . . . $266,300
Decrease in supplies inventory . . . . . . . . . . . . . . . . 11,800
Increase in accounts payable . . . . . . . . . . . . . . . . . 10,100

Required

Required
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5Fiduciary Accounting

Chapter 20: Estates and Trusts: Their Nature and the
Accountant’s Role

Chapter 21: Debt Restructuring, Corporate
Reorganizations, and Liquidations

E
ffective estate planning continues to be an ever-
increasing service provided by practicing accoun-
tants. As the value of capital markets continues to

grow, more and more individuals find that their estate has
increased in value. The desires of those owning an estate
may be communicated through a variety of trusts or a will.
It is important to properly account for the activity of an
estate so that these desires are properly carried out. Further-
more, many estates are subject to an estate tax, and it is
important to have a basic knowledge as to how estate taxes
may be minimized through gifting and the use of trusts.

Unfortunately, for a variety of reasons, a company may
find that it is insolvent and unable to continue its business

operations unless certain changes occur. A variety of options
is available to such troubled companies. In many instances,
it is possible for the company to continue operations by use
of a quasi-reorganization, a debt restructuring, or a corpo-
rate reorganization. In other instances, it is apparent that
the company must declare bankruptcy and liquidate its net
assets. Corporate reorganizations and liquidations are sub-
ject to a number of legal requirements set forth in the Bank-
ruptcy Code. All these corrective actions must be accounted
for according to special principles that have an effect on
both the debt and equity interests in a company.

P A R T
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1
O B J E C T I V E

Describe the goals of estate

planning.

Estates and Trusts: Their Nature and
the Accountant’s Role

This chapter examines the basic nature of estates and trusts and how the practicing accountant
may be involved with them. A tremendous amount of complexity surrounds the legal and tax
aspects of estates and trusts; therefore, this chapter provides only a broad overview.

An estate consists of the net assets of an individual at the time of his or her death. Until these
net assets are completely distributed or consumed, the estate also exists as a separate, distinct
entity that is governed, managed, and accounted for. Often, the net assets of an estate are dis-
tributed to a trust, which is also a separate, distinct entity. The trust is an arrangement whereby
assets are protected, conserved, and/or distributed by a trustee according to the terms of the
trust agreement. Persons who are responsible for the management of the net assets of an estate
or trust have a fiduciary responsibility. These persons, called fiduciaries, are held accountable by
law and are required to prepare specialized reports that account for their actions. The role of the
accountant in the preparation of these reports is discussed in this chapter.

THE ROLE OF ESTATE PLANNING
Estate planning has a primary goal of reflecting the desires of the deceased individual, referred
to as the decedent. Proper estate planning for individuals with sizeable asset values involves estate
tax and gift-giving strategies. As the net assets of an estate increase in value and nature, so does
the complexity of the necessary estate planning. Many attorneys and accountants specialize in
estate planning, which requires special knowledge of law, taxation, and accounting.

As the complexity of an estate increases, so do the goals of estate planning, which should
include the following:

1. Discover and clearly communicate the desires and wishes of the decedent.

2. Ensure that the estate is administered or managed properly in order to satisfy the desires and
wishes of the decedent.

3. Maximize the economic value of the estate’s net assets through proper planning before
death.

4. Minimize the taxes that may be assessed against the assets and income of the estate.

Learning Objectives

When you have completed this chapter, you should be able to

1. Describe the goals of estate planning.

2. Account for the various factors that affect estate principal and income.

3. Describe various forms in which an estate may be distributed.

4. Explain how one’s estate is taxed and how such taxes may be minimized.

5. Explain what a trust is and what the basic accounting issues are.
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5. Define the necessary liquidity of the estate’s assets so that desired conveyances and distribu-
tions may be achieved.

6. Provide a proper and timely accounting of the activities of the estate and its fiduciary.

Communicating through a Will

Obviously a deceased individual is not available to directly communicate his or her intentions
regarding the estate. Therefore, it is critical that prior to death the person communicate through
the creation of a valid will, a legal declaration containing directions as to the disposition of
property. When an individual dies having left a will, the decedent is said to have died testate.
The will is presented to a probate court, which determines the validity of the will and identifies
the fiduciary responsible for administering the will. The probate process also involves identify-
ing the decedent’s assets and liabilities, determining asset values, disbursing assets to pay debts
and taxes, and distributing the net assets of the estate per the instructions in the will. Although
probate law is developed by each state, the Uniform Probate Code was designed, in part, to
encourage uniformity of probate law among states and simplify the probate process. Adoption
of the Uniform Probate Code has been resisted by certain parties and as a result has not been
adopted by a majority of states.

A fiduciary responsible for the administration of a will may be named or nominated in the
will. This person is referred to as a personal representative or an executor and, assuming he or she
is able and has the desire to serve, normally will be confirmed by the probate court. If the will
does not name a personal representative or the representative is unable to serve, the court will
appoint a party referred to as an administrator. Once the will has been probated, the decedent’s
assets are managed by the fiduciary subject to the oversight or control of the court.

If a decedent has no will or an invalid will, the person is said to have died intestate. In this
situation, the probate court appoints an administrator and distributes the net assets of the estate
according to state inheritance laws. Usually, the order of distribution is to spouse, children,
grandchildren, parents, grandparents, and then collateral relations such as siblings, aunts, and
uncles. In many states, if there is a spouse and children, the estate is split: one-half to the spouse
and one-half to the children.

Many individuals prefer to avoid the probate process for a number of reasons. The process
takes time and money and probate documents are public. An inter vivos or ‘‘living’’ trust is a
popular way of passing property to one’s heirs and avoiding the probate process by transferring
property to the trust. The individual(s) making the transfer becomes a trustee of the trust. Upon
his or her death, a successor trustee is appointed and will have the ability to distribute the assets
of the trust according to the terms of the trust.

SETTLING A PROBATE ESTATE
Once the validity of a decedent’s will has been determined and the personal representative has
been appointed, the fiduciary must focus on carrying out the provisions of the decedent’s will.
This requires a careful accounting of the transactions affecting the principal or corpus of the
estate as well as the income of the estate. If the decedent dies intestate, distribution of estate
assets is governed by applicable state law but nevertheless requires a careful accounting of
activity.

Identifying the Probate Principal or Corpus of an Estate

One of the first responsibilities of the fiduciary of an estate is to identify the assets of the estate.
A decedent may have two types of estates. One, the probate estate, is described in this section
and includes all of the decedent’s assets passing to others by means of the will. The other estate,
the gross estate, is the one that is used to determine the federal and state estate tax liability and is
discussed in a subsequent section of this chapter.

The assets of the estate are referred to as the principal or corpus of the estate. These assets vary
in nature and must be measured at their fair market value. The value of certain assets, such as

2
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Account for the various

factors that affect estate

principal and income.
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publicly traded securities, is determined with relative ease, while other assets, such as an interest in
a closely held business or art, may require independent valuations or appraisals. In identifying the
principal, the fiduciary must identify, or inventory, those assets that were the legal property of the
decedent at the time of death. Therefore, the assets will include accrued items such as interest and
rents. Items frequently comprising the estate principal include the following:

1. Cash on hand and in bank accounts.

2. Investments such as stocks, bonds, mutual funds, retirement accounts, money market
funds, and survivorship annuities.

3. Accrued interest and declared dividends on the above investments as of the decedent’s
death.

4. Capital interests in businesses, such as closely held corporations, partnerships, and/or sole
proprietorships.

5. Life insurance proceeds that are receivable by the estate or the result of the decedent having
an ownership interest in the insurance policy. Therefore, if the decedent or the estate has an
‘‘incident of ownership,’’ the proceeds are included in the estate.

6. Investments in real estate, including accrued rents at the date of the decedent’s death.

7. Intangible assets, such as patents and royalties, including related accrued income at the date
of the decedent’s death.

8. Loans or notes receivable, including accrued interest at the date of the decedent’s death.

9. Unpaid wages and other forms of earned income accruing to the decedent at the date of the
decedent’s death.

10. Personal valuables, including furniture, fixtures, jewelry, vehicles, boats, and collectible
items such as coins, stamps, and artwork.

It is important to note that the preceding inventory of the principal is not reduced by the
liabilities of the decedent. These obligations are recognized when they are paid or satisfied
through the distribution of estate principal rather than being immediately recognized on an
accrual basis. Often, it is not possible for the fiduciary to identify all of the assets of an estate
initially. Those assets that are discovered subsequently must be included ultimately in the estate
principal.

Exempt Property and Special Allowances. Certain types of assets generally pass outside of the
probate process. For example, real estate, investments, and bank accounts that are owned jointly
pass to the surviving joint owner. This requires that the ownership in such assets is titled as joint
tenants. Although exempt from probate, the interest owned by the decedent is included in their
estate for tax purposes. A surviving spouse’s interest in community property (held as tenants in
common) or marital property (in a marital property state) is not included in the decedent’s
estate. However, the decedent’s interest in such property is included in the estate. Although part
of the probate estate, other assets of the decedent may be removed from the estate principal by
way of a homestead allowance and a family allowance. Such assets are intended to support the
family homestead and its members. Certain items of personal property (clothing, furniture,
automobiles, etc.) are also exempt. However, such allowances differ significantly from state to
state.

Accounting for the Inventory of a Probate Estate. After the special exemptions and allowances
for estate assets have been provided for, the fiduciary must file a report with the probate court
identifying the estate principal, which consists of the initial assets transferred to the estate as well
as those assets subsequently discovered stated at their fair value. An initial accounting of the
estate principal requires an entry debiting the various assets at fair value and crediting an estate
principal account.

In order to demonstrate the initial accounting for estate principal, assume Jane Jacoby
died on June 1 of the current year. Jane’s will names her attorney, Howard Wells, as personal
representative of the estate. Through special exemptions and allowances, Jane’s residence,
$2,000 cash, clothing, and furniture passed to her husband, Walter Jacoby. Life insurance
proceeds of $50,000 also were paid to the beneficiary, Robert Williams, Jane’s son from a prior
marriage.
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The remaining assets of the estate are subject to probate and are recorded at their fair value as
follows:

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 81,000
Investment in XYZ Stock and Mutual Funds . . . . . . . . . . . . . . . . . . . . . . 1,144,000
Declared Dividend on XYZ Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Investment in J&D Partnership . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 155,000
Automobile . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Wages Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Estate Principal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400,000

An investment in Apex bonds valued at $20,000, along with accrued interest of $1,000, was
discovered subsequently and is recorded as follows:

Investment in Apex Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accrued Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Estate Principal: Assets Subsequently Discovered . . . . . . . . . . . . . . . 21,000

After recording the inventory of the estate principal, the fiduciary would submit a listing of
the inventory to the probate court.

Subsequent to the initial recording of the inventory, sales or other dispositions of the assets
may occur. Gains on such transactions increase the estate principal, while losses reduce princi-
pal. Continuing the above examples for the estate of Jane Jacoby, the following entries account
for the sale of estate assets:

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 165,000
Investment in J&D Partnership . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 155,000
Gain on Realization of Principal Asset. . . . . . . . . . . . . . . . . . . . . . . . 10,000

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,500
Loss on Realization of Principal Asset . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Investment in Apex Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accrued Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Wages Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Declared Dividend on XYZ Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Identifying Claims against the Probate Estate

The discovery and identification of claims against the decedent’s estate are of equal importance
to the discovery and identification of estate principal. Notification of the decedent’s death to
creditors is required by law, and valid claims must be identified within a prescribed period of
time. The fiduciary must evaluate the validity of claims and place them in an order of priority
for payment purposes. The order of priority varies from state to state. The following order of
priority is one example:

1. Claims having a special lien against property, but not to exceed the value of the property.

2. Funeral and administrative expenses.

3. Taxes: income, estate, and inheritance.

4. Debts due the United States and various states.

5. Judgments of any court of competent jurisdiction.

6. Wages due domestic servants for a period of not more than one year prior to date of death
and medical claims for the same period.

7. All other claims.

Within a class, each claim is satisfied on a pro rata basis if funds are inadequate to accom-
plish total payment for that class.
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The following claims against the estate of Jane Jacoby are accounted for as follows:

Funeral Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Administrative Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Debts of Decedent Paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000
Medical Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

Measurement of Estate Income

For a number of reasons, including tax implications, it is necessary for the fiduciary to carefully
analyze activities and determine whether they affect estate corpus and/or estate income. Income
is the return derived from the use of estate principal assets after the date of death. Furthermore,
a decedent’s will may stipulate certain provisions regarding estate income that differ from those
regarding principal. For example, a will might stipulate that the interest income earned on
bonds subsequent to the decedent’s death is to accrue to a particular beneficiary for a period of
time. The recipient of the income is referred to as an income beneficiary, and the party ultimately
receiving the principal is referred to as the remainderman.

It is not always clear as to whether or not a transaction impacts estate corpus and if so to
what extent. For example, if a stock held at death is subsequently sold, should the appreciation
subsequent to death be considered part of the original corpus? Generally accepted accounting
principles (GAAP) do not control in such cases, and the correct answer may in fact appear illog-
ical given GAAP. Answers to such specific questions may be found in the decedent’s will or
applicable state law.

When defining estate income, careful attention must be paid to the provisions of the will
and/or state statute. Many states have adopted the Revised Uniform Principal and Income Act,
which provides guidance as to the measurement of estate principal and income. Generally
speaking, one would expect income to include the following:

^ Rents collected or accrued on principal assets.
^ Interest on monies lent.
^ Interest and dividends received on principal assets which were not accrued or declared as of

date of death.
^ Business profits including farming and extractive (mining, timbering) endeavors.

Note that income does not include the gain or loss on the disposition or transfer of estate princi-
pal nor does it include changes in the form of principal. Income also does not typically include
the cost of investing or reinvesting principal assets or the payments on indebtedness associated
with the principal assets.

Generally speaking, one would expect charges against income to include the following:

^ Ordinary expenses incurred in connection with the principal assets after the date of death
such as ordinary repairs, taxes, and utilities.

^ Professional fees associated with income issues and the management of income. For
example, a portion of the trustee’s compensation associated with income.

^ Taxes imposed on income.
^ A reasonable allowance for depreciation on property typically subject to depreciation per

generally accepted accounting principles as well as an allowance for depletion.

When bonds are a part of the estate at the time of death, the premium or discount on the
bonds is not amortized. However, if bonds are purchased subsequently by the fiduciary, a pre-
mium is generally amortized, whereas a discount is not amortized. If the decedent wishes to pro-
tect principal for the depreciation factor, the will should state that depreciation should be
charged against income, and an amount equal to the depreciation should be transferred from
income to principal. For the depletion on wasting assets, the general rule is that income should
be charged for the depletion because of the possibility of total consumption of principal.
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Summary of Items Affecting Estate Principal and Income

A variety of items can affect the estate of a decedent, and the presence of a valid will certainly
provides direction in this regard. Today’s professional accountant can support the estate’s fidu-
ciary and ensure that a proper accounting of both principal and income has occurred. A review
of the items affecting estate principal and income will help to ensure a proper accounting.

The items that are usually chargeable against principal and the account debited when each
item is recorded are as follows:

Item Account Debited

Debts of the decedent incurred prior to death Debts of Decedent Paid
Funeral and administrative expenses Funeral and Administrative Expenses
Medical expenses Medical Expenses
Costs incurred in probating the will Funeral and Administrative Expenses
Final income taxes of decedent Debts of Decedent Paid
Federal estate tax* and any state inheritance tax Funeral and Administrative Expenses
Legal and other professional fees to preserve estate

principal
Funeral and Administrative Expenses

Charges applicable to personal property that
produces no income

Expenses Chargeable against Principal

Distributions of assets to heirs in a testate distribution Legacies Distributed or Devises Distributed
(often combined with legacies)

Distributions to trusts Principal Assets Transferred to Trust
Disposition of estate assets at a loss Loss on Realization of Principal Assets (a gain

would be credited to Gain on Realization of
Principal Assets, with total proceeds on any
sale of a principal asset debited to
Cash— Principal)

*The Uniform Probate Code provides that where the will does not stipulate treatment of estate taxes, they are to be
prorated to the recipients of estate assets on the basis of the value of the asset received relative to the aggregate value of
all assets subject to tax.

When income cash is received, Estate Income is credited, and if the estate is large, a subsidi-
ary ledger is maintained that details the types of income. The items for which income cash
usually is disbursed and the account debited when each item is recorded are as follows:

Item Account Debited

Expenses incurred after the date of death to protect
income flow (such as insurance, property taxes,
utilities, ordinary repairs)

Expenses Chargeable against Income

Distributions of income cash to beneficiaries Distributions to Income Beneficiaries
Distributions of income cash to trusts Income Assets Transferred to Trust

Distributions of Property

After the debts of an estate and the applicable estate taxes have been determined and paid, the
fiduciary must focus on carrying out the remaining provisions of the decedent’s will as they
relate to principal and income. In a testate situation, a distribution of real property is a devise,
and the recipient of the property is the devisee. Distributions of personal property are called
bequests or legacies, and the recipient of personal property is called the legatee.

A devise is usually a distribution of a specific piece of real property. In contrast, legacies may
include one or more of the following types:

1. A specific legacy is a gift of a particular, specified thing, distinguishable from others. Example:
My 3-carat diamond ring to my son Ryan, the painting ‘‘Light of the Day’’ by Peter Ray
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distributed.
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James on the north wall of my study to my daughter Rebecca, and all of my remaining wine
will go to my Uncle Harold.

2. A demonstrative legacy is a gift of an amount from a specific source, with the will stipulating
that if the amount cannot be satisfied from that source, it shall be satisfied from the general
estate. If proceeds are inadequate to meet the amount, the difference shall constitute a gen-
eral legacy. Example: $50,000 from several identified insurance policies to be divided equally
between my two grandchildren.

3. A general legacy is a gift of an indicated amount or quantity of something: Example: $5,000
to each of my two sisters, $10,000 to my only brother. However, the specific source of the
payment is not designated.

4. A residuary legacy is composed of all estate property remaining after assigning the specific,
demonstrative, and general legacies. Example: The balance of my estate to be divided equally
between my two children, Ryan and Rebecca.

If the remaining estate principal, after paying debts and expenses, is not adequate to satisfy
the various legacies, a process called abatement is followed. Abatement requires that the legacies
be satisfied to whatever extent possible in the order in which they are presented above [items (1)
through (4)]. If the amount of assets designated as a general legacy is not available, the available
amount is abated proportionately among the recipients. For example, if the entire $20,000
called for by the above general legacy were available, it would be allocated 5/20, 5/20, and
10/20 among the two sisters and one brother, respectively. However, if only $12,000 were avail-
able, this amount would be allocated among the legatees based on the original proportions with
the two sisters each receiving $3,000 and the brother receiving $6,000.

In order to more fully demonstrate the process of abatement, assume the above legacies and
the following alternative scenarios:

Scenario

Estate Assets A B C

Diamond ring . . . . . . . . . . . . . . . . . . . . . . . available does not exist does not exist
‘‘Light of the Day’’ painting . . . . . . . . . . . . . available available does not exist
Insurance policy proceeds. . . . . . . . . . . . . . $40,000 $60,000 $30,000
20 Bottles of wine . . . . . . . . . . . . . . . . . . . . available does not exist available
Other available cash . . . . . . . . . . . . . . . . . . $150,000 $20,000 $30,000

In Scenario A, the demonstrative legacy is not satisfied in its entirety and, therefore, the defi-
ciency of $10,000 due the two grandchildren becomes a general legacy. Given the amount of
other available cash, the above deficiency ($10,000) along with the general legacies ($20,000) will
be distributed with the remaining $120,000 of cash being divided equally between the two chil-
dren, Ryan and Rebecca. In Scenario B, Ryan does not receive the diamond ring because it does
not exist at the time of the decedent’s death although it may have existed at the time the will was
drafted. The daughter, Rebecca, receives the painting, and the excess insurance proceeds become
available to satisfy general legacies. The uncle does not receive any wine and of the now available
cash of $30,000 (other of $20,000 plus the $10,000 of extra insurance proceeds), $20,000 goes to
satisfy the general legacies and the balance is a residual legacy to be divided equally between the
two children, Ryan and Rebecca. In Scenario C, no specific legacies can be satisfied except for the
wine and the $20,000 deficiency traceable to the insurance proceeds becomes a general legacy.
The other available cash of $30,000 is allocated proportionately between the $20,000 traceable to
the original general legacy and the $20,000 deficiency in insurance proceeds. Therefore, the
$30,000 of available cash is allocated as follows: a general legacy of $15,000 with $3,750 to each
of the two sisters, $7,500 to the one brother, and a general legacy (the demonstrative deficiency)
of $15,000 with $7,500 to each of the two grandchildren. There is no residual legacy.

If a decedent dies intestate, real property is distributed according to the laws of descent of
the state in which the real property is located. Personal property is distributed according to the
laws of distribution of the state in which the decedent is a resident, called the state of domicile.
In general, only a spouse or blood relative may receive an intestate distribution.
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In order to illustrate the accounting for principal or corpus and income, we continue the
earlier example regarding Jane Jacoby’s estate. Events (1) through (6) of Illustration 20-1 relate
to Jane’s estate. Events (7) through (14) relate to the accounting for estate income and property
distributions. Events (15) and (16) reflect the closing of estate principal and income.

Illustration 20-1
Accounting for the Estate of Jane Jacoby

Event Entry

01. Recording of the initial estate
inventory after special exemptions
and allowances.

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 81,000
Investment in XYZ Stock and Mutual Funds . . . . . . . . . . 1,144,000
Declared Dividend on XYZ Stock. . . . . . . . . . . . . . . . . . 3,000
Investment in J&D Partnership . . . . . . . . . . . . . . . . . . . . 155,000
Automobile . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Wages Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Estate Principal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400,000

02. Subsequent discovery of estate
assets.

Investment in Apex Bonds . . . . . . . . . . . . . . . . . . . . . . . 20,000
Accrued Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Estate Principal: Assets Subsequently Discovered . . . 21,000

03. Sale of estate assets: J&D
Partnership for $165,000 cash.

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 165,000
Investment in J&D Partnership . . . . . . . . . . . . . . . . . . 155,000
Gain on Realization of Principal Asset. . . . . . . . . . . . 10,000

04. Sale of estate assets: Apex bonds
plus accrued interest for $19,500.

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,500
Loss on Realization of Principal Asset . . . . . . . . . . . . . . 1,500

Investment in Apex Bonds . . . . . . . . . . . . . . . . . . . . . 20,000
Accrued Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

05. Receipt of accrued wages and
dividends receivable.

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Wages Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Declared Dividend on XYZ Stock . . . . . . . . . . . . . . . . 3,000

06. Payment of claims against the estate. Funeral Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Administrative Expenses . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Debts of Decedent Paid . . . . . . . . . . . . . . . . . . . . . . . . . 23,000
Medical Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

07. Receipt of interest on cash accounts. Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Estate Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

08. Receipt of dividend declared on XYZ
stock subsequent to decedent’s death.

Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Estate Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

09. Distribution of specific legacy of
automobile to Jane’s nephew.

Legacies Distributed. . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Automobile . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

10. Distribution of general legacy of
$25,000 to Jane’s sister.

Legacies Distributed. . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

11. Distribution of specific legacy of
5,000 shares of XYZ stock to Riveredge
Nature Center.

Legacies Distributed. . . . . . . . . . . . . . . . . . . . . . . . . . . . 186,000
Investment in XYZ Stock . . . . . . . . . . . . . . . . . . . . . . . 186,000

12. Payment of administrative expenses of
which $100 is traceable to income.

Administrative Expenses . . . . . . . . . . . . . . . . . . . . . . . . 300
Expenses Chargeable against Income . . . . . . . . . . . . . 100

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
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Event Entry

13. Distribution of income cash traceable
to dividends received to Jane’s
brother.

Distribution to Income Beneficiary . . . . . . . . . . . . . . . . . 3,000
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

14. Distribution of all estate assets to the
Jacoby children’s trust administered
by First National Trust Company.

Principal Assets Transferred to Trust. . . . . . . . . . . . . . . . 1,165,200
Income Assets Transferred to Trust . . . . . . . . . . . . . . . . . 900

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 207,200
Investment in XYZ Stock and Mutual Funds . . . . . . . . 958,000
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

15. Closing of estate principal. Estate Principal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400,000
Estate Principal: Assets Subsequently Discovered . . . . . 21,000
Gain on Realization of Principal Asset . . . . . . . . . . . . . 10,000

Loss on Realization of Principal Asset . . . . . . . . . . . . 1,500
Funeral Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Administrative Expenses . . . . . . . . . . . . . . . . . . . . . . 3,300
Debts of Decedent Paid . . . . . . . . . . . . . . . . . . . . . . . 23,000
Medical Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Legacies Distributed. . . . . . . . . . . . . . . . . . . . . . . . . . 226,000
Principal Assets Transferred to Trust . . . . . . . . . . . . . . 1,165,200

16. Closing of estate income. Estate Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Expenses Chargeable against Income . . . . . . . . . . . 100
Distributions to Income Beneficiary . . . . . . . . . . . . . . 3,000
Income Assets Transferred to Trust . . . . . . . . . . . . . . . 900

The Charge and Discharge Statement

Periodically, the fiduciary will prepare a report to the court summarizing the results during the
period of stewardship. This report is called a charge and discharge statement or a final account.
The preparation of the report is simplified if a double trial balance has been prepared, since the
charge and discharge statement is divided into two parts—one as to principal and one as to
income. The statement for the estate of Jane Jacoby on December 31 of the year of death,
appears as Illustration 20-2.

Illustration 20-2
Charge and Discharge Statement

Estate of Jane Jacoby
Howard Wells, Executor

Charge and Discharge Statement
For Period June 1 to December 31 of the Year of Death

As to Principal

I charge myself with:
Assets per original inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,400,000
Assets subsequently discovered. . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Net gain on realization of principal assets . . . . . . . . . . . . . . . . 8,500

Total charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,429,500

(continued)
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As to Principal

I credit myself with:
Funeral and administrative expenses. . . . . . . . . . . . . . . . . . . . . $ 8,300
Medical expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Debts of decedent paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000
Legacies distributed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 226,000

Total credits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 264,300

Balances as to estate principal, consisting of:
Cash—principal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 207,200
XYZ stock and mutual funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . 958,000

$1,165,200

As to Income

I charge myself with:
Estate income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000

I credit myself with:
Expenses chargeable against income . . . . . . . . . . . . . . . . . . . . $ 100
Distributions to income beneficiaries . . . . . . . . . . . . . . . . . . . . . 3,000

Total credits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,100
Balances as to estate income, consisting of:

Cash—income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 900

In a more complex estate, each of the items in the charge and discharge statement would be
supported by a schedule providing detail. For example, a supporting schedule for gains and
losses on realization of principal assets might appear as follows:

Schedule of Gains and Losses on Realization of Principal Assets

Inventory
Value

Proceeds on
Realization Loss Gain

J&D Partnership . . . . . . . . . . . . . . . . . . . . . . . $155,000 $165,000 $10,000
Apex bonds and accrued interest . . . . . . . . . 21,000 19,500 $(1,500)

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $176,000 $184,500 $(1,500) $10,000

If the fiduciary had completed his or her responsibilities to the estate, all assets comprising
estate principal and income would have been distributed. In this case, the charge and discharge
statement would reflect zero balances as to estate principal and income. Final distributions of
estate principal often are made in the form of a residual legacy and/or a trust for the benefit of
designated parties. After all final distributions, the estate records are closed with the estate prin-
cipal and estate income accounts serving as clearing accounts. The final distributions of the
estate of Jane Jacoby, along with necessary closing entries, are recorded as events (14) through
(16) of Illustration 20-1.

R E F L E C T I O N
� Estate principal or corpus consists of a variety of assets that are to be measured at fair

value; claims normally exist against such assets.

� It is important to properly analyze activities of the estate in order to properly determine

the impact on estate principal and estate income.
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� The assets of an estate may be distributed in a number of ways, including charitable

transfers, devises, and legacies.

� A charge and discharge statement is used to summarize the disposition of estate principal

and income.

TAX IMPLICATIONS OF AN ESTATE
During one’s lifetime certain transfers of property may be subject to gift tax, and certain trans-
fers upon death may be subject to estate tax. The federal gift and estate tax rates are the same
and are referred to as the unified transfer tax rate. There is also a unified credit amount that may
be used to reduce the tax associated with gifts and estates. Although most estates are not subject
to estate tax, for those that are, a major claim against the assets of an estate may result from the
imposition of a federal estate tax, a state estate tax, or a state inheritance tax. An estate is consid-
ered to be a separate, distinct taxable entity during the period of administration or settlement
although this period of time may not be unduly prolonged. The estate will be considered termi-
nated after a reasonable period of time is allowed for administration and settlement. For the
most recent year available (2012), the Internal Revenue Service reported that:

^ Over 9,400 federal estate tax returns were filed of which over 3,700 were taxable returns.
^ The gross estate (monetary value used to determine estate tax liability) for all returns filed

was approximately $124 billion. Of which $62 billion was traceable to taxable returns.
^ Approximately $8.5 billion of net estate tax (after considering all applicable credits) was

traceable to the over 3,700 taxable returns.1

Minimizing the taxes imposed on an estate is a very complex topic, and prudent estate tax
planning is critical. During one’s lifetime, serious consideration should be given to how various
divestitures and trusts could be used to manage one’s taxable estate. In addition, proper plan-
ning should address the following considerations:

1. Maximizing benefits of the marital deduction.

2. Making gifts during one’s lifetime.

3. Taking actions to accomplish a step-up in property basis.

4. Taking actions to benefit from a loss in property values.

5. Utilization of charitable deductions.

6. Planning estate liquidity.

Recipients of gifts or estate assets do not pay the gift or estate tax nor do they pay income
taxes on amounts received. The gift tax is paid by the party making the gift, and the estate tax
is paid by the estate. The estate must have a certain amount of liquid assets to pay taxes and
the probate/administrative costs associated with carrying out the provisions of a will. If the
estate lacks adequate liquidity, a forced sale of estate assets might result. It is not uncommon
that some form of life insurance is recommended to provide liquidity and flexibility in meet-
ing the estate tax liability, as well as additional value for the estate.

As previously stated, taxable gifts and taxable estates are taxed at the same rate schedule which
is referred to as the unified transfer tax rate. The tax rates are progressive in nature and have chan-
ged over time. The current, 2014 transfer tax rate schedule is presented in Exhibit 20-1.

4
O B J E C T I V E

Explain how one’s estate is

taxed and how such taxes

may be minimized.

1 Internal Revenue Service, Statistics of Income Division, Estate and Gift Tax Statistics for 2012; http://www.irs.
gov/uac/SOI-Tax-Stats-Estate-Tax-Statistics-Filing-Year-Table-1.
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All examples and end-of-chapter materials will be based on rates and amounts applic-
able for the year 2014.

Exhibit 20-1
Unified Transfer Tax Rate Schedule for the Year 2014

A B C D

Taxable
Amount over

Taxable Amount
Not over

Tax on Amount
in Column A

Rate of Tax on
Excess over
Amount in
Column A

$ 0 $ 10,000 $ 0 18%
10,000 20,000 1,800 20
20,000 40,000 3,800 22
40,000 60,000 8,200 24
60,000 80,000 13,000 26
80,000 100,000 18,200 28

100,000 150,000 23,800 30
150,000 250,000 38,800 32
250,000 500,000 70,800 34
500,000 750,000 155,800 37
750,000 1,000,000 248,300 39

1,000,000 Not applicable 345,800 40

Estate Reduction with Gifts

The taxation of an estate can be a complex process and is dependent on the proper assessment of a
number of factors. One of those factors relates to gifts that have been made during one’s lifetime.
Proper estate planning is essential in order to achieve the maximum benefit of strategies designed to
reduce estate tax. Obviously, as estates grow in size through inflation, investments, and capital appre-
ciation, the importance of minimizing estate taxes also increases. One simple way to reduce a taxable
estate is to annually make nontaxable gifts. Currently (in 2014), the first $14,000 ($28,000 with a
consent from spouse) gifted to any one person during any calendar year is excluded in determining
taxable gifts. This is an annual exclusion and is scheduled to change due to inflation indexing.2

Based on current annual exclusion amounts, consenting spouses who participate for 10 years
in an annual gift program involving six recipients would be able to transfer $1,680,000
[($14,000 � 2 spouses) � 6 recipients � 10 years] without incurring any gift tax. Spouses also
can make gifts to each other. No matter what the amount, such gifts between spouses are not
subject to gift tax. Furthermore, charitable gifts, tuition payments made directly to an educa-
tional organization, and/or medical payments made on another’s behalf are not considered tax-
able gifts. However, if the payment was made to the individual and used for educational or
medical expenses, it would be considered a taxable gift if it exceeds certain defined amounts.

Transfers that do not qualify as nontaxable gifts are therefore deemed to be taxable gifts and
are subject to tax based on the unified transfer tax rates as set forth in Exhibit 20-1. For example,
if consenting spouses each gave $20,000 to 6 recipients for 10 years, then $720,000 of gifts
($360,000 per spouse) would be taxable [($20,000� 2 spouses) versus ($14,000 � 2 spouses)�
6 recipients � 10 years allocated to 2 spouses]. However, there is a lifetime exclusion amount
(in 2014) of $5,340,000 per donor. Therefore, during one’s lifetime, they could make
$5,340,000 of otherwise taxable gifts before incurring any gift tax. The exclusion amount is cur-
rently being indexed to inflation and is being revised on an annual basis.

2 Although the annual exclusion amount is increased for inflation, it is not adjusted every year and when adjusted
it has tended to increase by an even $1,000. Future exclusion amounts are not currently known; therefore, all
examples and end-of-chapter materials will be based on the assumption that the annual exclusion is $14,000.
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Per Exhibit 20-1, the tax that would be associated with a lifetime exclusion of $5,340,000
would be $2,081,800 {$345,800 þ [40% � ($5,340,000� $1,000,000)]}. This amount of tax
that is excluded is known as the unified credit. It is referred to as a unified credit because it can
affect both applicable gift and estate tax. However, it is important to note that it applies to gift
and estate tax combined rather than a credit of $2,081,800 for each. Therefore, in the above
example, the tax on the cumulative taxable gifts would have been offset by the credit. It is
important to remember that this credit is a lifetime credit.

In order to illustrate these concepts, consider the following example. During the current
year, a person made the following gifts:

Gift to charity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 240,000
Gift to spouse. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Gifts to grandchildren:

12 Grandchildren at $100,000 per child. . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000
Gifts to children:

6 Children at $700,000 per child. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200,000

Total gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,740,000

Prior to the current year, the person had made cumulative taxable gifts of $792,000 (sub-
sequent to 1976). The net gift tax on the current year gifts would be determined as follows:

Total of current year gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,740,000
Excluded charitable gift . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (240,000)
Excluded gift to spouse . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (100,000)

Subtotal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,400,000
Nontaxable portion of gifts to:

Grandchildren (12 recipients� $14,000) . . . . . . . . . . . . . . . . . . . . . . . . . . (168,000)
Children (6 recipients� $14,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (84,000)

Current year taxable gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,148,000
Previous cumulative taxable gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 792,000

Total cumulative taxable lifetime gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,940,000

Tax on lifetime gifts (see Exhibit 20-1):
[$345,800þ (40%� $4,940,000)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,321,800

Unified credit:
[$345,800þ (40%� $4,340,000)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,081,800)

Net tax due on current year gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 240,000

In the above example, the entire available unified credit of $2,081,800 was applied against gift
tax of $2,321,800, and the tax on any further taxable gifts will not be reduced by the unified credit.
It is also important to note that the unified transfer tax system has one unified credit of which the
gift tax credit is a part. Therefore, if a portion of the credit is used to offset gift tax, there is less
remaining available credit to reduce potential estate tax. This concept will be discussed shortly.

One might ask, ‘‘Assuming there have been no previous gifts, what is the maximum total gift a
husband and wife may give to one individual at one time in 2014 without incurring any tax?’’ For gift
tax purposes, a gift made by one person to someone other than his or her spouse may be considered as
having been made one-half by each spouse under the gift splitting provisions provided that both
spouses agree to splitting. Each spouse is entitled to a unified credit of $2,081,800 (in 2014), or an
exemption equivalent gift of $5,340,000, plus the annual $14,000 exclusion. Therefore, a husband
and wife together could give $10,708,000 (2 spouses � $5,354,000) to one person (assuming none
of the lifetime exclusion amount had been previously used) without incurring any gift tax. The unified
gift tax credit is not an annual credit but rather a lifetime credit. Therefore, once used, a unified trans-
fer (gift) tax would be due on taxable gifts without the benefit of a reduction due to the unified credit.
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Federal Estate Taxation

Significant changes regarding gratuitous transfers of property resulted from the Tax Reform Act
oft 1976. Prior to its enactment, transfers of property during the owner’s lifetime were subject
to the federal gift tax, while property passing as a result of death was subject to the federal estate
tax. As previously stated, as a result of the Tax Reform Act, the separate gift tax and estate tax
were combined into a unified transfer tax, which addresses both life (gift) and death transfers
made after 1976. Therefore, taxable gifts and taxable estates are both taxed at the same rates
(the unified transfer tax rate). However, the tax associated with gifts and the tax associated with
an estate must be separately determined.

The computation of the federal estate tax may be summarized as follows:

Gross estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XX
Less deductions allowed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . –XX

Taxable estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XX
Add post-1976 taxable gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . þXX

Unified tax base. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XX

Tentative tax on total transfers . . . . . . . . . . . . . . . . . . . . . . . . . . XX
Less tax credits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . –XX

Estate tax due. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XX

The starting point for the computation of the federal estate tax is the determination of the
gross estate, which includes the fair market value of all property in which the decedent had an
interest at the date of death, regardless of the nature of the property or to whom it passes.
Whether it is real or personal, tangible or intangible, business or nonbusiness, the property is
includable. The gross estate, for tax purposes, is often greater than the estate for probate pur-
poses due to special tax rules (for example, special rules regarding joint tenancy). The gross
estate also includes life insurance proceeds payable to the estate, or if the decedent owned the
insurance policy, the proceeds payable to their heirs. The gross estate also includes transfers by
the deceased during his or her lifetime in which certain rights are retained by the decedent (such
as the right to enjoyment, or possession, the right to designate persons who will possess or enjoy
and of transfers which at the date of the decedent’s death were subject to the decedent’s power
to alter, revoke, terminate, or amend the transfer). In order to prevent significant reductions in
one’s gross estate, certain property that the decedent transferred within three years prior to death
may be included in the gross estate.

The taxable estate is determined by subtracting the total of the following allowable
deductions:

1. Allowable expenses, such as funeral expenses and costs of administrating the estate;

2. Indebtedness against property included in the gross estate, such as a mortgage and other
debts of the decedent;

3. Unpaid property and income taxes of the decedent to date of death;

4. Uninsured losses from casualty or theft of estate assets during the period of settlement;

5. Transfers to the United States, any state, political divisions of a state, or charitable organiza-
tions (for use in charitable purposes) specified by the will;

6. State inheritance taxes; and

7. Marital deduction, which is unlimited in amount, for estate property that passes to the sur-
viving spouse if he or she is a U.S. citizen.

The unified transfer tax approach requires that the taxable estate be increased by any taxable
gifts made after 1976 by the decedent prior to death. Gifts during one’s lifetime may be subject to
the unified transfer tax. It is important to remember that a unified credit may be taken against the
tax imposed on taxable gifts. However, any unified credit that is applied against gift tax reduces
the unified credit that may be applied against estate tax. Therefore, in order to make sure that the
unified credit used to reduce gift tax reduces the unified credit on estate tax, the post-1976 taxable
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gifts are added to the taxable estate in order to arrive at a unified tax base. Adding taxable gifts to
the taxable estate results in a unified tax base to which the unified transfer tax rates are applied
which in turn results in a total unified tax on total transfers (during life and upon death).

Application of the tax rates to the unified tax base results in a tentative estate tax which is
then reduced by certain credits and the net tax is due nine months from the date of death. The
two most common credits relate to taxes paid on post-1976 taxable gifts and the unified credit.
Recalling that post-1976 taxable gifts are added to the taxable estate to produce a unified tax
base, it is apparent that the taxable gifts are again being taxed at the applicable rates. If there
were no further adjustment, this would result in double taxation on taxable gifts, once at the
time of the gift and again as part of the estate tax calculation. Therefore, a credit for taxes asso-
ciated with post-1976 gifts is calculated. The credit is equal to the tax that would be imposed
on the taxable gift based on unified transfer tax rates that are in effect at the time of the dece-
dent’s death (even though the gift tax at the time of the gift may have been calculated using dif-
ferent rates). If the credit were merely the amount of tax originally paid on the gift, it is possible
that the gift could be currently taxed, as part of the unified tax base, at rates that were different
than at the time of the gift. In that case, the credit would not offset the current tax associated
with the gift. Therefore, the credit associated with gifts is based on current rates in effect.

Additional credits against the tax due are based on state death or inheritance taxes paid and
foreign death taxes. After recognizing applicable credits, the net tax due is paid out of the princi-
pal of the estate. If the estate principal does not have adequate cash to pay the taxes, other prin-
cipal assets must be liquidated in order to generate the necessary cash.

In order to demonstrate the application of the unified transfer tax to an estate, assume that a
single person died with a gross estate of $9,240,000 after having made $7,000,000 of taxable
gifts during their lifetime. The calculation of the estate tax is as follows:

Gross estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,240,000
Less deductions allowed:

Funeral expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,000
Administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Charitable transfers in will . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 (240,000)

Taxable estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,000,000
Post-1976 taxable gifts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000,000

Unified tax base. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,000,000

Tentative tax on total transfers (see Exhibit 20-1). . . . . . . . . . . . . . . $ 6,345,800
Less unified credit. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,081,800)

Net tax. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,264,000
Tax on taxable gifts at current rates* . . . . . . . . . . . . . . . . . . . . . . (664,000)

Net estate tax. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3,600,000

*This is the tax of $2,745,800 on a $7,000,000 gift less the lifetime exclusion amount of $2,081,800.

Marital Deduction

In the computation of the taxable estate, recall that a marital deduction is allowed for the value
of qualifying property passing to a surviving spouse. The amount of the deduction is unlimited.
No matter how large the estate, a bequest of all property to one’s surviving spouse will comple-
tely eliminate federal estate taxes for the decedent’s estate. That statement is technically correct
but incomplete. It should also state that the deduction may defer estate taxes only until the
death of the surviving spouse. Upon the death of the surviving spouse, their estate (which
includes the remains of their previously deceased spouse’s estate) may become subject to tax. At
that point, it may be discovered that use of the unlimited marital deduction actually increased
the overall estate tax. This can result because the tax rates are progressive (the higher the tax
base, the higher the rates), and the effect of the unlimited marital deduction is to channel all
assets into the estate of the surviving spouse.
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To illustrate, assume Ruth Marshall’s will stipulated that her husband William was to receive
all of her gross estate valued at $14,300,000. Outstanding debts of $150,000 and funeral and
administrative expenses totaling $50,000 are paid out of the estate. Also, assume that later in
the same year William dies with Ruth’s estate assets of $14,100,000 still intact plus other assets
of $1,300,000 for a total of $15,400,000. At the time of William’s death, debts of his estate
total $80,000, and $20,000 of funeral and administrative costs have been incurred. With an
unlimited marital deduction, their estate tax computations are as follows:

Ruth William

Gross estate. . . . . . . . . . . . . . . . . . . . $ 14,300,000 $15,400,000*
Less deductions:

Debts . . . . . . . . . . . . . . . . . . . . . . . $ 150,000 $80,000
Funeral and administrative costs . . 50,000 20,000
Marital deduction . . . . . . . . . . . . . 14,100,000 (14,300,000) 0 (100,000)

Taxable estate . . . . . . . . . . . . . . . . . . $ 0 $15,300,000

Estate tax before credits. . . . . . . . . . . $ 6,065,800
Less unified credit. . . . . . . . . . . . . . . . (2,081,800)

Estate tax due. . . . . . . . . . . . . . . . . . . $ 3,984,000

*This represents the $14,100,000 transferred per the marital deduction plus William’s separate assets of $1,300,000.

Several alternatives are available for further reducing a marital couple’s estate tax. Under cur-
rent law, the decedent’s unused gift and estate tax exclusion amount and resulting unused uni-
fied credit can be made available to the surviving spouse, by the executor of the decedent’s
estate. The portability of the exclusion amount means that a couple, in essence, has a combined
exclusion amount of $10,680,000 for gift and estate tax purposes. It is important to note that
the portability of the exclusion amount is only applicable to estate tax not other taxes, such as
the generation skipping tax.

Given the above example, assume that the executor of the decedent’s estate elected to trans-
fer the unused exclusion amount to the surviving spouse. Upon the death of the surviving
spouse, the taxable estate of $15,300,000 would result in the following amount of estate tax:

Taxable estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,300,000

Estate tax before credits. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,065,800
Less unified credits:

Ruth’s portable unified credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,081,800)
William’s unified credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,081,800)

Estate tax due. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,902,200

As an alternative strategy, Ruth’s will or trust document could have stipulated that an amount
equal to the applicable exclusion amount ($5,340,000) be placed in a trust for the benefit of Wil-
liam. William will be the income beneficiary and will have access to the principal amount with
few restrictions (for example, assets may be used for William’s medical and educational expenses
as well as for his general maintenance and support). At the time of William’s death, the remaining
assets of the trust would transfer to their children free of tax, even if they have greatly appreciated.
The objective of using a trust in this instance is to maximize the use of the unified credit by not
just one of the spouses but by both spouses. A common form of trust used for this purpose is a
credit shelter trust, as it ‘‘shelters’’ a portion of the total estate from estate tax by using the unified
credit available to each spouse. Sometimes, these trusts are also referred to as marital deduction
trusts, family trusts, bypass trusts, or ‘‘A-B’’ trusts. In any case, if these trusts meet IRS guidelines,
they are not subject to estate tax when the surviving spouse (William) dies. Therefore, if properly
designed, the trust amount would be included in the decedent’s (Ruth) taxable estate and incur
tax but be offset by the unified credit. The balance of the decedent’s (Ruth) net estate would be

1046 Part 5 FIDUCIARY ACCOUNTING

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



offset by the marital deduction and avoid estate tax. The balance of the decedent’s net estate would
pass to the surviving spouse. In our example, Ruth’s taxable estate would consist of the amount of
the credit shelter trust ($5,340,000), the tax on which would be offset by the unified credit. The
balance of Ruth’s net estate of $8,760,000 ($14,300,000 � $150,000 debts � $50,000 costs �
$5,340,000 placed in trust) would go directly to William and qualify for the marital deduction.
Now, their estate computations would be as follows, once again assuming that William has addi-
tional other assets of $l,300,000:

Ruth William

Gross estate . . . . . . . . . . . . . . . . . . . . . $14,300,000 $10,060,000*
Less deductions:

Debts . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000 $80,000
Funeral and administrative costs . . . 50,000 20,000
Marital deduction . . . . . . . . . . . . . . 8,760,000 8,960,000 0 100,000

Taxable estate . . . . . . . . . . . . . . . . . . . $ 5,340,000 $ 9,960,000

Estate tax before credits** . . . . . . . . . $ 2,081,800 $ 3,929,800
Less unified credit. . . . . . . . . . . . . . . . . (2,081,800) (2,081,800)

Estate tax due. . . . . . . . . . . . . . . . . . . . $ 0 $ 1,848,000

*This represents the $8,760,000 transferred per the marital deduction (outside of the trust) plus William’s separate
assets of $1,300,000.

**This amount of tax is based on the rates in Exhibit 20-1.

Not knowing which spouse would be the first to die, both spouses usually create a revocable
trust during their lifetime. Upon death, their trust becomes irrevocable and the surviving spouse
terminates their revocable trust. Consideration should also be given to how the couple’s assets
are held. For example, if assets are held as joint tenants, then the property passes automatically
to the surviving spouse and cannot be placed in a trust. If the assets had been held as tenants in
common, then the decedent’s share of such assets could become part of their estate and could be
used as the basis for a trust. Although portability of the decedent spouse’s exclusion amount
does not require the creation of a trust, creation of a trust still offers certain advantages beyond
those of portability.

Valuation of Assets Included in the Gross Estate

For estate tax purposes, the assets included in a decedent’s gross estate must be measured at fair
value. Assets are included in the estate at their fair value on the date of death or on an alternate
valuation date, if the personal representative so elects. If the alternate valuation date is elected,
all estate property must be valued as of six months after the decedent’s death, except for property
sold, distributed, or otherwise disposed of during the 6-month period. Such property is valued
as of the date of disposition. The alternate valuation date may be used only if it would reduce
the total gross estate and decrease the estate tax liability. The alternate valuation date protects
estates if there should be a significant decrease in property values during the 6-month interval.

Formerly, it would have been possible for a fiduciary, knowing that there would be no estate
tax to pay, to select the alternate valuation date if assets increased in value, thereby giving the
heirs a higher basis for their inherited property, at no cost to the estate. To prevent this windfall,
Congress took an action that permitted election of the alternate valuation date only if it would
reduce the total gross estate and decrease the estate tax liability.

The recipient of assets from the gross estate must establish their inherited basis of the assets
for purposes of their own personal tax situation. The basis of property acquired from a decedent
is the fair value on the date of death or alternate valuation date, and this may result in a
stepped-up basis. For example, assume Jane Jacoby held stock with a cost of $100,000. At the
date of her death, it was worth $500,000 and was willed to her nephew, whose basis now
becomes the stepped-up amount of $500,000. A subsequent sale of the stock by the nephew
would measure the gain or loss on the sale for income tax purposes against this basis of
$500,000. Although the value of the stock must be included in the inventory of the estate,
which would be subject to the unified transfer tax only if the estate is large enough, the
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$400,000 gain would escape taxation on the decedent’s personal income tax return filed for his
or her year of death. The provision allowing for the step-up of basis can result in significant tax
savings if a decedent does not have estate tax. However, if a decedent does have estate tax, in
essence, the gain from stepping up the basis is subject to tax in the form of an estate tax rather
than an income tax. In the above example, if Jane had sold the stock before her death, the gain
would have been subject to personal income tax. Tax planning would suggest that, if possible,
property that has appreciated substantially in value should be held as part of an estate because of
the advantage of the step-up in basis. The opposite is true if there is a substantial decline in
value. If Jane’s stock had a value of $5,000 on the valuation date, that would become the basis
to her nephew. Neither he nor the estate would derive any income tax benefit from the $95,000
loss in value. If Jane had sold the stock prior to her death, benefits resulting from the deductibil-
ity of the loss for her personal income tax purposes would have materialized.

Other Taxes Affecting an Estate

In addition to federal estate taxes, about half of the states assess an estate or inheritance tax on
the value of estate assets conveyed to heirs. Regarding inheritance tax, certain transfers of assets
are exempt, while other transfers are partially exempt, depending on the amount of the transfer
and the relationship of the heir. The taxable amount of nonexempt transfers is reduced further
by certain deductions such as funeral and administrative expenses, debts of the decedent, and
mortgages on real property. As previously stated, state inheritance taxes are an allowable deduc-
tion against the gross estate in order to arrive at the taxable estate.

Depending on the complexity of an estate, it is possible that a significant period of time will be
needed to settle an estate. Upon his or her death, the decedent’s estate becomes a separate distinct tax-
able entity that may continue to exist for some time until all estate assets are distributed. In certain
instances, an estate subsequently will generate income that is not included in the initial estate princi-
pal. Estate income that is distributed currently and properly to a beneficiary generally is excluded
from the taxable income of the estate. Therefore, the estate functions as a conduit through which the
income passes to the recipient. Income passing in this manner retains the same character it had in the
hands of the estate. For example, if the estate receives and distributes nontaxable income such as inter-
est on municipal bonds, the interest remains tax free in the hands of the recipient. Normally, the
beneficiary is taxed on any taxable income that he or she receives, and the estate, as a separate entity, is
taxed on any income that it accumulates. Income taxes on the estate entity are assessed at rates similar
to those used for individual taxpayers except that the levels of income at which rates become effective
are much lower for estates than they are for individuals. Obviously, these highly progressive rates are
designed to encourage estates to distribute income to the intended parties on a timely basis.

R E F L E C T I O N
� One’s taxable estate may be reduced in a number of ways, including annual gifting, the

creation of trusts, and the marital deduction.

� The taxable estate consists of the gross estate less allowable deductions. The amount of

estate tax is also reduced by a unified credit.

TRUST ACCOUNTING ISSUES
A trust is a separate, distinct entity that receives assets from an individual for the purpose of
managing and distributing them over a period of time. A trust is also recognized as a taxable
entity until trust assets have been distributed and the administration of the trust is completed.
Trusts may be created for a wide variety of reasons. It is possible that heirs to an estate currently
lack the maturity, sophistication, or prudence necessary to receive substantial assets directly.
Therefore, a trust is established to manage the asset for the intended heir(s). Trusts also provide

5
O B J E C T I V E

Explain what a trust is and

what the basic accounting

issues are.
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opportunities for assets to be exempt from the probate process and, more important, taxes
imposed on an estate. Finally, trusts are used as a means to convey assets to special organizations
or causes, such as charities, universities, and other not-for-profit organizations. Rather than con-
veying estate assets directly to these organizations, a trust presents an opportunity to recognize
the needs of individual heirs prior to such distributions.

Trusts may take a variety of forms, and various strategies can be used to create a trust.
A charitable remainder trust distributes the income from trust assets to individual beneficiaries
over a period of time (often for the rest of their lives), at which time the assets go to the remain-
derman which must be a charitable organization. Under such an arrangement, a charitable
deduction is available to the grantor when the trust is created. Upon death of the grantor, the
property is excluded from the estate, thereby avoiding estate taxes. A bypass or credit shelter trust
is designed to split assets between a surviving spouse and a trust so that the value of the marital
deduction and unified credit are maximized. Generally, the surviving spouse receives income
during his or her lifetime after which the trust assets are distributed to surviving children or
heirs. A qualified terminable interest property trust (QTIP trust) is similar to a bypass or credit
shelter trust.

Noting that trusts may be designed to accomplish a variety of purposes, they may become
operative while the grantor is alive or they may be created through a will to become effective
upon the grantor’s death. The former type of trust is an inter vivos, or living, trust, while the lat-
ter is referred to as a testamentary trust. For example, an individual grantor may establish an irre-
vocable life insurance trust to become operative during his or her lifetime. This trust owns a life
insurance policy on the grantor and typically receives contributions from the grantor which are
used to pay the insurance premiums. Upon death of the grantor, the insurance proceeds are
excluded from the gross estate, and policy proceeds pass to the designated beneficiaries. An
example of a testamentary trust would be when a decedent’s will, upon his or her death, calls for
the creation of a trust for the benefit of his or her minor children. Typically, after attaining some
age set forth in the trust, the trust assets will be distributed to the children and the trust termi-
nated. In order to carry out the provisions of a trust, a trustee must be appointed. The trustee
may be an individual; however, banks frequently serve as trustees. Most major banks have a trust
department whose services are available for a fee.

Financial Accounting for Trusts

The accounting for a trust is very similar to the accounting for an estate. The distinction
between principal and income must be maintained through the use of trust principal and trust
income accounts. The trust agreement should provide direction regarding how income is to be
determined. A charge and discharge statement is required periodically for both trust principal
and income.

Illustration 20-3 demonstrates the accounting for various events affecting the trust estab-
lished by Jane Jacoby’s will.

Illustration 20-3
Accounting for the Jacoby Children’s Trust

Event Entry

1. Receipt of distribution from the
estate of Jane Jacoby.

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 207,200
Investment in XYZ Stock and Mutual Funds . . . . . . . . . . . 958,000

Trust Principal. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,165,200
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

Trust Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

(continued)
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Event Entry

2. Sale of mutual funds. Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Investment in Mutual Funds . . . . . . . . . . . . . . . . . . . . . 200,000
Trust Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

3. Receipt of dividend and interest
income.

Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,300
Trust Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,300

4. Payment of trustee’s fees and
allocation to principal and income.

Administrative Expenses: Principal . . . . . . . . . . . . . . . . . 400
Administrative Expenses: Income . . . . . . . . . . . . . . . . . . 200

Principal Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

5. Distribution of income cash to
beneficiaries.

Distribution to Income Beneficiary . . . . . . . . . . . . . . . . . . 11,000
Income Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000

To demonstrate adherence to the terms of the trust, the trustee must provide annual, confi-
dential reports to income beneficiaries and remaindermen. For a testamentary trust, a report
must also be rendered to the probate court of the county in which the will was admitted to pro-
bate. The nature of the report is dependent upon the statutory requirement of the relevant state.
Generally, within 30 days after the end of each year, a report must be filed that shows:

1. The trust principal on hand at the beginning of the period.

2. Changes in the trust principal during the period, such as asset acquisitions or dispositions.

3. The trust principal on hand at the end of the period, its composition, and the estimated fair
values of all investments.

As to trust income, the report shows:

1. The trust income on hand at the beginning of the period.

2. Trust income received during the period, including its sources and amounts.

3. Distributions of trust income made during the period to income beneficiaries.

4. The trust income on hand at the end of the period and how it is invested.

These requirements may be met by the periodic filing of a charge and discharge statement,
provided that sufficient detail as to principal and income is incorporated into the report. At the
time the statement is submitted to the court, many trustees prefer to close trust books to have
them correspond to the annual time frame used in filing reports. Trust Principal and Trust
Income are the clearing accounts used in the closing process, paralleling the procedures for clos-
ing an estate.

The trust will terminate when all trust property is distributed in accordance with the trust
arrangement. For example, a trust may have been created to provide a beneficiary with income
until this beneficiary reaches a specified age, at which time trust principal is released. The trust-
ee’s final report will take the same form as the periodic reports but, in addition, will itemize total
distribution of trust principal and income to indicate termination of stewardship.

R E F L E C T I O N
� A trust is a separate, distinct entity, and its principal and income must be separately

accounted for.
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UNDERSTANDING THE ISSUES

1. Estate planning is becoming more important to many individuals. Identify several
goals of estate planning.

2. Explain the concepts of the marital deduction and the portability of the unified
credit as it relates to estate taxes applicable to a married couple.

3. Explain why it is important to separately account for the principal and income of an
estate and what happens if such assets are not adequate to satisfy demonstrative or
general legacies.

EXERCISES

Exercise 1 (LO 3) Allocating legacies. Calvin Hughes’s will provided for the following
distributions:

a. The 40-acre parcel in Leona, Wisconsin, is to be given to The Nature Conservancy along
with $50,000.

b. My 1970 GTO Pontiac convertible along with my 1937 Chevrolet pickup truck are to be
given to the ‘‘Piston Auto Club’’ located in Slinger, Wisconsin.

c. The collection of Zuni Kachina dolls is to be given to my nephew William Hughes.
d. My Northwestern Mutual insurance policy number 14378 has named my son Calvin, Jr., as

beneficiary. Policy number 48002 has named the estate as beneficiary. However, I want my
sister Roberta and my brother Roger to each receive $30,000 from the policy proceeds.

e. My residence at 110 Hillcrest Road is to be given to the Riveredge Nature Center located in
Newburg, Wisconsin, provided that the center has not already grown to include more than
500 acres.

f. My grandchildren, Riley, Corey and Toby, are to receive $50,000 each for the purpose of
hopefully funding their college education. This bequest is not contingent upon their going
to college or having already finished college.

g. The balance of my estate is to be divided equally between my son Calvin, Jr., and my
daughter, Susan.

Determine the amount of cash to be received by the decedent’s grandchild Riley and his son
Calvin Hughes, Jr., under each of the following scenarios:

Scenario A: The following additional information is available at the date of death: the estate
only consisted of $40,000 cash, William Hughes was deceased, the Kachina collection was sold
for $45,000, insurance policy number 14378 had a death benefit of $50,000, insurance policy
number 48002 had a death benefit of $40,000, Riveredge Nature Center consisted of 560 acres,
and the residence at 110 Hillcrest Road was sold for $220,000.

Scenario B: The following additional information is available at the date of death: the estate
only consisted of $15,000 cash, William Hughes was thrilled to receive the Kachina collection
which was valued at $45,000, insurance policy number 14378 had a death benefit of $50,000,
insurance policy number 48002 had a death benefit of $40,000, Riveredge Nature Center con-
sisted of 160 acres, and the residence at 110 Hillcrest Road was sold for $220,000.

Exercise 2 (LO 3, 4) Distribution of estate, taxable estate, and the resulting tax.
Determine the correct value for each of the following questions:

1. Assuming that a single person has made taxable lifetime gifts of $1.2 million, what is the lar-
gest taxable estate that could exist and still not incur any estate tax?

2. Helen made separate lifetime taxable gifts of $ 1.5 million and died leaving her entire
$10 million estate to her husband George. George had made taxable gifts of $856,000 prior
to Helen’s death. In the year following her death, George made gifts of $50,000 to each
of their four children. George died shortly after making the gifts leaving a taxable estate of
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$12 million, including the intact $10 million inherited from Helen. What is the net estate
tax due on George’s estate, assuming that the executor of Helen’s estate elected to transfer
any unused unified credit to George?

3. Given the facts in item (2) above, now assume that Helen had established a credit shelter
trust in the amount of $3,840,000 for the benefit of her husband George, which is excluded
from George’s estate. What is the net estate tax due on George’s estate?

4. Roger Pillsbury died leaving an estate consisting of the following: a 1984 Ford Mustang, a
savings account of $40,000 at LaSalle Bank, and a parcel of land in Oklahoma that was sub-
sequently sold for $195,000. His will stipulated that the Ford Mustang go to his brother
Robert and that his sister Ann receive $60,000 from his savings account at LaSalle Bank. Per
his will, each of his six children were to receive $40,000, and the balance of his estate was to
be given to the University of Oklahoma. What amount would Roger’s sister receive from his
estate?

5. Given the facts of item (4) above, assume that Roger had hoped that the University of Okla-
homa would receive $100,000 from his estate. What would the land in Oklahoma have had
to sell for in order for this to have been possible?

Exercise 3 (LO 4) Taxation of gifts. Determine the correct value for each of the following
questions:

1. Assume that an individual gives cash to the following parties: $25,000 to a charitable organi-
zation, $15,000 to her grandson for his college tuition, $8,000 to her granddaughter to
buy a car, and $14,000 to her spouse for a trip to France. What amount of gifts is considered
taxable?

2. Assume that an individual has given $25,000 to each of his four grandchildren for each of
the past three years and $50,000 to a charitable organization. If he wants to make a single
gift to each of his four grandchildren, what would the maximum gift per grandchild be in
order to avoid all gift tax?

3. Your client made the following gifts last year: $200,000 to each of her three children,
$50,000 to her brother, and $10,000 to each of her eight grandchildren. Prior to that, your
client made a single gift of $50,000 to each of her two nieces. If she made a gift of
$5,348,000 to her sister in the current year, what amount of gift tax would be due?

4. Assume the same facts as in item (3) above except that your client married during the current
year prior to making the gift to her sister. Furthermore, assume that her spouse is a consent-
ing spouse for purposes of gifting to the sister and they both gave the gift to the sister. The
new spouse had prior taxable gifts of $100,000. What amount of gift tax would be due?

Exercise 4 (LO 2) Distinguishing between principal and income. Roger Kramer’s
wife Sarah passed away five years ago, and she made Roger promise to continue to provide care
for Sarah’s sister Margaret Smith and let her live in their residence for a period of time. Roger
and Sarah had no children, and Margaret Smith was like a daughter to them. Roger passed
away, and his will contained the following provisions:

a. $200,000 of estate principal should be donated to the Sierra Club and the balance, less
appropriate expenses, should be placed in the Margaret Smith trust.

b. The Margaret Smith trust calls for 80% of periodic net income to be paid out to Margaret
Smith with the balance to be considered trust corpus.

c. The trust is to be terminated two years after Roger’s death at which time 60% of the corpus
will be given to Margaret Smith and the balance to the Milwaukee Foundation to be placed
in a fund to support environmental issues dealing with alternative energy sources.

The following events occurred within one year of Roger’s death:

1. In addition to the personal residence (valued at $350,000), the inventory at fair value of
Roger’s estate consisted of $230,000 cash, securities worth $210,000, personal effects worth
$12,000, and a sailboat worth $8,000.
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2. Mortgage payments on the residence were paid in the amount of $24,000, of which $8,000
was interest ($2,000 of which had accrued as of Roger’s date of death).

3. Funeral and attorney fees to administer the estate were $27,000. Medical expenses incurred
up to Roger’s death were $21,000. Income taxes of $13,000 were due on Roger’s final per-
sonal tax return.

4. Securities existing at the date of death with a cost of $130,000 and a market value of
$178,000 were subsequently sold for $164,000. The proceeds upon sale were reinvested into
bonds. Interest of $4,000 was received on the bonds.

5. A delinquency notice was received indicating that real estate taxes on the residence from last
year remained unpaid in the amount of $12,000 plus interest and penalties of $2,000.

6. Dividends on the securities were received in the amount of $27,000, of which $7,000 were
declared as of Roger’s death.

7. Utilities and normal repairs and maintenance on the residence were $7,200, of which
$1,200 had remained unpaid as of the date of death.

8. Out of estate assets, $15,000 was spent to replace the roof on the residence and $3,000 was
paid for lawn care.

9. A bill was received from the Yacht Club indicating that Roger had unpaid dues and charges
of $1,400. Margaret decided to continue membership in the club and paid additional dues
and charges of $2,800.

Assuming that the trustee of the trust has approved all of the above, prepare a schedule to
determine the principal and income balances after periodic distributions have been made to
Margaret.

Exercise 5 (LO 4) Determination of estate tax. Charles Kamp, a divorced person, died
in February of the current year with an estate consisting of assets valued at $7,008,000 and
liabilities of $380,000. Charles’s will contained the following provisions:

a. Robert Sullivan would serve as executor of the estate and trustee for the Kamp Children
Trust.

b. Timberland with a market value of $560,000 would be placed in a charitable remainder
trust. The income from the trust would accrue to the benefit of his sister Marsha Kamp
Rodriquez. Income would be reduced by the depletion charge associated with the number of
board feet of lumber harvested.

c. Securities with a value of $25,000 would be given to the Milwaukee Art Museum, recog-
nized as a charitable organization.

d. Securities with a value of $600,000 would be given to his married daughter, Maria Kamp
Wilson.

e. Each of his three best hunting friends would be paid $200,000 from the proceeds of the sale
of Charles’s investment in hunting land in Alaska. The hunting land was valued at $475,000
and subsequently sold for $480,000.

f. His long-time friend Ernest Kampmeyer would be given $3,880,000.
g. Proceeds from the life insurance policy with a death benefit of $1,200,000 would be placed

in a trust for the benefit of Charles’s two minor children.

Administrative and funeral expenses associated with Charles’s estate totaled $30,000.
Charles’s income tax returns for the year of death reported unpaid federal and state income taxes
of $13,000.

1. Assuming the unified transfer tax rates and unified credit as set forth in the text, determine
the amount of estate tax due on Charles Kamp’s estate.

2. Prepare a schedule showing the amounts and recipients of general legacies.

Exercise 6 (LO 4) Strategies to minimize estate taxes. Edith Leppert and her hus-
band, Gerald Leppert, have net assets with market values of $4,300,000 and $2,400,000,
respectively. The Lepperts have begun to do some estate tax planning and are developing various
strategies based on the following assumptions:

a. Due to preexisting health conditions, it is assumed that Edith will precede her husband in
death and Gerald will survive Edith by three years.
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b. Gerald’s net assets, including those assets received upon Edith’s death, are expected to
appreciate at an annual compound rate of 5% per year.

c. Administrative and funeral expenses are estimated to be $25,000 per person.
d. Both Edith and Gerald have each earmarked $150,000 of their net assets to be donated to

charitable organizations.

Based on the above information, determine the amount of estate tax that both Edith and
Gerald Leppert would be exposed to given: (1) that no trusts were established and (2) that a
credit shelter trust is created by each person for the benefit of their children in the amount of
$3,500,000. Unified transfer tax rates and the unified credit as set forth in the text should be
used and in all cases, assume the portability of the unified credit is elected.

Exercise 7 (LO 5) Analysis of trust activity. Jack Mason is a single parent with three
minor children. His will provides for the creation of a trust for the benefit of his three children.
His entire net estate is to be placed into the trust, and the trustee is authorized to approve dis-
bursements to the children until they reach the age of 25. Upon reaching the age of 25, each
child is to receive their proportionate share of the trust principal and income. For example, the
first child to reach age 25 will receive one-third of the trust principal and income. The next
child to reach age 25 will receive one-half of the trust principal and income at that time.

The following facts relate to the trust between the time of Mason’s death and the first child’s
25th birthday.

a. The following assets were transferred to the trust after the settlement of Jack Mason’s estate:
Cash, $100,000; stock in IBM, $150,000; investment in real estate partnership, $400,000;
and forest land, $200,000.

b. Subsequent to Mason’s death, an investment in a limited partnership was discovered. The
investment was valued at $40,000.

c. One-half of the investment in the real estate partnership was sold for $220,000.
d. Dividends on the IBM stock were received in the amount of $20,000. The dividend was

declared prior to Mason’s death.
e. All cash balances were invested in a short-term interest-bearing account, and the trust

received $5,000 in interest.
f. The trustee for the benefit of the children approved disbursements in the amount of

$32,000. Disbursements are first considered to be a distribution of available trust income
and then as a distribution of trust principal.

g. Trustee’s fees in the amount of $10,000 were paid. All such fees are to be allocated equally
between principal and income.

h. Eight percent bonds with a face value of $80,000 were purchased for $84,000. The bonds
have a remaining life of five years, and any premium is to be amortized.

i. Income from the harvest of timber in the amount of $22,000 was received. The trust docu-
ment calls for a charge against income for depletion. Depletion is calculated based on a
units-of-output method that is based on board feet of timber harvested. Approximately 11%
of the total board feet is represented by this harvest. The land is expected to have a residual
value of $60,000 after removal of the timber.

j. Real estate taxes on the land in the amount of $6,000 were paid. Such taxes are considered a
component of trust income.

k. The real estate partnership made a distribution of income in the amount of $22,000 to the trust.
l. A semiannual interest payment on the bonds was received by the trust.
m. The trustee paid $6,000 of taxes on trust income.
n. IBM stock with a basis of $60,000 was sold for $80,100.

Prepare a schedule to determine the amount of trust principal to be received by the first
child to reach the age of 25. The schedule should show the cash balance available at any point
in time.
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Exercise 8 (LO 2) Accounting for estate principal and income. Jason Jackson was
killed in a mountain-climbing accident in British Columbia. As Jason’s trusted friend and CPA,
you have been named executor of his estate and guardian to his minor child, Cody Jackson.
Jason’s estate consists of the following assets subject to probate:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,000
Vacant land in Colorado . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Investment in Merkt stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,000
Investment in GTE stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Dividends declared on GTE stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Investment in Trident bond fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Accrued interest on Trident bond fund. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Royalties receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000

Prepare journal entries to record the above inventory and the following events related to the
estate principal and income:

1. Final medical and funeral expenses of $22,000 are paid.
2. An individual retirement account (IRA) naming Jackson’s estate as beneficiary and having a

value of $37,000 subsequently is discovered.
3. Cash dividends of $1,000 on the GTE stock and $2,700 on the Merkt stock are received.
4. The vacant land in Colorado is sold for $150,000 less accrued property taxes of $2,000 and

a broker’s commission of $8,000.
5. Interest of $2,400 is received on the Trident bond fund, and the royalty receivable is also

collected.
6. Income taxes of $4,000 on the decedent’s final tax return are paid, along with $24,000 of

other claims against the estate.
7. A legacy of $15,000 is paid to the High Adventure Climbing School.
8. Administrative expenses of $3,200 are paid, of which $100 is traceable to income.

Exercise 9 (LO 2) Charge and discharge statement. Given the facts of Exercise 8,
(1) prepare the charge and discharge statement that would have resulted from the above events
and (2) prepare the entries to transfer all estate principal and income amounts to a trust for the
benefit of Cody Jackson.

PROBLEMS

Problem 20-1 (LO 4) Strategies to minimize estate tax. James and Susan Wagner have
assets with fair market values of $12,700,000 and $4,800,000, respectively. James has been
diagnosed with a terminal illness and is expected to pass away within the current year. James
wants to minimize his estate taxes, and any appropriate planning should consider the following
factors:

a. James Wagner has debts of $210,000 against the assets in his estate.
b. It is estimated that administrative and funeral expenses will be $25,000 each for James and

Susan.
c. Susan wanted to make contributions of $4,000,000 to charity during her remaining life expec-

tancy. It is estimated that Susan would be able to live comfortably for the balance of her life.
d. Assume that Susan will live for three years after the year of her husband’s death.
e. It is anticipated that at the time of Susan’s death her estate would have appreciated by

$150,000 per year for three years.
f. Neither James nor Susan has made any gifts during the current year.
g. The couple has two children and three grandchildren. One of the grandchildren is attending

the University of Wisconsin and is expected to graduate in two years. Annual tuition costs
are $25,000 per year and $50,000 will be paid directly to the university.

h. James has agreed to make a $200,000 charitable contribution to the Sierra Club out of his
estate.
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i. If any trusts are created, the income from the trust will benefit the surviving spouse, and any
corpus will ultimately pass to the children.

Develop an estate plan for the Wagners that would minimize estate taxes and incorporate the
above factors. The unified transfer tax rates and exclusion amounts set forth in the text should
be used. Assume that annual nontaxable gifts up to $14,000 per donor will be made to all chil-
dren and grandchildren to whatever extent possible.

Problem 20-2 (LO 2) Recording activities for an estate and a trust. At the time of
Robert Granger’s death, his estate consisted of the following assets and liabilities measured at
fair market value:

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Personal residence . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Automobile and sailboat . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000
Investment in mutual funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,280,000
Collection of antique duck decoys. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000
Death benefit of life insurance policy. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Farmland in Ozaukee County . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,230,000

Liabilities

Mortgage on personal residence . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 150,000
Life insurance policy loan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Credit card balances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 205,000

The following information is relevant to the administration of Robert’s estate:

a. Robert is a single person and has two minor children from a previous marriage. After satisfy-
ing the other provisions of his will, the balance of Robert’s estate is to be transferred to a trust
for the benefit of his minor children. Annual trust income in the amount of $15,000 is to be
transferred to the children. Upon attaining the age of 21, each child would receive corpus of
$25,000. The remaining corpus of the trust and any undistributed income is to be paid out
to the children when they both have attained the age of 25.

b. Title to the personal residence, subject to the mortgage, will be transferred to Robert’s sister
who is to serve as the guardian for his minor children.

c. The collection of antique duck decoys is to be given to Ducks Unlimited which is a qualify-
ing charitable organization.

d. Robert’s sailboat, valued at $35,000, is to be given as a charitable contribution to the Milwaukee
Community Sailing Center. The automobile will be given to his nephew Roger Stevens.

e. Funeral and administrative expenses of the estate are $25,000.
f. Investments in mutual funds with an estate value of $170,000 were sold for $180,000 to

provide necessary liquidity.

Subsequent to the settlement of Robert’s estate, the following activity occurred in the chil-
dren’s trust during the first month:

a. The farmland was rented for $25,000. Property taxes and other operating expenses asso-
ciated with the farmland were incurred in the amount of $8,000.

b. Mutual funds with an estate value of $120,000 were sold for $132,000. Mutual funds with
an estate value of $50,000 were sold for $45,000.

c. Income on the mutual fund investments was $22,000.
d. The trustee made a payment of corpus to Robert’s daughter upon her turning 21 years of age.
e. After distributing the required amount of trust income, all available cash with the exception

of $5,000 of income cash was invested in mutual funds.

Required
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Prepare all necessary entries to record the activities of the estate and the trust. Unified transfer
tax rates and the exclusion amount as set forth in the text should be used.

Problem 20-3 (LO 4) Determining and minimizing estate tax. Spencer Cook died on
July 18 of the current year, leaving a gross estate of $8,600,000. Claims to be settled against that
estate included funeral, administrative, and medical expenses of $180,000 and other debts of
$210,000. Spencer’s wife Sara has a considerable estate of her own, and she and Spencer have
each agreed to leave $500,000 of their personal estate to charity. One year after Spencer’s death,
Sara passed away. Allowable expenses against Sara’s estate totaled $420,000 excluding charitable
bequests.

Using the estate tax rates and unified credit in the text:

1. Determine the estate tax to be paid by both Spencer and Sara assuming that no credit shelter
trusts are employed and that Sara’s gross estate is $13,300,000 including the assets inherited
from Spencer.

2. Assume that prior to death Spencer and Sara both created a credit shelter trust calling for
the surviving spouse to be the income beneficiary and their children to be the recipient of
the principal. The principal of the trust is equal to the applicable exclusion amount. Deter-
mine the estate tax to be paid by both Spencer and Sara assuming that Sara’s gross estate at
the date of her death was $11,400,000 including the assets inherited from Spencer.

Problem 20-4 (LO 3, 4) Determining estate tax and general legacies. Walter Camp-
bell was a very giving person all of his life. His surviving children speak frequently of his gener-
osity not only toward his deceased wife but also to many beyond his immediate family.
Unfortunately, Walter’s will proved to be more generous than his estate was able to support.
Provisions of Walter’s will included the following:

a. My entire collection of Navajo rugs and Acoma pottery (fair value at date of death
is $120,000) is to be given to the Museum of Northern New Mexico, a charitable
organization.

b. My residence (fair value at date of death is $550,000) is to be given to my younger brother
Thomas along with $2,500,000 from my brokerage account at Wachovia Securities (fair
value at date of death is $2,200,000).

c. My brokerage account at Schmidt Investment Services (fair value at date of death is
$900,000) is to be liquidated with $500,000 going to each of my two sisters.

d. My collection of antique pistols (fair value at date of death is $85,000) is to be given to my
son-in-law Eric Jacobsen.

e. My hunting land in Buffalo County, Wisconsin (fair value at date of death is $750,000), is
to be sold and my uncle is to receive $700,000 of the proceeds.

f. Of the proceeds from my life insurance policies (fair value at date of death is $250,000),
$200,000 is to be given to First Church of Brookfield, a charitable organization.

g. Each of my eight grandchildren is to receive $50,000, and each of my three children is to
receive $400,000.

h. The balance of my assets is to be divided equally between the Kohler Arts Center in Kohler,
Wisconsin, and the Wisconsin Maritime Museum in Manitowoc, Wisconsin.

In addition to the above listed items, all other assets of Walter’s estate were liquidated for a
total amount of $1,500,000 cash. Allowable deductions, excluding charitable donations, against
his gross estate amounted to $235,000. All calculations of estate tax should use the rates and
unified credit set forth in the text.

Prepare a schedule to determine who will receive a general legacy from Walter’s estate and the
amount of each legacy.

Required

Required

Required
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Problem 20-5 (LO 4) Calculation of gift and estate tax. Early in May of last year,
Nancy Fable was diagnosed with a terminal illness, and doctors gave her one more year to live.
Aside from a prior year $6,000,000 gift to the city of Macon, Georgia, she had not done any
other gifting. She made the following gifts within two months after being diagnosed:

Gift to the First Baptist Church . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 50,000
Gift to the Red Cross . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Gift to Medcap Manufacturing Co. for a new fitness center . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Payment to Princeton University for her only nephew’s tuition. . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Gift to her only sister . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Gifts to each of her three nieces. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

$320,000

In the year after being diagnosed, she made gifts of $25,000 each to her sister, three nieces,
and a nephew. In the fall of that same year, Nancy passed away, leaving an estate consisting of
the following at her date of death:

a. Three thousand shares of Google stock valued at $900 per share.
b. Real estate in Macon County, Georgia, valued at $3,250,000.
c. Household effects valued at $21,000.
d. Bank accounts totaling $780,000 and gold coins valued at $310,000.
e. Loan against the Macon County real estate consisting of $300,000 plus accrued interest of

$7,200.

Funeral and other estate administrative expenses totaled $45,000. Property taxes of $4,000
on the real estate and income taxes of $27,000 were paid by the personal representative. In addi-
tion to the above insurance policy, Medcap Manufacturing owned an insurance policy on
Nancy’s life that had a death benefit of $150,000.

Subsequent to Nancy’s death, but within the 6-month alternative valuation date, the follow-
ing occurred:

a. Two months after Nancy’s death, the Macon County land was sold for $3,050,000, and the
principal amount of the real estate loan was paid off along with revised accrued interest of
$8,300.

b. Three months after Nancy’s death, the gold market began to collapse, and the coins were
sold for $250,000.

c. ExxonMobil stock was discovered. The stock had a value of $22,000 at Nancy’s date of death
and was subsequently sold for $23,000.

d. The bubble burst and four months after Nancy’s death, the Google stock was sold for $780
per share.

e. The household effects were distributed to family and friends and are excluded from estate assets,
f. All remaining cash, including $21,000 of interest since Nancy’s date of death, was distribu-

ted as follows: one-third to immediate family and the balance to the University of Georgia
to endow a chaired professorship in the Theatre Department.

Determine the total amount to be paid for both estate and gift taxes over the 3-year period,
beginning with the gift to the city of Macon, Georgia. Show the applicable tax for each year.

Problem 20-6 (LO 4) Preparation of a charge and discharge statement. Eleanor
Matsun died on June 1 of the current year, leaving a valid will with James Madison being named
as her personal representative. All of the following occurred in the year of her death:

a. The personal representative prepared the following inventory of assets at fair market value as
of the date of death:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 31,000
1,000 Shares of Pal Corporation common stock at $60 per share . . . . . . . . . . . 60,000
2,000 Shares of BVD Corporation common stock . . . . . . . . . . . . . . . . . . . . . . . 40,000
Rapid Transit Corporation (RTC) 8% bonds, interest payable April 1 and

October 1, $30,000 face value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,300
Time share condominium unit at Lake Tahoe . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
50% Interest in Matsun Limo Service, a partnership . . . . . . . . . . . . . . . . . . . . . 70,000
Personal residence. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185,000

Required
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b. Subsequent to filing the above inventory with the court, the personal representative discov-
ered the decedent’s gold coin collection valued at $18,000.

c. On June 20, $2,500 was received from Pal Corporation for dividends declared on May 10 to
shareholders of record on May 31.

d. On July 7, the time share condominium was sold for $30,000.
e. The following items were paid during the period from June 2 through July 31:

The decedent’s charge card balances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,900
Funeral expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Legal fees to probate the will . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Cost to remodel the personal residence prior to sale . . . . . . . . . . . . . . . . . . . . . . 13,000
Payment to the personal representative as approved by the court. . . . . . . . . . . . 4,000

f. On July 5, a check for $15,000 was received for the decedent’s portion of Matsun Limo Ser-
vice income earned during the quarter ended June 30. Income is assumed to be earned
evenly over the quarter.

g. The decedent’s partner in the limo service offered the personal representative $65,000 for
the decedent’s interest in the partnership. After much negotiation, the interest was sold for
$80,000.

h. In mid-September, the decedent’s personal residence was sold for $162,000, net of brokerage
and closing costs totaling $15,000. The outstanding mortgage and accrued interest were
promptly paid in the amount of $82,800. At the date of death, the mortgage balance along
with accrued interest was $81,100.

i. On October 1, a check was received for interest on the RTC bonds.
j. On November 5, the decedent’s income tax return for the year of death was filed and $6,400

of additional taxes was sent in with the return.

Prepare a charge and discharge statement as of December 31 of the current year.

Problem 20-7 (LO 2) Recording estate principal and income. Laurel Rose has been
the personal representative of her brother’s estate since his death on February 1 of the current
year. The following events, all of which occurred in the current year unless otherwise stated,
occurred during her administration:

1. Included in the principal assets were 40, $1,000, 8% city of Pittsburgh bonds paying interest
on January 1 and July 1. The bonds had a fair value of 101 on February 1. Laurel sold the
bonds at 103, plus accrued interest, on March 1.

2. On March 1, Laurel purchased 50, $1,000, 5% city of Detroit bonds at 98, plus accrued
interest. The bonds pay interest on April 1 and October 1. The bonds mature on April 1 in
the second year after the current year.

3. On March 1, she also purchased $10,000 (face value), 7% city of Newark bonds at 102 plus
accrued interest. The bonds pay interest on June 1 and December 1. The bonds mature on
December 1 of the next year.

4. On April 1, she received a check for the interest on the Detroit bonds.
5. On June 1, she received a check for the interest on the Newark bonds.
6. On September 1, she sold the Detroit bonds at 101, plus accrued interest.

Prepare journal entries to record each of these events. Use the straight-line method of amortiza-
tion where applicable.

Required

Required
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21
C H A P T E R

21
Debt Restructuring, Corporate

Reorganizations, and Liquidations

The principles of accounting are based on several important underlying assumptions, one of
which is the going concern assumption. Since this assumption assumes that a business entity
will have a long, extended life as a separate, distinct entity, valuation and classification of
account balances are significantly influenced by it. For example, both the valuation of a building
at depreciated historical cost, rather than net realizable value, and the classification of a building
as a noncurrent asset, rather than a current asset, are in recognition of the going concern
assumption. Certainly, without this assumption, all assets and liabilities would be classified as
current in nature.

However, over time, the going concern assumption may not hold true for all business enti-
ties. An entity may voluntarily decide to cease its business purpose. For example, a research and
development (R&D) venture may cease operations at the completion of a successful or unsuc-
cessful R&D effort. Unfortunately, a business entity also may face difficulties that cause the
going concern assumption to be challenged. A business may suffer from several factors, includ-
ing poor management, poor accounting controls, uncontrolled growth, loss of market share,
resistance to change, government intervention, and/or a declining profit margin. Although
many businesses may be able to respond to these factors in a positive manner, other businesses
may become troubled or insolvent and seek corrective action. A business is considered to be
insolvent if it is unable to service its liabilities, or if it technically has liabilities in excess of assets.
Businesses experiencing such difficulties often are viewed as bankrupt, which is a state of lacking
all or part of the means to service debts. This chapter focuses on several corrective actions avail-
able to a troubled or insolvent business, including troubled debt restructurings, reorganizations,
and liquidations.

No business is immune from the factors that may result in financial difficulty. Large, small,
young, and mature companies alike may find themselves having to cope with such difficulties.
Along with the expansion of business comes the inevitable fact that some businesses may
become troubled and/or fail. These difficulties are an everyday occurrence affecting both
young and mature companies. Exhibit 21-1 contains information suggesting the magnitude of
business failures.

Learning Objectives

When you have completed this chapter, you should be able to

1. Describe various ways in which debt may be restructured and how it impacts the debtor’s
financial records.

2. Explain why a company may decide to engage in a quasi-reorganization and how it impacts
the company and its shareholders.

3. Explain various remedies available to a troubled enterprise under bankruptcy law and the
steps followed in seeking a remedy.

4. Apply the principles of bankruptcy to the preparation of the statement of affairs.

5. Apply the principles of bankruptcy to the preparation of the statement of realization and
liquidation.
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Exhibit 21-1
The Magnitude of Business Failures

A total of 47,806 and 40,075 businesses filed for bankruptcy in 2011 and 2012, respectively.
Nonbusiness filings were 1,362,847 and 1,181,016 for 2011 and 2012, respectively.

The 20 largest bankruptcies from 1980 to the present include some familiar names with
huge pre-bankruptcy assets. Consider the following examples:

Company Pre-Bankruptcy Assets (in billions)

Lehman Brothers Holdings, Inc. $691
Washington Mutual, Inc. 328
World Com, Inc. 104
General Motors Corporation 91
Chrysler LLC 39
Texaco, Inc. 35

Source: http://www.bankruptcydata.com.

The accounting profession is involved with troubled businesses in a variety of ways. Provid-
ing consulting services and sound financial planning and reporting, accountants may be of
invaluable service in thwarting or managing the forces leading to financial difficulty. Accoun-
tants also provide an important discovery and reporting function for those businesses seeking
relief from their financial difficulties.

RELIEF PROCEDURES NOT REQUIRING COURTACTION
When a business becomes insolvent or is not able to service its debts on a timely basis, several
remedies are available that do not require court approval. Since several of these remedies are dis-
cussed in intermediate textbooks, they will only be highlighted in this section. Seeking relief to
financial problems outside of bankruptcy court offers several advantages. The time required to
implement relief procedures is significantly less than the time required to seek relief through
bankruptcy proceedings. Not requiring court action also allows the debtor’s financial problems
to be less public and more discreet. Knowledge of a company’s financial troubles can adversely
affect its ability to generate new business and acquire goods and services from vendors.

Debt Extinguishments, Modifications, and Restructurings

A debtor may attempt to renegotiate with a lender the terms and conditions of an existing debt
for a variety of reasons. For example, to refinance at a lower interest rate or in lieu of filing for
bankruptcy or forcing a lender to seize collateralized assets. Depending on the specific facts of
the case, the debtor may account for the renegotiation of debt as an extinguishment, modifica-
tion, or troubled debt restructuring.

Extinguishment of Debt. When a debtor either pays the lender and is relieved of its obligation
or is legally released as the primary obligor, the original debt is derecognized. Derecognition
means that the original debt is removed from the debtor’s books. Derecognition would apply
when a troubled debt restructuring is not involved or when the original debt is not modified or
exchanged with another loan. Accounting for the derecognition results in a gain or loss mea-
sured as the difference between the original debt’s net carrying value, including any unamor-
tized premiums, discounts, debt issuance costs, and the value of the consideration conveyed,
such as cash, securities, or equipment, to extinguish the debt. However, if the original debt is
modified or exchanged with another loan, resulting in a ‘‘new loan,’’ then it is possible that the
transaction may be accounted for as either an extinguishment or a modification of debt. If the
‘‘new loan’’ is substantially different from the ‘‘original loan,’’ then the transaction will be
accounted for as an extinguishment of debt rather than a modification of debt.

The new loan is considered to be substantially different from the original loan if the net pre-
sent value of the new loan’s cash flows is at least 10% different than the net present value of the

1
O B J E C T I V E
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original loan’s remaining cash flows.1 The present value analysis should follow the following
guidelines:

^ The discount rate used to calculate present value is the original loan’s implicit interest rate.
^ The new loan’s cash flows should include any amounts exchanged between the debtor and

creditor. For example, incremental or additional amounts of borrowing and any fees charged
by the lender in connection with the modification or exchange.

^ If the stated interest rate on the new loan is variable, the rate at inception of the new loan
should be used.

^ If the original loan was modified or exchanged in the prior year, but not considered to be sub-
stantially different, the current year’s new loan should be evaluated against the terms of the origi-
nal loan in the prior year, rather than against the modified or exchanged loan of the prior year.

If the transaction qualifies as an extinguishment, the net carrying value of the original loan
is removed, the new loan is valued at its fair value, and a resulting gain or loss on extinguish-
ment is recorded. The fair value of the new debt is the value at which the debt could be trans-
ferred to another party in an orderly transaction between market participants. Determining this
fair value is a difficult process because the fair value is not necessarily the debt’s carrying value or
its present value based on the original loan’s implicit interest rate.2

In order to demonstrate the extinguishment of a debt, assume that a 5-year note with a face
value of $800,000 was incurred on January 1, 2014, after incurring loan origination/issuance
costs of $50,000, resulting in net loan proceeds of $750,000. Interest expense and the amortiza-
tion of origination costs are to be accounted for using the effective interest method based on the
implicit interest rate. The note has an annual stated interest rate of 6% with interest only pay-
able semiannually. The term of the note is five years with the face value of $800,000 due upon
maturity of the note. After making two semiannual interest payments, the debt was modified as
follows: the original term of the note was extended to eight years in total and the interest rate
was changed to 4.6%. Assume that no fees were incurred to effectuate the loan modification.3

Accounting for the extinguishment of the original debt is analyzed as follows:4

Determination of implicit interest rate on the original note—The implicit interest rate is
3.76% per semiannual period based on the following variables:

Where: Number of periods is 10.
Periodic payment is $24,000 (3%� $800,000).
Future value is $800,000.
Present value is $750,000 ($800,000 – $50,000 issuance costs).

Carrying value of original debt at date of extinguishment—Based on the implicit interest
rate of 3.76%, the carrying value is $758,580:

Where: Number of periods is 8.
Periodic payment is $24,000 (3%� $800,000).
Future value is $800,000.
Implicit interest rate is 3.76%.

The carrying value of $758,580 is represented by a face value of $800,000 less unamortized
loan origination costs of $41,420.

Net present value of new modified loan—The net present value based on the original semi-
annual implicit interest rate of 3.76% is $674,533 based on the following variables:

Where: Number of periods is 14 (16 semiannual periods less 2 past periods).
Periodic payment is $18,400 (2.3%� $800,000).
Future value is $800,000.
Implicit interest rate is 3.76%.

1 In addition to the analysis of the present value of net cash flows, embedded conversion options must also be ana-
lyzed as to whether they are added, eliminated, or changed. A discussion of the analysis of embedded options
is beyond the scope of this presentation.

2 For a discussion of how to determine the debt’s fair value, see FASB ASC 820-10-35.
3 For a detailed discussion of accounting for fees related to an extinguishment or modification of debt, see FASB

ASC 470-50-40-17.
4 Note that the interest rates in the following examples were calculated using Excel; therefore, the monetary values

do not reflect any rounding. Thus, one should expect a certain amount of rounding error if interest rates are only
used to two decimal places.
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Determination of substantial difference between original loan and new loan—The present
value of the new loan is $674,533 versus the present value of the old loan of $758,580 for a dif-
ference of $84,047, which represents 11.08% of the original loan’s net present value ($84,047
divided by $758,580). Therefore, there is a substantial difference and the transaction should be
recorded as an extinguishment of debt.

Entry to account for extinguishment—Assuming the fair value of the new debt is $730,000,
the entry to record the extinguishment of the debt is as follows:

Original Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Unamortized Loan Origination Fee . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,420
New Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 730,000
Gain on Extinguishment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,580

Of the new debt balance, $800,000 represents face value and $70,000 represents an una-
mortized discount on the loan. Interest expense on the new loan will be based on the effective
interest on the new loan versus either the stated rate on the new loan or the implicit interest on
the original loan. The implicit interest rate on the new loan is 3.08% per semiannual period
based on the following variables:

Where: Number of periods is 14.
Periodic payment is $18,400 (2.3%� $800,000).
Future value is $800,000.
Present value is $730,000 ($800,000 – $70,000).

Modification of Debt. As previously stated, if the original debt is modified or exchanged with
another loan, resulting in a ‘‘new loan,’’ and the ‘‘new loan’’ is not substantially different from
the ‘‘original loan,’’ then the transaction will be accounted for as a modification of debt. A mod-
ification of debt does not result in the removal or extinguishment of the original debt or the
recognition of a gain or loss. Therefore, there is no entry to record the modification. Rather, a
new implicit interest rate is determined on the ‘‘modified’’ loan and future debt service entries
reflect the new implicit interest rate. Because the carrying value of the original loan is not extin-
guished, the present value of the new loan is equal to the remaining carrying value of the origi-
nal loan (assuming no fees are paid to the lender in connection with the modification). In order
to demonstrate a modification of debt, assume the same facts as in the above example except
that the stated interest rate on the new loan is 5.6%. Accounting for the extinguishment of the
original debt is analyzed as follows:

Net present value of new modified loan—The net present value based on the original semi-
annual implicit interest rate of 3.76% is $717,458 based on the following variables:

Where: Number of periods is 14 (16 semiannual periods less 2 past periods).
Periodic payment is $22,400 (2.8%� $800,000).
Future value is $800,000.
Implicit interest rate is 3.76%.

Determination of substantial difference between original loan and new loan—The present
value of the new loan is $717,458 versus the present value of the old loan of $758,580 for a dif-
ference of $41,122, which represents 5.42% of the original loan’s net present value ($41,122
divided by $758,580). Therefore, there is not a substantial difference and the transaction should
be recorded as a modification of debt, rather than an extinguishment of debt.

Determination of implicit interest rate on modified loan—The implicit interest rate is
3.27% per semiannual period based on the following variables:

Where: Number of periods is 14.
Periodic payment is $22,400 (2.8%� $800,000).
Future value is $800,000.
Present value is $758,580 (the original debt’s carrying value).

Entry to record next period’s interest expense—Assuming an implicit interest rate of
3.27%, the entry to record interest on the modified loan is as follows:

Interest Expense (3.27%� $758,580). . . . . . . . . . . . . . . . . . . . . . . . . . 24,781
Unamortized Loan Origination Fee . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,381
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,400
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Troubled Debt Restructurings. A troubled debt restructuring is a special form of extinguish-
ment or modification, where due to the debtor’s financial difficulties, the creditor grants a con-
cession to the debtor that would not otherwise be considered. In order to qualify as a troubled
debt restructuring, both of these two conditions must be met:

1. the debtor is experiencing financial difficulties and

2. the creditor grants a concession.

If this is not the case, then the accounting for an extinguishment or modification as dis-
cussed above may be appropriate. The restructuring may arise between the parties or may be
imposed by law, such as under federal bankruptcy law.5 The determination as to whether or not
a debtor is experiencing financial difficulties requires the exercise of judgment and is not depen-
dent on the existence of a single factor, but rather the consideration of multiple factors. Factors
to be considered include, but are not limited to, the following: deterioration of creditworthi-
ness, current default status on debt, declaration of bankruptcy, inability to continue as a going
concern, cash flows insufficient to service existing debt, and inability to secure capital from new
lenders at current market rates.

A creditor is deemed to have granted a concession:

‘‘. . . if the debtor’s effective borrowing rate on the restructured debt is less than the effective
borrowing rate of the old debt immediately before the restructuring. The effective borrow-
ing rate of the restructured debt (after giving effect to all the terms of the restructured debt
including any new or revised options or warrants, any new or revised guarantees or letter of
credit, and so forth) should be calculated by projecting all the cash flows under the new
terms and solving for the discount rate that equates the present value of the cash flows under
the terms to the debtor’s current carrying amount of the old debt.’’6

If the sum of the cash payments under the restructured debt is less than the carrying value of
the old debt immediately prior to the restructuring, the effective interest rate on the restructured
debt would be less than zero and, therefore, obviously less than the effective interest rate on the
old debt immediately before the restructuring. In this case, it is clear that the creditor had
granted a concession. If the sum of the cash payments under the restructured debt is not less
than the carrying value of the old debt, then the effective interest rate on the restructured debt
must be calculated. For example, assume that carrying value of the old debt immediately prior
to restructuring consists of the following: a face value of $2,000,000, unamortized debt issuance
costs of $120,000, and accrued but unpaid interest of $60,000 (to be paid at maturity). The old
debt has a stated interest rate of 6%, 10 remaining semiannual interest payments, and a face
value to be paid in five years. The effective (implicit) interest rate on this old debt is 3.62%
semiannual based on the following variables:

Where: Number of periods is 10.
Periodic payment is $60,000 (3.0%� $2,000,000).
Future value is $2,060,000 ($2,000,000 face valueþ $60,000 of accrued interest).
Present value is $1,940,000 ($2,000,000 – $120,000 unamortized costs þ $60,000
accrued interest).

Furthermore, assume that the restructured debt calls for the following: a face value of
$1,800,000, forgiveness of past unpaid interest of $60,000, 10 remaining semiannual interest
payments, and a stated interest rate of 6%. The sum of the cash payments under the restruc-
tured debt is $2,340,000, consisting of a face value of $1,800,000 and 10 semiannual interest
payments of $54,000 (3% of $1,800,000), and is not less than the carrying value of the old debt
($1,940,000). The effective (implicit) interest rate on the restructured debt is 2.13% semi-
annual based on the following variables:

5 The accounting for a troubled debt restructuring discussed in this section does not apply if under provisions of
federal statutes (such as federal bankruptcy law) in which a troubled debt restructuring occurs, the debtor
restates, restructures, and/or modifies most of their liabilities. See the subsequent discussion regarding Corpo-
rate Reorganizations—Chapter 11.

6 FASB ASC 470-60-55-10. Debt—Troubled Debt Restructurings by Debtors—Implementation Guidance and
Illustrations—Determining Whether the Creditor Granted a Concession.
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Where: Number of periods is 10.
Periodic payment is $54,000 (3.0%� $1,800,000).
Future value is $1,800,000 ($1,800,000 face value).
Present value is $1,940,000 ($2,000,000 – $120,000 unamortized costs þ $60,000
accrued interest – the carrying value of the old debt immediately prior to restructuring).

Based on a comparison of effective interest rates on the old debt (3.62%) and the restructured
debt (2.13%), it can be concluded that the creditor has made a concession. Given this concession
and assuming that the debtor is experiencing financial difficulties, the loan restructuring would
qualify as a troubled debt restructuring. Accordingly, no gain or loss on the restructuring
would be recorded and the remaining carrying value of the original debt, prior to restructuring,
would be serviced with interest expense based on the semiannual implicit interest rate of 2.13%.

Although a qualifying troubled debt restructuring may take several forms, common forms
of restructuring along with the related accounting by the debtor are summarized in the sections
that follow.

Transfer of Assets in Full Settlement

^ Form: The debtor transfers assets, such as third-party receivables, real estate, and other
assets, to the creditors in order to satisfy the debt either totally or partially.

^ Accounting by Debtor: The debtor records a gain on restructuring measured by the excess of
the carrying basis of the debt, including related accrued interest, premiums, etc., and the fair
value of the transferred assets. The difference between the book value of assets transferred to the
debtor and their fair value results in a gain or loss, which is not part of the gain on restructuring.

^ Example: Assets with a book value of $100,000 and a fair value of $120,000 are transferred
to a creditor in full settlement of a loan of $130,000 plus accrued interest of $2,000.

Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Accrued Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Gain on Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Gain on Restructuring . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Granting an Equity Interest

^ Form: Excluding existing terms for converting debt into equity (e.g., convertible debt), an
equity interest in the company is granted to the creditor in order to satisfy the debt either
totally or partially.

^ Accounting by Debtor: The debtor records a gain on restructuring measured by the excess of
the carrying basis of the debt and the fair value of the equity interest.

^ Example: Preferred stock with a par value of $20,000 and a fair value of $120,000 is granted
to a creditor in full settlement of a loan of $130,000 plus accrued interest of $2,000.

Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Accrued Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Preferred Stock (at par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Paid-In Capital in Excess of Par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Gain on Restructuring . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Modification of Terms

^ Form: The terms of the debt are modified in several possible ways involving interest and/or
principal. Interest rates may be reduced, and/or accrued interest may be reduced. The principal
amount of the debt may be reduced and/or the maturity date of the loan may be extended.

^ Accounting by Debtor: If the total future cash payments (both principal and interest) specified
by the restructuring are less than the carrying basis of the debt, a gain on restructuring is
recognized. After recognizing the gain, all subsequent cash payments made per the terms of the
restructuring should be accounted for as a reduction of the debt payable. Therefore, no interest
expense shall be recognized on the restructured debt. If the total future cash payments (both
principal and interest) specified by the restructuring are more than the carrying value of the
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original debt immediately prior to restructuring, no gain on restructuring is recognized. However,
interest expense is recognized between restructuring and maturity. The interest recognized should
be based on an effective interest rate that equates the present value of restructured future cash
payments to the carrying value of the original debt, immediately prior to the restructuring. To the
extent that the modification involves cash payments that are contingent upon the occurrence of a
specific event or circumstance, such payments should be included in the total of future cash
payments to the extent that they offset any gain that would be otherwise recognized at the time of
restructuring. In essence, this prevents a gain on restructuring from being recognized currently
only to be offset by future expense that would be recognized if the contingent payments occur.

^ Example A: The terms of an outstanding debt of $130,000 plus accrued interest of $2,000
have been modified as follows: payments of $60,000 per year will be made over the next two
years in full satisfaction of the debt.

Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Accrued Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Restructured Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Gain on Restructuring . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Restructured Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Restructured Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

^ Example B: Same situation as Example A except that the payments are $76,057 each year,
which results in an effective interest rate of 10%.

Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 130,000
Accrued Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Restructured Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 132,000

Restructured Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,857
Interest Expense (10%� $132,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,200

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76,057

Restructured Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 69,143
Interest Expense (10%� $69,143). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,914

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76,057

Combination Restructurings

^ Form: A restructuring may involve some combination of the above restructuring features.
^ Accounting by Debtor: The accounting for a combination restructuring is the same as discussed

above except that first, the carrying basis of the debt should be reduced by the fair market value
of assets transferred and/or equity interests granted. This step does not result in the recognition
of a gain on restructuring. Second, the remaining carrying basis of the debt is compared against
the ‘‘modification of terms’’ portion of the restructuring and accounted for accordingly.

^ Example: Land with a fair value of $52,000 and a cost basis of $45,000 is transferred to a
creditor in partial settlement of a debt of $130,000 plus accrued interest of $2,000. The balance
of the debt is satisfied by the payment of $35,000 per year for each of the next two years.

Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Accrued Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Gain on Transfer of Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

Loan Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Restructured Debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Gain on Restructuring . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Restructured Debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Restructured Debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
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Although the above discussion of troubled debt restructuring has focused on the necessary
accounting by the debtor, special principles relate to the necessary accounting by the creditor. A
creditor in a troubled debt restructuring, involving only a modification of terms of a loan recei-
vable, should measure the loan receivable based on the present value of the expected future cash
flows discounted at the loan’s effective interest rate. The effective interest rate is based on the
original contractual rate, not the rate in the restructuring agreement. The logic is that the
restructured loan is not a new loan but rather the original loan that the creditor is attempting to
recover. As a practical matter, the creditor may measure the loan receivable at the loan’s observa-
ble market price or the fair value of the collateral, assuming the loan is collateral dependent. If
the measure of the impaired loan receivable is less than the recorded investment in the loan, the
difference is charged to bad debt expense and a valuation allowance is established.7

I A S B P E R S P E C T I V E S
International Accounting Standard 39 deals briefly with the topic of extinguishment of

debt. If there is an exchange between an existing lender and a borrower of debt instru-

ments with substantially different terms, the original debt should be extinguished and a

new liability should be recognized. The substantial modification of terms on existing debt

should also be given the same recognition. If the net present value of the cash flows on

the new debt, using the original effective interest, is at least 10% different than the net

present value of the original debt’s remaining cash flows, the debt instruments are consid-

ered to have substantially different terms. The accounting for third-party costs or fees such

as legal fees differs between the international standard and U.S. GAAP.

Quasi-Reorganizations

A corporation may not be insolvent and yet may have accumulated a relatively large deficit as a
result of such problems as an excessive investment in plant assets or inventory, or management’s
inability to recognize and influence market demands. If management is replaced and if profits
result from new policies, most state laws still will not permit declaration of dividends until the
deficit is eliminated. The turnabout period and deficit elimination may take so long that the
investors’ interest in the company vanishes, and capital acquisition becomes difficult. To over-
come such a handicap, the corporation might seek a quasi-reorganization.

Quasi-reorganization does not require court action, nor does it require the consent of creditors
since creditor interests are not altered. However, the procedure is described in state laws, many of
which require a quasi-reorganization to be approved by two-thirds of the stockholders. The
accounting literature is not specific regarding the conditions under which a quasi-reorganization
can occur. However, it was most frequently viewed as an approach that would allow for net assets
to be reduced to lower fair values and a deficit in retained earnings to be eliminated. The Securi-
ties and Exchange Commission has set forth specific criteria which must be satisfied before a
quasi-reorganization is accepted. Furthermore, SEC Staff Accounting Bulletin (SAB) No. 78 does
not allow registrants to use this procedure just to eliminate a deficit in retained earnings. Net assets
must also be restated, and the net result must be a write-down in value versus a write-up.

The primary purpose of a quasi-reorganization is to eliminate a large deficit and take such
action as will permit successful operations in the future. Excessive plant capacity and equipment
may be sold, and remaining assets and liabilities will be revalued to reflect their fair values. For
example, long-lived assets will be written down to reflect an impairment in their value.8 Such
revaluations most often increase the deficit in retained earnings. The deficit remaining after
these revaluations must be reduced to zero.

It should be noted that the write-down of the assets increases the deficit, which then will be
eliminated by subsequent changes in the capital structure.

7 FASB ASC 310-40-35, Receivables—Troubled Debt Restructurings by Creditors—Subsequent Measurement.
8 FASB ASC 360-10-35, Property, Plant and Equipment—Overall—Subsequent Measurement.
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The deficit is eliminated by charges against the existing paid-in capital in excess of par or
stated values. If no such paid-in capital exists, it may be created by altering the capital structure
and substituting stock with lower par value or lower stated value for existing shares. To illustrate
the manner in which the owners’ equity section in the balance sheet is revised by a quasi-
reorganization, assume the following stockholders’ equity:

Common stock ($10 par, 12,000 shares outstanding) . . . . . . . . . . . . . . . . . . . $120,000
Retained earnings (deficit). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (45,000)

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 75,000

On March 1 of the current year, the stockholders approve a reduction in par value to $1.
Note that such a maneuver has absolutely no effect on the proportionate interests of each stock-
holder. The entries to record the quasi-reorganization are as follows:

Common Stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
Common Stock ($1 par). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Paid-In Capital from Reduction in Stock Par Value

(or Reorganization Capital) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 108,000
To record the reduction in par value.

Paid-In Capital from Reduction in Stock Par Value. . . . . . . . . . . . . . . 45,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

To eliminate the deficit.

Immediately following the quasi-reorganization, the owners’ equity section would show the
following:

Common stock ($1 par, 12,000 shares outstanding) . . . . . . . . . . . . . . . . . . . . $12,000
Paid-in capital from reduction in stock par value . . . . . . . . . . . . . . . . . . . . . . . . 63,000
Retained earnings (subsequent to March 1 of the current year). . . . . . . . . . . . . 0

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $75,000

In future financial statements, retained earnings must be dated to indicate the starting point
of new accumulations. The process of dating retained earnings should be continued for as long
a period of time as is deemed advisable, but rarely does it exceed 10 years.

Corporate Liquidations

A corporation may decide to liquidate its assets, distribute available amounts to creditors, and
terminate the business. Such a liquidation may be accomplished without a formal bankruptcy
proceeding through the use of a general assignment for the benefit of creditors, which generally
must be agreed to by all creditors. Shareholders of the corporation receive any net assets remain-
ing after fully satisfying the claims of creditors. Usually, assets are not adequate to fully satisfy
creditor claims. In this case, creditors share according to the terms of the general assignment.

R E F L E C T I O N
� Troubled debt may be restructured in a number of ways, including forgiveness of debt,

transfer of assets, granting an equity interest, and/or a modification of terms.

� If a company has a deficit in retained earnings and yet has opportunities for future

profits, the deficit may prevent the timely distribution of such profits in the form of

dividends. A quasi-reorganization is designed to eliminate the deficit in retained

earnings and provide the company with a fresh start.
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SOLUTIONS AVAILABLE THROUGH THE
BANKRUPTCY CODE
If a satisfactory solution cannot be reached out of court or through applicable state laws, per-
haps under the procedures described in the previous paragraphs, the legal proceedings for a fed-
eral bankruptcy case may be initiated. Modern bankruptcy procedures attempt to give a debtor
a fresh start, unburdened by former obligations, while simultaneously accomplishing an equit-
able distribution of the debtor’s property among creditors.

In an attempt to modernize an antiquated system existing under the Bankruptcy Act of
1898, as amended by the Chandler Act of 1938, Congress passed the Bankruptcy Reform Act
of 1978 (Title 11 of the U.S. Code), which became effective on October 1, 1979. The 1978 Act
has been amended on multiple occasions (in 1988, 1990, and 1994) and most recently by the
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005. A bankruptcy case may
be filed under one of the operative chapters of the Code. Although certain provisions of the
bankruptcy law deal with issues involving individuals seeking protection under the law, only
issues involving larger businesses will be discussed in this section of the text. Chapters of the
Code that are most applicable to businesses are as follows:

Chapter 7: Liquidation. A nonbusiness debtor or any business not wishing to remain in
operation, except a railroad, governmental unit, bank, insurance company, or savings and loan
association, may file a petition under this chapter.

Chapter 11: Reorganization. The purpose of Chapter 11 is to allow a company (or an individual)
to pay a portion of its debts, discharge remaining debts, and continue in business. This chapter is
used primarily by corporate or partnership debtors. Although the chapter may be used by an indivi-
dual proprietor, the procedures are more cumbersome and more expensive than those of Chapter 13.
Only individuals with substantial assets and liabilities resort to Chapter 11 proceedings.

Chapter 13: Adjustment of Debts of an Individual with Regular Income. This chapter is limited
exclusively to individuals, including sole proprietors, and allows the debtor to retain assets and
propose a plan by which creditors can be repaid.

There are provisions for the movement or conversion of a case from one chapter to another,
such as converting an unsuccessful reorganization (Chapter 11) to a liquidation (Chapter 7).
This section of the text will focus on reorganizations (Chapter 11) and liquidations (Chapter 7).

Commencement of a Bankruptcy Case

The Act states that a debtor either must be a person (individual, partnership, or corporation) residing
in or having a domicile, business, or property in the United States. If a debtor initiates the action of
filing a petition with the court of bankruptcy under the appropriate chapter of the Act, it is a volun-
tary case. Filing constitutes an order for relief, which represents a stay of action known as an automatic
stay. The filing will stay or prohibit the following proceedings against the debtor: commencement or
continuation of legal actions, repossession, foreclosure, and creditor harassment. In essence, the
debtor is given time during which negotiations can occur to resolve the debtor’s financial situation.

If the petition is filed by someone other than the debtor, an involuntary proceeding results.
Even if a debtor is not insolvent, a petition may be filed against them if they are not typically
paying their debts as they become due. Certain parties (such as farmers or a corporation that is
not a moneyed, business, or commercial corporation) may not have an involuntary petition filed
against them. An involuntary petition may be filed under Chapter 7 (Liquidation) or Chapter 11
(Reorganization), but not under Chapter 13, where the individual debtor is willing to make pay-
ments to creditors. Certain small businesses are allowed to use streamlined (‘‘fast track’’) proce-
dures in order to facilitate a solution to bankruptcy issues. Under Chapters 7 and 11, three
or more of them may file an involuntary petition, providing the total of their noncontingent,
unsecured claims is over a proscribed dollar amount.9 If there are less than 12 creditors, one
or more of them may initiate an involuntary case, but the same dollar limit applies. In an
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available to a troubled

enterprise under

bankruptcy law and the

steps followed in seeking a

remedy.

9 Currently, per Section 303 of the Bankruptcy Code, the undisputed claims must aggregate at least $10,000
more than the value of a lien on the debtor’s assets that serve as collateral on the debt held by such creditors.
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involuntary case, the claims must have arisen before the order for relief was issued. The court
will issue such an order if the debtor files no answer to the involuntary petition. If an answer is
filed by the debtor, the court will hold a hearing, following which it will either dismiss the case,
issue an order for relief, or postpone the decision pending receipt of additional information.

Corporate Reorganizations—Chapter 11

The ultimate goal of a reorganization is to restructure the debt and/or equity of a company so
that the company may continue to carry on its business purpose and become a financially sound
business. Unfortunately, the vast majority of reorganizations never achieve this goal. Such a
reorganization often is more attractive than a debt restructuring not involving a bankruptcy
proceeding because the reorganization may be more generous toward the debtor company. Gen-
erally, a reorganization reduces debt through forgiveness to a greater extent than a conventional
debt restructuring. Furthermore, interest on unsecured debt is not accrued during the period of
reorganization. The period of reorganization provides a company with an opportunity to delay
creditors from bringing suit for delinquent debts as well as to seek protection from a variety of
business risks, which may affect a company’s ability to continue as a going concern. Companies
have used Chapter 11 procedures to gain court protection for a broad spectrum of purposes.

Developing a Plan of Reorganization. A petition seeking a corporate reorganization may be
filed voluntarily or involuntarily to seek an order for relief. Normally, the debtor remains in
charge of the business, although in unusual instances, a trustee (receiver) may be appointed to
take control of the company. Those unusual instances include management fraud, deceit,
and/or gross mismanagement.

After the filing of the petition, the law provides that the debtor shall not be harassed by credi-
tors or stockholders so that the debtor can devote full energy to the reorganization. For the first
120 days, the debtor has the exclusive right to file a plan of reorganization. Thereafter, a plan may
be filed by any party of interest. However, if the debtor’s plan has not been accepted within 180
days, then any party of interest may file a plan. The court appoints a committee of the unsecured
creditors typically consisting of the creditors holding the seven largest claims against the debtor. A
committee of equity security holders or other specialized classes of creditors also may be
appointed. Their primary functions are to consult with the debtor in possession (or the trustee)
about the administration of the case and to assist in the formulation of a plan of reorganization.

The plan of reorganization must detail the methods and means by which it will achieve its
objectives. Possible arrangements will involve eliminating some debt, reducing debt principal
and/or interest, reducing interest rates, postponing payment, and exchanging an equity interest for
creditor claims or exchanging a lower ranking for a higher equity interest, such as substitution of
common stock for preferred stock. The plan identifies the various classes of claims (secured versus
unsecured) and classes of interests (stockholders or limited partners). It indicates the claims of inter-
ests (stockholders or limited partners), as well as the claims or interests that are not impaired, as well
as the treatment to be accorded those that are impaired. A class is impaired if the plan alters its legal
or contractual rights, it does not cure the debtor’s default, or the class has not already been paid.

If a class is not impaired, it is considered to have accepted the plan. The holder of a claim or
interest impaired by the plan may accept or reject it. Parties impaired are provided a description
of the reorganization plan along with a court-approved disclosure statement regarding the plan.
After evaluating the plan, the affected parties must vote to approve or reject it; it is important to
note that the voting is done by classes of claim holders. A plan affecting impaired creditors is
accepted if a favorable vote is received from creditors representing at least two-thirds of the dol-
lar amount of the class’s claims and more than 50% of those voting have voted in favor of the
plan. A plan affecting shareholders or equity interests is accepted if a favorable vote is received
by those holding at least two-thirds in amount of the outstanding securities held by the class.

Upon approval by the impaired parties, confirmation by the bankruptcy court is sought.
Before confirmation, the court verifies that under the plan each holder of a claim or interest will
receive or retain property of a value that is not less than the amount such a holder would receive
under a Chapter 7 liquidation. In certain instances, courts have the authority to approve the
plan even though the creditors have not approved it (the cram-down provision).

Once a plan is confirmed by the court, its provisions are binding on the debtor, known as a
‘‘debtor in possession,’’ and on all creditors and equity security holders, whether or not they accepted
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the plan. Confirmation vests property in the debtor company or trustee. Such property is free of all
claims of creditors and interests of equity holders, except as stipulated in the provisions of the plan.
Under Chapter 11, once a plan is confirmed, the payment obligation on the debtor is fixed, regard-
less of any subsequent increase in the debtor’s net cash inflow. If the reorganization is not accomplish-
ing its intended objectives during the period outlined in the plan, a request for modification may be
submitted to the court for approval, or a request may be filed to convert to a Chapter 7 liquidation.

Accounting for the Reorganization. The accounting professional is involved significantly in
providing expertise regarding corporate reorganizations. Accountants may help in the discovery
of assets and liabilities or in the determination of the impact of a reorganization. Prospective
information also must be generated in order to determine the effect of a reorganization plan
on future operations of the company. A plan of reorganization includes debt and/or equity
restructuring similar to that discussed in the earlier section of this text involving troubled debt
restructurings and quasi-reorganizations.

Restructuring of Debt. With respect to the restructuring of debt in a bankruptcy reorganization,
the principles set forth in FASB ASC 470 do not apply to a bankruptcy reorganization; therefore, a
different approach is used to measure the gain or loss on restructuring involving a modification of
terms. In a bankruptcy reorganization, the gain on restructuring is measured as the difference
between the fair value of the restructured consideration received (its discounted present value) and
the carrying basis of the debt being restructured. In FASB ASC 470, as discussed earlier, the recogni-
tion of a gain on restructuring is dependent on a number of factors involving implicit interest rate
calculations and the fair value of the debt. The gain on restructuring in a bankruptcy reorganization
is recorded separately as a reorganization item on the income statement.

The recognition of subsequent interest on the restructured debt also differs for a bankruptcy
reorganization. In this case, the total interest recognized on the restructured debt is imputed at mar-
ket rates and represents the difference between the fair value of the new debt (its discounted present
value using market rates) and the total of all principal and interest payments. The FASB accounting
for the restructuring measures the total interest as the difference between the carrying basis of the
debt being restructured and the total of all principal and interest payments. Therefore, under FASB
principles, no interest is recognized if the total of all principal and interest payments made under
the restructuring agreement do not exceed the carrying basis of the original debt being restructured.

Generally, the books of record used to account for the company prior to reorganization also
are employed during the reorganization. However, if a trustee is appointed, the trustee may elect
to establish a new set of books. While the trustee is in control, the corporation’s financial story
is contained partly in the records of the trustee and partly in those of the corporation. The two
records, after all necessary adjusting entries, must be combined in order to produce a trial bal-
ance for the entity being reorganized.

Statement of Position (SOP) 90-7. Statement of Position (SOP) 90-7, Financial Reporting by
Entities in Reorganization Under the Bankruptcy Code, was issued by the American Institute of
Certified Public Accountants (AICPA) to provide specific guidance regarding generally accepted
accounting principles to be followed by entities that have filed and expect to reorganize under
Chapter 11 of the Bankruptcy Code or have emerged from Chapter 11 under a confirmed plan
of reorganization.10 The Statement only applies to reorganizations under the Bankruptcy Code
and therefore does not apply to liquidations under the Code or other forms of restructurings/
reorganizations outside of Chapter 11. Several technical topics are addressed by the Statement
including deferred taxes, interest income/expense, net operating loss carryforwards, goodwill,
professional fees, and reporting/disclosure requirements.

Modifications to normal financial statement presentation are required by this SOP. For
example, balance sheets must distinguish between prepetition liabilities subject to compromise
and those that are not compromised and postpetition liabilities. Prepetition liabilities should be
reported at the amounts allowed by the court. The income statement should disclose revenues,
expenses, gains, and losses traceable to the reorganization separately as reorganization items.
Even the statement of cash flows should separately disclose the impact of reorganization items.

10 Statement of Position 90-7, Financial Reporting by Entities in Reorganization Under the Bankruptcy Code
(New York: American Institute of Certified Public Accountants, 1990).
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This SOP also addresses fresh-start accounting which must be adopted by certain debtors emer-
ging from Chapter 11. Fresh-start accounting involves reporting balance sheet items at current values
and eliminating all prior retained earnings or deficits. In order to determine if fresh-start accounting
is required, an entity must determine its ‘‘reorganized value.’’ This value is the fair value of the assets
of the reorganized entity plus the net realizable value of assets to be disposed of before the reorganiza-
tion and focuses on the asset side of the balance sheet, rather than the liability and equity side, to
determine value. The reorganization value approximates the amount that a willing buyer would pay
for the entity’s assets immediately after restructuring. The value is generally based on discounted
future cash flows for the reorganized entity and from the expected cash proceeds traceable to assets
not required in the reorganized entity. Fresh-start accounting will be required if (a) the reorganized
value, immediately before the date the reorganization plan is confirmed, is less than the value of the
liability claims against the entity (postpetition and prepetition allowed claims) and (b) original vot-
ing shareholders retain less than 50% of the voting shares of the reorganized entity.

As a result of fresh-start accounting, the following should occur:

^ The reorganization value should be allocated to the entity’s tangible and intangible assets
including goodwill.

^ Liabilities other than deferred taxes should be reported at their present values based on
appropriate current interest rates.

^ Benefits realized from the application of prepetition net operating losses should be given
special accounting treatment, possibly impacting goodwill and paid-in capital in excess of par.

^ The new reorganized fresh-start entity should have no beginning retained earnings or deficit.
^ Notes to the financial statements should disclose various information regarding the fresh-

start including but not limited to debt forgiveness, asset value adjustments, methods of
measurement, and significant assumptions.

Corporate Liquidations—Chapter 7

The only solution for certain insolvent companies is to liquidate the assets of the company, ser-
vice its debts, distribute any remaining funds to shareholders, and terminate the business.
Unfortunately, corporate reorganizations frequently are not successful and ultimately result in
liquidation. Commencement of a plan to liquidate may be voluntary or involuntary. Approval
of the plan is subject to the same requirements as a reorganization. The commencement of a
voluntary or involuntary case under Chapter 7 (Liquidation) creates an estate that consists of
the assets of the debtor. Periodic filings containing an inventory of property and debts/claims
must be filed with the bankruptcy court.

Appointment of a Trustee in Liquidation. As soon as possible after issuing the order for relief,
the court appoints an interim trustee to take charge until a permanent trustee is selected, and
then a meeting of creditors is called. Creditors either may elect a permanent trustee or have the
interim trustee serve in that capacity. Proofs of claim are examined by the trustee, who may
accept them or, if they are improper, disallow them. To be considered in the settlement, a claim
normally must be filed within 90 days after the date set for the first meeting of creditors.

The debtor is required to be present at the meeting of creditors in order to be subject to
examination by the creditors or the trustee and must cooperate with the trustee in the prepara-
tion of an inventory of property, the examination of proofs of claim, and the general administra-
tion of the estate. To assist the trustee, a debtor files a statement of affairs, consisting of answers
to a series of stated questions about the identity of the debtor’s records and books, transactions,
and events affecting the financial condition of the debtor, including any prior bankruptcy pro-
ceedings. This legal statement of affairs is not to be confused with the accounting statement of
affairs discussed later in the chapter.

Duties of Trustee. The trustee shall:

1. Collect and reduce to money the nonexempt property of the estate.

2. Account for all money and property received, maintaining a record of cash receipts and
disbursements.
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3. Investigate the financial affairs of the debtor, including a review of the forms filed by the
debtor.

4. Examine proofs of claim and disallow any improper claim.

5. Furnish information reasonably requested by a party of interest.

6. Operate the business of the debtor, if any, when so authorized by the court if such operation
is in the best interest of the estate and consistent with its orderly liquidation.

7. Pay dividends to creditors as promptly as practicable, with regard for priorities. (The law
applies the term ‘‘dividend’’ to any payment made to a creditor.)

8. File reports of progress, with the final report accompanied by a detailed statement of receipts
and disbursements.

Disposition of Property. One duty of the trustee is to dispose of property, even if another entity
has an allowed claim secured by a lien on the property. The claim is secured to the amount of
the value of the property. For example, if a creditor has an allowed claim of $20,000, with a sole
lien against real property whose fair value is $30,000, the claim is fully secured. Upon realiza-
tion of the property, the excess of $10,000 would be available to meet unsecured claims in the
order of priority. If the creditor in the example has an allowed claim of $35,000, there is a
secured claim of $30,000 and an unsecured claim of $5,000.

Priorities for Unsecured Claims. An order of priority to receive distributions from amounts
available to meet unsecured claims has been established by the Act and the priority is relevant to
both reorganizations and liquidations. Each class must be paid in full or provided for before any
amount is paid to the next lower class. When the amount is inadequate to pay all claims of a
given class, the amount is distributed on a pro rata basis within that class. When the amount is
sufficient to pay the claims of all classes, which is highly unlikely, the excess amount is returned
to the debtor. Although not inclusive, major categories of unsecured claims having priority
against a business (presented in order of priority) are as follows:11

^ Expenses to administer the estate. Those who administer the estate should be assured of
payment; otherwise, competent attorneys and accountants would not be willing to participate.

^ Debts incurred after the commencement of a case of involuntary bankruptcy but before the order
for relief or appointment of a trustee. These items, referred to as ‘‘gap’’ creditors, are granted priority
in order to permit the business to carry on its operations during the period of legal proceedings.

^ Wages, salaries, or commissions (including vacation, severance, and sick leave pay) up to
$10,000 per individual or corporation, earned within 180 days before the filing of the
petition or the cessation of the debtor’s business, whichever occurs first.

^ Unpaid contributions to employee benefit plans, arising from services performed up to 180
days prior to filing the petition or the cessation of business, to the extent of $10,000 per
employee times the number of employees covered by such a plan less the aggregate amount
paid to such employees per the above bullet point.

^ Claims of grain producers and fishermen against storage and/or processing facilities.
^ Deposits up to $1,800 each for goods or services never received from the debtor.
^ Certain tax claims of a governmental unit. These taxes are nondischargeable (i.e., they still

must be met by the debtor after the termination of the case).
^ Claims based on any commitment of the debtor to a federal depository institution

regulatory agency to maintain the capital of an insured depository institution.
^ Claims of general creditors not granted priority. All remaining unsecured claims fall into this

category.

It is important to note that although the goal of liquidation is to discharge debts, certain debts
are not dischargeable. For example, certain taxes, fines, and/or penalties are nondischargeable.

11 For additional details, see U.S. Code, Title 11, Chapter 5, Subchapter I, Section 507 ‘‘Priorities.’’
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R E F L E C T I O N
� Bankruptcy law provides for various remedies: liquidation and reorganization are the most

frequently used solutions. A company must carry out, voluntarily or involuntarily, a number of

steps when seeking a remedy. The claims of various parties must be identified and prioritized.

PREPARATION OF THE STATEMENT OF AFFAIRS
Earlier in this chapter, a reference was made to the legal statement of affairs, which consists of responses
to questions regarding a debtor’s financial condition. The other report with the same name is the
accounting statement of affairs, which is discussed in this section of the chapter. The primary purpose
of the accounting statement of affairs is to approximate the estimated amounts available to each class of
claims. It thereby assists all concerned parties in reaching a decision as to what insolvency action is pre-
ferable. It is a balance sheet of a potentially liquidating concern rather than of a going concern. Thus,
it shifts the emphasis for assets to estimated realizable values and the allocation of proceeds to creditors
and stockholders. It is important to note that the statement of affairs is based on estimated values avail-
able to creditors, and the actual values realized from the liquidation of assets may differ. Although the
statement assumes a liquidation of the insolvent company, the statement also is used to evaluate
the reasonableness of a corporate reorganization. Plans for a corporate reorganization will not be con-
firmed by the court unless creditors will receive at least as much as they would under liquidation.

The statement of affairs is split into two sections, one dealing with assets and the other with
liabilities and owners’ equity. Before the statement of affairs is prepared, however, the account
balances should be adjusted fully, an income statement should be prepared, and owners’ equity
should be adjusted to include the net profit or net loss to date.

The asset portion of the statement of affairs identifies the assets of the liquidating entity and
their book value, estimated net realizable value, and estimated gain or loss upon liquidation.
Available assets are identified as follows:

1. Assets pledged with fully secured creditors.

2. Assets pledged with partially secured creditors.

3. Free assets available to unsecured creditors.

For each asset, the net realizable value must be estimated, using whatever information is avail-
able. For example, receivables would exclude unrealizable amounts; marketable securities would
be based on current market reports; and real estate would reflect current market appraisals. Some
assets, such as goodwill, may have no realizable value. For each asset, the difference between realiz-
able value and book value is entered as a gain or loss upon liquidation. The assets available to
unsecured creditors also are identified on the asset section of the statement of affairs.

The liability and owners’ equity section on the statement of affairs identifies the following
components:

1. Fully secured creditors.

2. Partially secured creditors.

3. Unsecured creditors with priority.

4. Unsecured creditors without priority.

5. Owners’ equity deficiency or surplus.

In order to illustrate the statement of affairs, assume Insolve Corporation’s adjusted balance
sheet as of February 28, is as appears in Illustration 21-1.

Prior to liquidation, management has decided to complete the work in process by incurring
$12,000 of additional labor costs and $4,000 of additional overhead. It is expected that, upon
completion, the additional finished goods can be sold for $94,000. The mortgage payable is
secured by the land and building, and the bank loan is secured by the equipment. Accounts pay-
able totaling $180,000 are secured by inventory with a book value of $180,000 and an esti-
mated net realizable value of $160,000.

4
O B J E C T I V E

Apply the principles of

bankruptcy to the

preparation of the

statement of affairs.
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Illustration 21-1
Insolve Corporation

Balance Sheet
February 28

Assets

Current assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000
Accounts receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 84,000
Less allowance for uncollectible accounts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (14,000) 70,000

Marketable securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Inventories:

Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000
Work in process. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 63,000
Finished goods. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,000 222,000 $316,000

Property, plant, and equipment:
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 110,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000
Less accumulated depreciation—building. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (158,000)
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 290,000
Less accumulated depreciation—equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (140,000) 442,000

Goodwill (net of amortization) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $806,000

Liabilities and Owners’ Equity

Current liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $240,000
Accrued liabilities—other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Accrued income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Accrued mortgage interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Accrued liquidation expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Accrued payroll taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
Accrued payroll (not exceeding $4,000 per person) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000 $342,000

Long-term liabilities:
Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $280,000
Bank loan payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 480,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $822,000
Owners’ equity:

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Deficit. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (66,000) (16,000)

Total liabilities and owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $806,000

The statement of affairs for Insolve Corporation is based on assumed net realizable amounts
and appears as Illustration 21-2.

There are several important things to note about the mechanics of the statement of affairs.
First, the two major sections of the statement (Assets and Liabilities and Owners’ Equity) should
be completed in conjunction with each other. For example, when identifying assets pledged with
partially secured creditors, the secured and unsecured amounts of liabilities to such creditors
should be identified. Second, the statement is constructed to provide crossfootings as a check
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Illustration 21-2
Insolve Corporation
Statement of Affairs

February 28

Book
Value Assets

Estimated
Net

Realizable
Value

Estimated Amount
Available for
Unsecured
Creditors

Estimated
Gain or
(Loss) on

Liquidation

Assets pledged with fully secured creditors:
$110,000 Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $130,000 $ 20,000
182,000 Building (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 28,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 $ 36,000

Assets pledged with partially secured creditors:
150,000 Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $118,000 (32,000)

Inventories:
35,000 Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000 (17,000)
63,000 Work in process (less estimated completion costs of $16,000) . . . . . 78,000 15,000

124,000 Finished goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 112,000 (12,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $326,000 48,000

Free assets:
4,000 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,000 4,000

70,000 Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 70,000
20,000 Marketable securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000 14,000 (6,000)

48,000 Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (48,000)
Estimated amount available for unsecured creditors with and without

priority. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $172,000
Less unsecured creditors with priority . . . . . . . . . . . . . . . . . . . . . . . . . (66,000)

Estimated amounts for unsecured creditors without priority:
Net realizable amount available. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $106,000
Deficiency (to agree with total unsecured amount without priority) . . . 68,000

$806,000 Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $754,000 $174,000 $ (52,000)

Fully secured creditors:
$ 24,000 Accrued mortgage interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 24,000
280,000 Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 280,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $304,000

Partially secured creditors:
200,000 Bank loan payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $118,000 $ 82,000
180,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000 20,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $278,000

Unsecured creditors with priority:
6,000 Accrued income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,000

13,000 Accrued liquidation expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
14,000 Accrued payroll taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
33,000 Accrued payroll . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000

Unsecured creditors without priority:
12,000 Accrued liabilities—other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
60,000 Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

$822,000 Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $582,000 $ 66,000 $174,000

(16,000) Owners’ deficiency

$806,000
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on the mathematical accuracy and completeness of the schedule. For example, in the asset sec-
tion the book value of the assets should equal the assets’ estimated net realizable value plus
(minus) the estimated loss (gain) on liquidation ($806,000 ¼ $754,000 þ $52,000). In the
liabilities and owners’ equity section, the book value total before the owners’ deficiency should
equal the total of estimated secured and unsecured liabilities ($822,000 ¼ $582,000 þ
$66,000 þ $174,000). Finally, the deficiency traceable to unsecured creditors without priority
($68,000) should equal the difference between the estimated net realizable value of the assets
and the total of estimated secured and unsecured amounts due creditors ($68,000) ¼ $754,000 �
($582,000 þ $66,000 þ $174,000). This deficiency represents the extent to which the net
realizable value of assets is inadequate to meet the claims of creditors. Certainly, if the net realiz-
able value of such assets exceeded the creditors’ claims, the excess would be available to satisfy
the claims of owners/shareholders.

Of interest to the unsecured creditors without priority and the bankruptcy court is a ratio that
is referred to as the dividend to general unsecured creditors. This ratio is computed as follows:

Dividend ¼ Net Proceeds Available to Unsecured Creditors Without Priority
Total Claims of Unsecured Creditors Without Priority

The dividend is an estimate of how much will be received by unsecured creditors without
priority for each dollar owed to them, and it is expressed either in absolute amount or in percen-
tage form.

The approximate dividend to unsecured creditors without priority of Insolve Corporation
will be computed as follows:

$106,000
$174,000

¼ $0:61 on one dollar, or 61%

R E F L E C T I O N
� The statement of affairs identifies the various assets of a troubled enterprise and their net

realizable values. These values are then applied toward the claims of various secured and

unsecured creditors.

PREPARATION OF OTHER ACCOUNTING REPORTS
The trustee appointed to a company in liquidation is expected to make periodic reports to the
bankruptcy court regarding the activities of the trustee. In the absence of specific reporting
requirements imposed by the Act, each bankruptcy court identifies the type of accounting
reports to be submitted by the trustee.

Generally speaking, a court will require the trustee to provide an accounting regarding the
following items pertaining to the insolvent company:

1. Unrealized assets assigned to the trustee including those subsequently discovered.

2. Assets that have been realized or liquidated.

3. Liabilities to be liquidated that have been assigned to the trustee.

4. Liabilities that have been liquidated.

The preceding information may be presented in a worksheet format that identifies critical
balances and relevant cash receipts and disbursements. We will refer to this worksheet as the
statement of realization and liquidation.

The statement of realization and liquidation differs from the statement of affairs in the fol-
lowing respects:

1. The statement of realization and liquidation reports the actual liquidation results. In con-
trast, the statement of affairs is of a pro forma nature and is based on estimated rather than
actual results.

5
O B J E C T I V E

Apply the principles of

bankruptcy to the

preparation of the

statement of realization

and liquidation.
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2. The statement of realization and liquidation provides an ongoing reporting of the trustee’s
activities and is updated throughout the liquidation process. The statement of affairs is a
summary of the estimated results of a completed liquidation.

In order to illustrate the preparation of a statement of realization and liquidation, the bal-
ance sheet of Insolve Corporation, which was presented in Illustration 21-1, will be used as a
starting point. Assuming the assets and liabilities contained in Insolve’s balance sheet were
assigned to the trustee, a statement of realization and liquidation for the period March 1 to
March 31, is presented in Illustration 21-3. In reviewing this illustration, note that it reports
actual results rather than estimated amounts, as contained in the statement of affairs. Also note
that the statement reports liquidation activity to date and may be updated to reflect subsequent
activity.

Illustration 21-3
Insolve Corporation

Statement of Realization and Liquidation
For Period March 1 to March 31

Liabilities

Assets Unsecured

Cash Noncash
Fully

Secured
Partially
Secured

With
Priority

Without
Priority

Owners’
Equity

Beginning balances, assigned
March 1 . . . . . . . . . . . . . . . . . . . . . . . $ 4,000 $ 802,000 $304,000 $ 380,000 $66,000 $ 72,000 $(16,000)

Subsequently discovered and other items:
Assets. . . . . . . . . . . . . . . . . . . . . . . . . . 15,000* 15,000
Loans from officers . . . . . . . . . . . . . . . . 20,000* (20,000)
Additional liquidation expensesa. . . . . 2,000 (2,000)

Cash receipts:
Sale of marketable securities . . . . . . . . 16,000* (20,000) (4,000)
Partial collection of accounts

receivable . . . . . . . . . . . . . . . . . . . . 52,000 (52,000)
Sale of equipment . . . . . . . . . . . . . . . . 124,000* (150,000) (26,000)
Sale of inventoryb . . . . . . . . . . . . . . . . 134,000* (148,000) (14,000)

Cash disbursements:
Partial payment of bank loanc . . . . . . . (124,000) (200,000) 76,000
Partial payment of accounts payabled . (98,000) (135,000) 37,000

Ending balances . . . . . . . . . . . . . . . . . . . $ 108,000 $ 447,000 $304,000 $ 45,000 $68,000 $205,000 $(67,000)

*These amounts differ from the estimated amounts included in the statement of affairs.
aLiquidation expenses were originally estimated to be $13,000. However, actual liquidation expenses to date total $15,000.
bThe sale of inventory consists of the following:

Book Value Amount Realized

Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 35,000 $ 18,000
Work in process (less completion costs of $18,000). . . . 63,000 76,000
Finished goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 40,000

$148,000 $134,000

cThe bank loan of $200,000 is secured by the equipment, which was disposed of for $124,000, net of expenses. Therefore, $76,000 of the loan is
reclassified as an unsecured liability.

dThe sale of inventory described in footnote b included inventory securing the accounts payable. This inventory had a book value of $135,000 and
was sold for $98,000. Therefore, accounts payable with a value of $135,000 were secured only to the extent of $98,000. The unsecured portion of
$37,000 ($135,000� $98,000) is reclassified as such.
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The statement also may be used to reassess the effect of liquidation on various claims of
liabilities. For example, as of March 31, Insolve Corporation still has $447,000 of noncash
assets to be realized. A statement of these assets and their newly revised estimated net realizable
values follows:

Noncash Assets
Book
Value

Estimated Net
Realizable

Value

Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,000 $ 18,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 74,000 70,000*
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 130,000
Building (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 182,000 210,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000 0
Assets subsequently discovered. . . . . . . . . . . . . . . . . . . . . . . . . 15,000 17,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $447,000 $445,000

*$44,000 of this amount is traceable to partially secured accounts payable.

The estimated net realizable value of noncash assets of $445,000 plus the available existing
cash of $108,000 represents a total of $553,000, which would be available to satisfy liabilities
and owners’ equity. A tentative distribution of this total follows:

Liabilities and Owners’ Equity
Book
Value

Estimated
Distribution

Dividend
(Payout)

Percentage

Fully secured liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $304,000 $304,000 100%
Partially secured liabilities:
Book value of $45,000 less unsecured portion of $1,000 . 44,000 44,000 100
Unsecured liabilities:
With priority . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000 68,000 100
Without priority:
Book value of $205,000 plus unsecured portion of

partially secured liabilities . . . . . . . . . . . . . . . . . . . . . . . 206,000 137,000 67
Owners’ equity (deficit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . (67,000)

Total liabilities and owners’ equity . . . . . . . . . . . . . . . . . . . $555,000 $553,000

Although corporate reorganizations and liquidations are significantly influenced by law, the
accounting profession also may be significantly involved in the entire process. Accountants
assist in the identification and valuation of assets and liabilities traceable to the insolvent com-
pany. The activities of a company involved in a Chapter 11 reorganization or a Chapter 7 liqui-
dation must be periodically reported to the bankruptcy courts. This periodic reporting function
is a major area involving the expertise of the accounting profession.

R E F L E C T I O N
� The statement of realization and liquidation accounts for various events undertaken to

liquidate an enterprise. The statement reports the disposition of assets and the

application of proceeds to the settlement of various creditor claims.
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UNDERSTANDING THE ISSUES

1. If a debt is restructured through a modification of terms, explain how the gain
on restructuring is determined when the restructuring is not under bankruptcy law
versus one that is.

2. Distinguish between a corporate reorganization and a liquidation as provided for
under bankruptcy law.

3. Explain how the claims of fully secured and partially secured creditors affect the divi-
dend that may be received by unsecured creditors.

4. Explain what purpose the statement of realization and liquidation serves.

EXERCISES

Exercise 1 (LO 1) Impact of restructuring on the income statement. Cutler Manu-
facturing manufactures and distributes specialty piping used in the construction industry. Due
to the recent contraction in the commercial construction market, the company has had diffi-
culty servicing its outstanding debt. In particular, debt bearing interest at a stated rate of 6%
with 42 remaining payments of $15,000 per month is being considered for restructuring. In
spite of this difficulty, the company is not deemed to experiencing financial difficulties such that
it would qualify for a troubled debt restructuring. The creditor and the company have identified
several alternatives as follows:

a. Convey vacant land with a fair market value of $380,000 and a book value of $260,000 to
the creditor along with a commitment to make 40 monthly payments of $5,067.60 each.

b. Convey vacant land with a fair market value of $380,000 and a book value of $260,000 to
the creditor along with a commitment to make 60 monthly payments of $3,000 each. The
new debt has a fair value of $160,000.

For each of the above restructuring alternatives, determine the impact on the company’s income
statement for the first two months of the restructuring period.

Exercise 2 (LO 2) Entries to record a quasi-reorganization. Frankton Corporation
has experienced difficult financial times for the past five years resulting in serious cash flow pro-
blems, negative earnings, and increasing deficits in retained earnings. The negative cash flows
from operations have been managed in part by debt financing, particularly from a major share-
holder making loans to the corporation. The level of debt financing is not sustainable and the
corporation has decided to engage in a quasi-reorganization. Key elements of the reorganization
are as follows:

1. After the reorganization, retained earnings should have a zero balance. The current balance
is a deficit of $300,000.

2. Interest bearing debt in the amount of $300,000, held by the major shareholder, will be
extinguished in exchange for $250,000 of consideration represented by preferred stock with
a par value of $50,000.

3. Treasury stock with a cost of $150,000 was retired noting that the 10,000 common shares of
$10 par value were originally sold for $13 per share.

4. Inventory with a book value of $80,000 was written off and equipment with a net book
value of $840,000 and an original cost of $1,200,000 was written down to a net book value
of $700,000, in part through the elimination of accumulated depreciation.

5. The par value of the remaining 94,000 shares of outstanding common stock was reduced
from $10 to $5 per share.

Prepare all necessary entries to record the quasi-reorganization.
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Exercise 3 (LO 2) Benefits of a quasi-reorganization. Barber Technologies designs and
develops software to be used for the management of inventory by both retailers and manufac-
turing firms. Over the past three years, the company has experienced significant competition
and a declining market resulting in a significant deficit in retained earnings. In response to this
condition, you have suggested that management consider the following:

a. Recognize all asset impairments.
b. Restructure the long-term debt by committing to make future payments that are less than

the basis of the original debt.
c. Adjust the par value of common stock to eliminate the deficit in retained earnings.

Discuss how the above actions will likely affect:

1. The current ratio, debt-to-equity ratio, and return on equity.
2. The determination of net income in subsequent periods.

Exercise 4 (LO 1) Troubled debt restructurings, impact on earnings. Ridgeway
Builders, Inc., is in the residential construction industry and has been experiencing a business
downturn. As a result of these economic conditions, the company is having difficulty serving its
outstanding debt and is seeking relief outside of the bankruptcy courts. The following sum-
marizes outstanding debt and management’s proposed restructuring:

Outstanding Debt

A B C D

Stated interest rate . . . . . . . . . . . . . . . . . . 6% 8% 10% 6%
Unpaid principal . . . . . . . . . . . . . . . . . . . $80,000 $500,000 $320,000 $340,000
Accrued interest. . . . . . . . . . . . . . . . . . . . 4,000 20,000 8,000 10,000

Total amount due . . . . . . . . . . . . . . . . . . . $84,000 $520,000 $328,000 $350,000

Components of restructuring
Transfer of assets:

Book value of assets . . . . . . . . . . . . . . . 60,000 100,000 40,000
Market value of assets . . . . . . . . . . . . . 80,000 120,000 48,339

Issuance of common stock:
At par value . . . . . . . . . . . . . . . . . . . . . 240,000
At market value . . . . . . . . . . . . . . . . . . 380,000

Revised semiannual payments:
Amount of payment . . . . . . . . . . . . . . . 75,000 64,000
Number of payments . . . . . . . . . . . . . . 4 5

For each of the above debts, determine the gain or loss on restructuring and the interest
expense to be recognized for the 6-month period after the restructuring. Assume that the debtor
is considered to be experiencing financial difficulties.

Exercise 5 (LO 1) Impact of a troubled debt restructuring on income. Howard
Manufacturing has two debts outstanding with a creditor. Howard is experiencing financial dif-
ficulties, and the creditor has granted a concession. Therefore, accounting for the debt in ques-
tion qualifies as a troubled debt restructuring. At the date of the restructuring, July 1 of the
current year, the two debts and the proposed restructuring are as follows:

Debt A—This debt has a carrying value of $1,200,000 plus accrued interest of $24,000 at the
restructuring date. The terms of restructuring call for Howard to transfer to the creditor a vacant
parcel of land with a fair market value of $600,000 and a book value of $425,000. In addition,
Howard will pay $70,000 to the creditor at the end of each of the next eight calendar quarters.

Debt B—This 6% debt has a carrying value of $2,100,000 and accrued interest of $52,500.
The terms of the restructuring call for Howard to issue nonvoting common stock with a fair value
of $500,000 to the creditor. In addition, $193,553.02 will be paid at the end of each of the next
seven quarters, along with an additional payment of $400,000 at the end of the seventh quarter.

Determine the total impact on income of the above restructurings for the current year.
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Exercise 6 (LO 1, 3) Cash flows, debt restructuring, effect on income under bank-

ruptcy and nonbankruptcy law. Peltzer Manufacturing is experiencing financial difficul-
ties. Rather than entering into a lengthy bankruptcy proceeding, the company has reached an
agreement with its long-term creditors to restructure various loans. The restructured loans are
described below.

Loan A—This 12% debt has a principal balance of $4,000,000 and accrued interest of
$80,000. Under the restructuring agreement, $500,000 of debt would be forgiven, and the bal-
ance of the amounts due would be refinanced at a rate of 10% with monthly installment pay-
ments of $50,000 and a term of eight years. Assets with a net realizable value of $2,500,000
would also be pledged as additional security against the restructured loan.

Loan B—This debt has a principal balance of $1,000,000 and accrued interest of $25,000.
Under the restructuring agreement, the accrued interest would be forgiven, and the principal
amount would be exchanged for preferred stock with a par value of $500,000 and a fair value of
$900,000.

Loan C—This 12% debt has a principal balance of $2,000,000 and accrued interest of
$37,500. Under the restructuring agreement, the creditor would receive a parcel of land with
a book value of $200,000 and a fair value of $250,000. The remaining unpaid balance would
be refinanced over five years at a 9% interest rate. Installment payments would be on a quar-
terly basis.

1. Determine the total quarterly cash outflows that will be required by Peltzer’s debt restructuring.
2. Covering the first quarter subsequent to restructuring, prepare a schedule that compares the

effect on Peltzer’s net income of accounting for the restructuring as part of a formal bank-
ruptcy filing versus it not being part of such a filing.

Exercise 7 (LO 4) Determining proceeds to various classes of claims. Tebon Manu-
facturing is considering seeking relief under Chapter 7 of the Bankruptcy Code. However, the
company would prefer to engage in out-of-court activities that would allow for a restructuring
of debts in an orderly manner. Before approaching its creditors, the company is attempting to
estimate the amount of consideration that would be received by various classes of creditors if
the company did liquidate. The company’s assets and liabilities are as follows:

Assets
Book
Value

Realizable
Value Liabilities

Book
Value

Cash . . . . . . . . . . . . . $ 60,000 $ 60,000 Accounts payable . . . . . . . . . $ 280,000
Receivables . . . . . . . . 420,000 360,000 Note payable—A . . . . . . . . . 600,000
Inventory . . . . . . . . . . 400,000 350,000 Note payable—B . . . . . . . . . 500,000
Equipment . . . . . . . . . 380,000 360,000 Mortgage payable . . . . . . . . 180,000
Land. . . . . . . . . . . . . . 200,000 260,000 Accrued interest. . . . . . . . . . . 12,000
Other . . . . . . . . . . . . . 60,000 45,000 Other . . . . . . . . . . . . . . . . . . . 24,000

Total. . . . . . . . . . . . . . $1,520,000 $1,435,000 Total. . . . . . . . . . . . . . . . . . . . $1,596,000

Of the accounts payable, $130,000 is secured by inventory which has a net realizable value
of $150,000. Note A is secured by the balance of the inventory and receivables. Note B is
secured by equipment with a net realizable value of $300,000, and the mortgage payable and
accrued interest are secured by the land. All of the other liabilities are unsecured, although
$10,000 is unsecured with priority over the balance.

Prepare a schedule that sets forth the classes of claims (fully secured, partially secured,
unsecured) and the assets that satisfy each class. For each class, compute the dividend
and determine the total amount of consideration to be received in satisfaction of Note
Payable—B.
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Exercise 8 (LO 5) Amounts to be received by creditors under Chapter 7. Casper
Blueprinting, Inc., has filed under Chapter 7 of the Bankruptcy Code. The estimated net realiz-
able value of its assets is as follows:

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 23,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
Inventory and supplies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Blueprinting equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 114,000
Furniture and fixtures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Computer hardware and software . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Deliver vehicle . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $241,000

Creditors’ claims are summarized as follows:

a. Bank loan balance of $82,000 plus accrued interest of $3,000 with a first lien against blue-
printing equipment.

b. Dealer-financed vehicle loan with an outstanding balance of $18,000, which is secured by
the delivery vehicle.

c. Accounts payable due vendors in the amount of $21,000 and secured by the inventory and
supplies.

d. A line of credit balance due of $30,000 secured by the accounts receivable.
e. Unpaid payroll and income taxes of $23,000.
f. Accounting and legal fees due in the amount of $12,000 in connection with the administra-

tion of the bankrupt estate.
g. Unpaid wages to employees totaling $4,200 ($700 represents the largest amount due any one

employee).
h. Loans due shareholders of the corporation totaling $80,000.
i. Other unsecured creditors without priority in the amount of $31,000.

Prepare a schedule to show the estimated amount to be received by each major category of
creditor.

Exercise 9 (LO 5) Statement of realization and liquidation, dividend to unse-

cured creditors without priority. A partially completed statement of realization and
liquidation is as follows:

The Rodak Corporation
Statement of Realization and Liquidation

For Period July 1 to August 12 of the current year

Liabilities

Assets Unsecured

Cash Noncash
Fully

Secured
Partially
Secured

With
Priority

Without
Priority

Owners’
Equity

Beginning balances, assigned July 1 of the current
year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000 $590,000 $200,000 $175,000 $54,000 $150,000 $23,000

Cash receipts: Sale of inventory . . . . . . . . . . . . . . . 30,000 (25,000) 5,000

The following additional transactions have occurred through August 12 of the current year:

a. Receivables collected amounted to $39,000. Receivables with a book value of $15,000 that
were not allowed for were written off.

b. A $12,000 loan that was fully secured was paid off.
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c. A valid claim was received from a leasing company seeking payment of $15,000 for equip-
ment rentals.

d. Securities costing $18,000 were sold for $23,000, minus a brokerage fee of $500.
e. Depreciation on machinery was $3,200.
f. Payments on accounts payable totaled $25,000, of which the entire amount was secured by

the inventory sold.
g. Machinery that originally cost $85,000 and had a book value of $45,000 sold for $36,000.
h. Proceeds from the sale of machinery in (g) were remitted to the bank, which holds a

$50,000 loan on the machinery.

1. Update the statement of realization and liquidation to properly reflect transactions (a)
through (h).

2. Assuming the remaining noncash assets can be realized for $410,000, determine the esti-
mated dividend to be received by unsecured creditors without priority.

PROBLEMS

Problem 21-1 (LO 1) Accounting for a troubled debt restructuring. On January 1,
2014, Fabco borrowed $5,000,000 from First Bank of Newburg. The loan had a term of five
years with the principal amount due at the end of the fifth year. Interest is at an annual rate of
6% with interest being paid semiannually on June 30 and December 31. In connection with
the loan, the borrower incurred $84,438 of debt issuance costs that are to be amortized over the
term of the loan. The effective interest method is to be used to account for the loan.

Fabco was able to make the first two semiannual debt service payments, but then began to
see a serious deterioration in its business. Fabco is currently in default on a number of debts and
is unable to secure additional capital at market rates of interest. Based on projected cash flows,
it is doubtful that the company will continue as a going concern. The company accrued the
interest due on June 30, 2015, but is unable to make the interest payment. In an attempt to
resolve these serious issues, Fabco received concessions from First Bank of Newburg and its $5
million debt has been restructured effective June 30, 2015, as follows: the maturity date of the
loan was extended for five years beyond June 30, 2015; the June 30, 2015, interest payment was
forgiven; and the stated interest rate was increased to 6.6%. However, Fabco paid the bank an
additional debt issuance fee of $50,000 on June 30, 2015, as part of the restructuring. This fee
is to be expensed.

Prepare all of the necessary entries to account for the above debt from inception through
December 31, 2015.

Problem 21-2 (LO 1) Entries to record restructuring of debt. Rose Corporation was
unable to service its outstanding debts. The company is considered to be experiencing signifi-
cant financial difficulties. In an attempt to avoid filing for bankruptcy, it took the following
measures:

a. Patents with book value of $140,000 and accumulated amortization of $115,000 were sold
for $20,000.

b. Goodwill with a book value of $150,000 resulted from the acquisition of a small manufac-
turing firm in Indiana. The goodwill was tested for impairment, and it was concluded that
$100,000 of the goodwill was impaired.

c. A mortgage on a parcel of vacant land had a book value of $230,000. The land with a book
value of $210,000 was sold for net proceeds of $185,000 after payment of $10,000 of trans-
action costs. The mortgage holder accepted the proceeds in full settlement of the mortgage
and related accrued interest of $15,000.

d. A loan from a major shareholder/employee had a remaining principal amount of $150,000
plus accrued interest of $4,500 based on the stated rate of 12% payable quarterly. Given sig-
nificantly lower current market rates, the shareholder agreed to restructure the debt as fol-
lows: 6% interest, 16 quarterly payments of principal and interest in the amount of
$8,810.25, and receipt of a cash bonus of $30,000 in satisfaction of any remaining debt.

Required
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e. A major vendor had a payable balance of $85,000, which had remained unpaid for over five
months. In satisfaction of the payable, the vendor agreed to receive an immediate cash pay-
ment of $15,000 plus six monthly payments of $10,000 each.

f. Bank debt with an outstanding balance of $532,000 including accrued interest of $22,000
was reduced by $80,000 in exchange for investment securities that were recorded at their
market value of $62,000. Another $200,000 of debt was exchanged for treasury stock of the
company that had a par value of $50,000 and an original cost of $150,000. The balance of
the debt was restructured calling for 10 quarterly payments of $27,470.38. The original bank
debt had a stated interest rate of 8%.

g. A bank note payable with a balance of $60,000 was restructured by making three quarterly
payments of $17,000.

h. A partially secured creditor with a debt balance of $120,000 repossessed equipment that
served as collateral. The equipment had a book value of $220,000 and accumulated depre-
ciation of $150,000. The remaining $40,000 of debt was to be paid over the next six quar-
ters in equal payments bearing interest at 5.6%, compared to the original rate of 6.4%.

Prepare all of the necessary entries to record the above events (a) through (h). Determine the
total amount of interest expense to be recognized in connection with the first quarterly payment
associated with the restructured debts.

Problem 21-3 (LO 1, 2) Effect of a quasi-reorganization. Marshall Tool and Die Com-
pany has been experiencing significant foreign competition and a declining market. Annual net
losses from operations have averaged $250,000 over the last three years. The company’s balance
sheet as of December 31, 2015, is as follows:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . . $ (15,000) Accounts receivable (net) . . . . . $ 320,000
Accounts payable . . . . . . . . . . . . . . . 500,000 7% Note payable . . . . . . . . . . . 1,500,000
Inventory . . . . . . . . . . . . . . . . . . . . . . 150,000 Common stock at par. . . . . . . . . 550,000
Plant and equipment (net) . . . . . . . . . 1,560,000 Contributed capital in

excess of par . . . . . . . . . . . . . 550,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . 150,000 Retained earnings . . . . . . . . . . . (300,000)
Other assets. . . . . . . . . . . . . . . . . . . . 35,000 2015 Net income . . . . . . . . . . . (240,000)

Total assets . . . . . . . . . . . . . . . . . . . . $2,380,000 Total liabilities and equity . . . . . $2,380,000

After analyzing accounts receivable and inventory, it has been determined that the allow-
ance for uncollectibles should be increased by $75,000 and the inventory should be written
down by $20,000. Based on recent appraisals, it is estimated that the plant and equipment
have a market value of $1,285,000. The goodwill is traceable to the purchase of a small tool-
ing company in 2011. Based on an analysis of cash flows associated with that acquisition, it is
estimated that the goodwill has an impaired value of $0. Other assets represent a note receiva-
ble from officers of the corporation. The note calls for five annual payments of $8,309 includ-
ing interest at the rate of 6%.

In response to the current situation, the company has decided to take the following actions:

a. Record the suggested impairment in all assets.
b. Restructure the note receivable from the officers to reflect four annual payments and an

interest rate of 7.5%.
c. Restructure the note payable, which was due in 2017, to provide for 12 semiannual pay-

ments of $120,000 including interest at the annual rate of 6%.
d. Engage in a quasi-reorganization to eliminate the deficit in retained earnings.

1. Prepare a revised classified balance sheet to reflect the effect of management’s actions.
2. Compute the following ratios before and after management’s actions: current ratio and

debt-to-equity ratio.
3. Given the above ratio analysis, if the ratios do not suggest an improvement, discuss the bene-

fits of management’s actions.

Required
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Problem 21-4 (LO 1, 4) Determining the dividend to unsecured creditors without

priority and restructuring alternatives. Matmart Corporation is contemplating seek-
ing a voluntary liquidation under Chapter 7 of the Bankruptcy Reform Act. There are a large
number of partially secured creditors who are opposed to the possibility of a liquidation and
favor a restructuring of their debt, which will allow the corporation to return to profitability
and positive operating cash flows. Values relevant to a possible liquidation are as follows:

Book
Value

Estimated
Net Realizable

Value

Free assets consisting of cash,
receivables, and securities. . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 125,000 $ 85,000

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 420,000 330,000
Equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000 120,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 350,000
Buildings (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000 1,000,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,525,000 $1,885,000

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 340,000
Note payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000
Accrued interest on mortgage payable . . . . . . . . . . . . . . . . . . . . 24,000
Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
Unsecured creditors with priority. . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,034,000

Of the net realizable value of inventory, $200,000 is pledged against $250,000 of accounts
payable and the balance of the inventory is pledged against the note payable. All of the equip-
ment is pledged against the note payable. The mortgage payable and the related accrued interest
is secured by the land and building.

1. Determine the dividend to general unsecured creditors and the amount of total considera-
tion that would be received by the holder of the note payable.

2. Assume that the holder of the note payable would be agreeable to a restructuring of the note,
rather than proceeding with a liquidation of the corporation. In turn, the corporation would
be agreeable to quarterly interest and principal payments not to exceed $52,716 and an
interest rate of 6%. If the note holder insists on a restructured note with a present value of
$80,000 more than what they would receive under a liquidation, determine the minimum
term of the restructured note.

3. Rather than a liquidation, assume that the mortgage was restructured as follows: 72 monthly
payments of $15,195.39, an additional $100,000 payment at the end of month 72, and
expensed legal fees of $20,000 associated with the restructuring. Determine the annual
implicit interest rate for the restructuring.

Problem 21-5 (LO 1) Recording restructuring transactions. St. John Corporation is
barely solvent and has been seeking an equity investor that would be interested in making a
capital contribution so that the company would hopefully return to performance levels it had
experienced in the past. At the end of the prior year, the company’s balance sheet was as follows:

Assets Liabilities and Equity

Cash . . . . . . . . . . . . . . . . . . . . . . . . . $ 42,000 Accounts payable . . . . . . . . . . . $ 812,000
Accounts receivable (net) . . . . . . . . . 380,000 Note payable—officer . . . . . . . 400,000
Inventory . . . . . . . . . . . . . . . . . . . . . . 680,000 Bank A note payable . . . . . . . . . 2,100,000
Other current assets . . . . . . . . . . . . . . 240,000 Bank B note payable . . . . . . . . . 820,000
Equipment (net) . . . . . . . . . . . . . . . . . 1,300,000 Mortgage payable . . . . . . . . . . 1,500,000
Manufacturing plant . . . . . . . . . . . . . 2,100,000 Other liabilities . . . . . . . . . . . . . 220,000
Development land . . . . . . . . . . . . . . . 700,000 Common stock. . . . . . . . . . . . . . 200,000
Patents (net) . . . . . . . . . . . . . . . . . . . . 210,000 Paid-in capital in excess of par . 100,000
Investment in Sky Industries . . . . . . . . 300,000 Retained earnings . . . . . . . . . . . (200,000)

Total. . . . . . . . . . . . . . . . . . . . . . . . . . $5,952,000 Total. . . . . . . . . . . . . . . . . . . . . . $5,952,000
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Selected transactions occurring during the first six months of the current year were as
follows:

a. Patents with a fair value of $230,000 were transferred to the officer in partial satisfaction of
their note. The remaining balance on the note would be paid over five quarters with the first
payment of $35,026.77 due on June 30 of the current year.

b. The mortgage payable was restructured with 40 quarterly payments of $51,178.05, begin-
ning on June 30 of the current year, in addition to an immediate lump sum payment of
$100,000.

c. The bank A note payable was restructured as follows: the development land with a net realiz-
able value of $980,000 was conveyed along with marketable securities having a book value of
$80,000 and a market value of $95,000. The balance of the note was to be over 10 quarters
with payments of $111,145.03 beginning on June 30 of the current year.

d. The bank B note payable was partially secured by equipment which had a book value of
$240,000 and a net realizable value of $220,000. The equipment was seized by the bank and
the company agreed to settle the balance of the note by making 10 quarterly payments of
$55,000 beginning on June 30 of the current year.

e. On June 30 of the current year all payments required by items (a) through (d) above
were paid.

f. Common shareholders approved a reduction in par value from $10 per share to $5 per share
and the deficit was eliminated.

Prepare all necessary entries to record the above transactions (a) through (f ).

Problem 21-6 (LO 5) Preparation of a statement of realization and liquidation.

Problem 21-5 presents the balance sheet of St. John Corporation as of the end of the prior year.
Assume that the company is not able to service its debts and is unable to secure any significant
restructuring arrangements from its primary lenders. As a result, St. John has decided to liqui-
date the corporation and has submitted a plan for liquidation. The plan has received all neces-
sary approvals, and the liabilities affected by the plan are described as follows:

Accounts payable: Of these accounts, $400,000 is fully secured by claims against inventory with
a book value of $430,000. The inventory was completed at an additional cost of $25,000,
it was sold for $480,000, and the secured payables were paid. Another $320,000 of the pay-
ables is secured by the remaining inventory which is estimated to have a net realizable value
of $200,000. The balance of the payables is unsecured.

Note payable—officer: This note is secured by the investment in Sky Industries which has a net
realizable value of $320,000.

Bank A note payable: This note is secured by all of the equipment and the patent. Equipment
with a book value of $800,000 has been sold for $700,000 by a broker who was paid a fee
of $10,000. It is estimated that the balance of the equipment will have a net realizable value
of $400,000. The patent was sold to an officer of the corporation for $250,000. Net pro-
ceeds from the collateral were paid to Bank A.

Bank B note payable: This note is secured by the development land. The land consists of two
separate parcels with book values of $400,000 and $300,000. The $300,000 parcel was
sold for $360,000 and it is estimated that the remaining parcel will have a net realizable
value of $500,000.

Mortgage payable: This mortgage is secured by the manufacturing plant and other current assets
with a book value of $130,000. The plant is currently listed for sale with an asking price of
$1,800,000. Realistically, it is estimated that the plant could sell for $1,500,000 before com-
missions of $90,000. The other current assets securing the mortgage were sold for $100,000.

Other liabilities: $90,000 of these liabilities is secured by all receivables of the company. Recei-
vables with a book value of $150,000 have been collected, and an additional $40,000 of
allowance for uncollectible accounts has been established on the balance of the accounts.
The $90,000 of other liabilities was paid. Of the remaining other liabilities, $95,000 is
unsecured without priority, and the balance is unsecured with priority. Since year-end,
$20,000 of the unsecured liabilities with priority has been paid out of available assets.
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Additional assets with a net realizable value of $15,000 have been discovered, and adminis-
trative/legal expenses of $20,000 in connection with the liquidation have been incurred of
which half have been paid.

Assuming that all of the above activity occurred within the first six months of the current year,
prepare a statement of realization and liquidation to reflect the above activity and information.

Problem 21-7 (LO 1) Financial impact of extinguishments and restructurings.

Each of the following is an independent fact situation involving an extinguishment or restruc-
turing of debt.

Debt A—On January 1, 2015, the company borrowed $3,000,000 after incurring
$100,000 of related debt issuance costs. The note had a term of three years and called for quar-
terly interest only payments based on a stated interest rate of 6%. The effective interest method
was used to account for the debt. Although the debtor is not experiencing financial difficulties,
after making three quarterly payments, the debt was modified as follows: the due date of the
note was extended to December 31, 2017, another $400,000 was advanced on the loan
(increasing the face value to $3,400,000), and the stated interest rate was changed to 6.4%. The
new debt is assumed to have a fair value of $3,300,000.

Debt B—Assume the same original note as in the above Debt A. The debtor began to
experience financial difficulties as evidenced by a downgraded credit rating, serious concern
regarding the ability to continue as a going concern, and an inability to service existing debt.
After making two quarterly interest payments, the debtor was unable to make the next interest
payment. After failing to make the payment, the note was modified as follows: the principal
amount of the note was reduced to $2,500,000, only $30,000 of unpaid interest was to be paid
at maturity, and the interest rate was reduced to 4%.

Debt C—On January 1, 2014, the company borrowed $6,000,000. The 5-year note calls
for semiannual interest payments at the stated rate of 6%. The debtor is experiencing financial
difficulties and failed to make the third interest payment. On July 1, 2015, the lender agreed to
modify the debt as follows: the unpaid interest was forgiven, the note was extended for five more
semiannual periods, and the stated interest rate was reduced to 5%.

In each case, determine the impact on the company’s income statement at the time of the trans-
action and for the first interest payment subsequent to the transaction.

Required
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Exhibit 1

Governmental Business-type Component
Activities Activities Total Units

ASSETS

Cash and investments   ......................................... 374,711$ 52,561$ 427,272$ 27,726$
Receivables (net):
   Taxes   ................................................................ 252,753 - 252,753 -
   Accounts   .......................................................... 36,677 44,242 80,919 306
   Unbilled accounts   ............................................. 156 17,729 17,885 -
   Special assessments   ....................................... 7,447 - 7,447 -
   Notes and loans   ............................................... 108,001 - 108,001 40,200
   Accrued interest   ............................................... 370 39 409 931
Due from component units   .................................. 25,317 - 25,317 -
Due from primary government  .............................. - - - 159
Due from other governmental agencies   .............. 148,127 263 148,390 944
Inventory of materials and supplies   ..................... 7,919 2,809 10,728 -
Inventory of property for resale   ........................... 26 - 26 6,709
Prepaid items   ...................................................... 856 731 1,587 390
Other assets   ........................................................ - 8 8 -

      Total Noncapital Assets   ................................ 962,360 118,382 1,080,742 77,365

Capital assets:
   Capital assets not being depreciated:
      Land   .............................................................. 164,660 19,096 183,756 12,013
      Construction in progress   ............................... 44,241 12,096 56,337 -
      Intangible right of ways    ................................. 1,342 - 1,342 -
   Capital assets being depreciated:   
      Buildings   ........................................................ 291,942 95,805 387,747 85,310
      Infrastructure   ................................................. 1,540,926 967,395 2,508,321 333
      Improvements other than buildings   ............... 11,909 8,025 19,934 4,092
      Machinery and equipment   ............................. 193,770 242,638 436,408 159
      Intangible software........................................... 2,605 - 2,605 565
      Nonutility property   ......................................... - 3,654 3,654 -
      Accumulated depreciation  .............................. (1,232,907) (427,429) (1,660,336) (14,330)

      Total Capital Assets   ...................................... 1,018,488 921,280 1,939,768 88,142

      Total Assets   .................................................. 1,980,848 1,039,662 3,020,510 165,507

Deferred Outflows of Resources:
   Loss on refunding................................................ - 726 726 -

                    CITY OF MILWAUKEE

Primary Government

STATEMENT OF NET POSITION
December 31, 2013

(Thousands of Dollars)
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Exhibit 1 (Continued) 

Governmental Business-type Component
Activities Activities Total Units

LIABILITIES AND DEFERRED
 INFLOWS OF RESOURCES 

Accounts payable   ................................................ 44,328$ 19,337$ 63,665$ 2,515$
Accrued expenses   ............................................... 35,542 2,202 37,744 2,552
Accrued interest payable   ..................................... 9,762 1,182 10,944 -
Internal balances   ................................................. (9,984) 9,984 - -
Due to component units   ...................................... 159 - 159 -
Due to other governmental agencies   ................... 1,578 - 1,578 2,896
Unearned revenues................................................ 3,787 265 4,052
Revenue anticipation notes payable   .................... 130,000 - 130,000 -
Other liabilities   .................................................... - - - 3,108
Due to primary government:
   Due within one year   ......................................... - - - 3,897
   Due in more than one year   ............................... - - - 21,420
Long-term obligations:
   Due within one year   ......................................... 164,158 63,106 227,264 565
   Due in more than one year   ............................... 1,115,073 220,184 1,335,257 81,519

      Total Liabilities   .............................................. 1,494,403 316,260 1,810,663 118,472

Deferred Inflows of Resources:

   Gain on refunding............................................... 70 - 70 -
   Subsequent years property taxes........................ 287,666 - 287,666 877

      Total Deferred Inflows of Resources   ............. 287,736 - 287,736 877

NET POSITION

Net investment in capital assets............................. 706,111 648,594 1,354,705 23,622
Restricted for:
   Debt service   ..................................................... 205,078 770 205,848 -
   Other purposes   ................................................ 11,236 - 11,236 9,086
Unrestricted   ........................................................ (723,716) 74,764 (648,952) 13,450

      Total Net Position   ....................................... 198,709$ 724,128$ 922,837$ 46,158$

The notes to the financial statements are an integral part of this statement.

                                                    CITY OF MILWAUKEE

Primary Government

STATEMENT OF NET POSITION
December 31, 2013

(Thousands of Dollars)
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Exhibit 2

Operating Capital
Charges for Grants and Grants and

Functions/Programs Expenses Services Contributions Contributions
Primary government:
   Governmental Activities:

 General government   ...................................... 305,744$ 10,131$ 2,409$  -$
 Public safety   .................................................. 320,317 23,759 16,650 -
 Public works   ................................................... 169,250 75,968 2,750 1,536
 Health   ............................................................ 19,743 877 9,674 -
 Culture and recreation   ................................... 20,348 1,137 2,660 -
 Conservation and development   ..................... 45,605 9 19,733 -
 Capital contribution to Milwaukee Public
    Schools   ....................................................... 278 - - -
 Contributions   .................................................. 22,331 - 21,871 -
 Interest on long-term debt   .............................. 28,275 - - -
      Total Governmental Activities   ................... 931,891 111,881 75,747 1,536

   Business-type Activities:
 Water   ............................................................. 68,728 85,034 - 958
 Sewer Maintenance   ....................................... 44,795 57,270 - 2,849
 Parking   ........................................................... 24,248 43,256 - -
 Port of Milwaukee   .......................................... 3,855 5,686 - 45
 Metropolitan Sewerage District
     User Charges   ............................................. 43,737 43,234 - -
        Total Business-type Activities   ................. 185,363 234,480 - 3,852

1,117,254$ 346,361$ 75,747$ 5,388$

Component units:
 Redevelopment Authority   ............................... 21,760$ 7,189$ 4,750$ 1,307$
 Neighborhood Improvement Development 
   Corporation   .................................................. 994 199 361 84
Century City Redevelopment Corporation   ...... 762 393 - -

23,516$ 7,781$ 5,111$ 1,391$

General revenues:

The notes to the financial statements are an integral part of this statement.

Total Primary Government   ...................................

Net Position - Beginning, as restated (note 14)   ......................................

Total Component Units   .........................................

                           CITY OF MILWAUKEE
STATEMENT OF ACTIVITIES

FOR THE YEAR ENDED DECEMBER 31, 2013

Program Revenues

(Thousands of Dollars)

Net Position - Ending   ...........................................................................

   Property taxes and other taxes   ............................................................

Transfers   ................................................................................................

   State aids for General Fund   ................................................................
   Miscellaneous   ......................................................................................

      Total General Revenues and Transfers   ............................................

         Change in Net Position   ..................................................................
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Exhibit 2 (Continued)

Governmental Business-type Component
Activities Activities Total Units

(293,204)$ (293,204)$
(279,908) (279,908)

(88,996) (88,996)
(9,192) (9,192)

(16,551) (16,551)
(25,863) (25,863)

(278) (278)
(460) (460)

(28,275) (28,275)
(742,727) (742,727)

- 17,264$ 17,264
- 15,324 15,324
- 19,008 19,008
- 1,876 1,876

- (503) (503)
- 52,969 52,969

(742,727) 52,969 (689,758)

(8,514)$

(350)
(369)

(9,233)

276,193 - 276,193 -
259,735 - 259,735 -

82,059 1,443 83,502 738
41,628 (41,628) - -

659,615 (40,185) 619,430 738

(83,112) 12,784 (70,328) (8,495)

281,821 711,344 993,165 54,653

198,709$ 724,128$ 922,837$ 46,158$

Net (Expenses) Revenue and Changes in Net Assets
Primary Government
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1-AtibihxEEEKUAWLIMFOYTIC

General

ASSETS
Assets:
   Cash and investments   ................................................................................................... 131,796$
   Receivables (net):
      Taxes   .......................................................................................................................... 146,261
      Accounts   ..................................................................................................................... 46,601
      Unbilled accounts   ....................................................................................................... 156
      Special assessments   .................................................................................................. -
      Notes and loans   .......................................................................................................... 10
      Accrued interest   .......................................................................................................... 231
   Due from other funds   ..................................................................................................... 26,099
   Due from component units   ............................................................................................. -
   Due from other governmental agencies   ......................................................................... 565
   Advances to other funds   ................................................................................................ 6,715
   Inventory of materials and supplies   ............................................................................... 7,919
   Inventory of property for resale   ...................................................................................... 26
   Prepaid items   ................................................................................................................. 602
            Total Assets   ......................................................................................................... 366,981$

LIABILITIES, DEFERRED INFLOWS OF RESOURCES AND FUND BALANCES
Liabilities:
   Accounts payable   ........................................................................................................... 29,573$
   Accrued expenses   ......................................................................................................... 34,714
   Due to other funds   ......................................................................................................... 2,512
   Due to component units   ................................................................................................. 49
   Due to other governmental agencies   ............................................................................. 6
   Unearned revenue............................................................................................................ 1,001
   Revenue anticipation notes payable   .............................................................................. -
   Advances from other funds   ............................................................................................ -
            Total Liabilities   ...................................................................................................... 67,855

Deferred Inflows of Resources:............................................................................................ 195,592

   Fund Balances:
      Nonspendable   ............................................................................................................. 15,389
      Restricted....................................................................................................................... -
      Committed...................................................................................................................... 1,741
      Assigned  ...................................................................................................................... 43,172
      Unassigned.................................................................................................................... 43,232

            Total Fund Balances   ............................................................................................. 103,534

              Total Liabilities, Deferred Inflows and Fund Balances   .................................. 366,981$

The notes to the financial statements are an integral part of this statement.

(Thousands of Dollars)

 BALANCE SHEET
GOVERNMENTAL FUNDS

DECEMBER 31, 2013
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Exhibit A-1 (Continued)

General
Obligation Public Nonmajor

Debt Debt Capital Governmental
Service Amortization Projects Funds Total

182,253$ 35,806$ 22,698$ 2,158$ 374,711$

56,166 - 5,264 33,217 240,908
- - 1,420 24 48,045
- - - - 156
- - 7,447 - 7,447

67,585 27,010 - 13,396 108,001
15 124 - - 370

- - - - 26,099
22,661 - 2,634 22 25,317

130,477 - 9,432 8,130 148,604
- - - - 6,715
- - - - 7,919
- - - - 26
- - 254 - 856

459,157$ 62,940$ 49,149$ 56,947$ 995,174$

105$  -$ 11,084$ 3,566$ 44,328$
- - 397 431 35,542

3,890 - 1,405 8,308 16,115
- - - 110 159
- - - 1,572 1,578
- - 1,523 1,263 3,787

130,000 - - - 130,000
- - 6,715 - 6,715

133,995 - 21,124 15,250 238,224

183,024 - 23,637 9,212 411,465

- - 254 - 15,643
142,138 62,940 14,328 11,236 230,642

- - - 21,249 22,990
- - - - 43,172
- - (10,194) - 33,038

142,138 62,940 4,388 32,485 345,485

459,157$ 62,940$ 49,149$ 56,947$ 995,174$
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Exhibit A-2

Fund balances - total governmental funds (Exhibit A-1) 345,485$

Amounts reported for governmental activities in the statement of net
   assets (Exhibit 1) are different because:  

Capital assets used in governmental activities are not financial resources
and therefore are not reported in the funds.  Those assets consist of:
      Land 164,660$

755,491noitaicerpeddetalumucca583,79$foten,sgnidliuB
231,735noitaicerpeddetalumucca497,300,1$foten,erutcurtsarfnI

      Improvements other than buildings, net of $8,894 accumulated depreciation 3,015
      Machinery and equipment, net of $121,637 accumulated depreciation 72,133

057,2noitaicerpeddetalumucca791,1$fotenstessaelbignatnI
      Construction in progress 44,241

1,018,488

Some revenues are unavailable in the funds because they are not available to pay
current period's expenditures.

   Taxes to be collected 15,908
   Grant revenues to be collected 7,925
   Special assessments to be collected 6,607

953,39setondnasdnobmret-gnolyaperotelbaviecersnaoldnasetoN
123,799

   Accrued interest payable (9,762)
   Bonds and notes payable (868,446)
   Gain on refunding (70)
   Unamortized premiums (55,150)
   Compensated absences (50,461)
   Net other postemployment benefits obligation (279,370)
   Claims and judgments (25,804)

(1,289,063)

Total net position of governmental activities (Exhibit 1) 198,709$

The notes to the financial statements are an integral part of this reconciliation.

Long-term liabilities are not due and payable in the current period and therefore are 
not reported in the funds.  Interest on long-term debt is not accrued in governmental 
funds, but rather is recognized as an expenditure when due.  All liabilities - both 
current and long-term - are reported in the statement of net assets.  

(Thousands of Dollars)

                                            CITY OF MILWAUKEE
RECONCILIATION OF THE GOVERNMENTAL FUNDS BALANCE SHEET

TO THE STATEMENT OF NET POSITION
DECEMBER 31, 2013
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3-AtibihxEEEKUAWLIMFOYTIC

General
Revenues:
   Property taxes   ........................................................................................................................ 172,594$ 
   Other taxes   ............................................................................................................................ 3,544
   Special assessments   ............................................................................................................. -
   Licenses and permits   ............................................................................................................. 15,030
   Intergovernmental   .................................................................................................................. 259,735
   Charges for services   .............................................................................................................. 111,881
   Fines and forfeits   ................................................................................................................... 4,492
   Contributions received   ........................................................................................................... 21,871
   Other   ...................................................................................................................................... 16,978
         Total Revenues   ................................................................................................................ 606,125

Expenditures:
   Current:
      General government   ........................................................................................................... 317,356
      Public safety   ....................................................................................................................... 270,680
      Public works   ........................................................................................................................ 99,907
      Health   ................................................................................................................................. 9,147
      Culture and recreation   ........................................................................................................ 15,900
      Conservation and development   .......................................................................................... 3,379
   Capital outlay   ......................................................................................................................... -
   Debt Service:    
      Principal retirement   ............................................................................................................. -
      Interest   ................................................................................................................................ -
      Bond issuance costs   ........................................................................................................... -
         Total Expenditures   ........................................................................................................... 716,369

         Excess (Deficiency) of Revenues over Expenditures   ...................................................... (110,244)

Other Financing Sources (Uses):
   General obligation bonds and notes issued   ........................................................................... 188,860
   Proceeds from debt refundings   .............................................................................................. -
   Loans receivable activities   ..................................................................................................... -
   Issuance premium   ................................................................................................................. -
   Transfers in   ............................................................................................................................ 46,247
   Transfers out   .......................................................................................................................... (127,119)
         Total Other Financing Sources and Uses   ........................................................................ 107,988

            Net Change in Fund Balances   ...................................................................................... (2,256)

Fund Balances  - Beginning   ...................................................................................................... 105,790

Fund Balances - Ending   ......................................................................................................... 103,534$

The notes to the financial statements are an integral part of this statement.

(Thousands of Dollars)

STATEMENT OF REVENUES, EXPENDITURES AND CHANGES IN FUND BALANCES
GOVERNMENTAL FUNDS

FOR THE YEAR ENDED DECEMBER 31, 2013
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Exhibit A-3 (Continued)

General
Obligation Public Nonmajor

Debt Debt Capital Governmental
Service Amortization Projects Funds Total

67,772$ -$ 4,888$ -$ 245,254$
24,542 3,070 - - 31,156

- - 1,986 - 1,986
- - - - 15,030

907 - 14,572 54,678 329,892
4,932 - - - 116,813

- - - - 4,492
- - - - 21,871

1,182 1,692 7,631 11,094 38,577
99,335 4,762 29,077 65,772 805,071

627 - - 4,448 322,431
- - - 16,650 287,330
- - - 2,750 102,657
- - - 9,674 18,821
- - - 2,660 18,560
- - - 27,237 30,616
- - 98,913 - 98,913

531,243 - - - 531,243
36,887 - - - 36,887

755 - - - 755
569,512 - 98,913 63,419 1,448,213

(470,177) 4,762 (69,836) 2,353 (643,142)

104,845 - 83,095 34,145 410,945
182,341 - - - 182,341

- - - 635 635
14,345 - - - 14,345

181,751 2,454 - - 230,452
(4,663) (12,247) (4,270) (40,525) (188,824)

478,619 (9,793) 78,825 (5,745) 649,894

8,442 (5,031) 8,989 (3,392) 6,752

133,696 67,971 (4,601) 35,877 338,733

142,138$ 62,940$ 4,388$ 32,485$ 345,485$
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Exhibit A-4

Net change in fund balances - total governmental funds (Exhibit A-3) 6,752

Amounts reported for governmental activities in the statement of activities are different because:

Governmental funds report capital outlays as expenditures.  However, in the statement of
activities the cost of those assets is allocated over their estimated useful lives and reported
as depreciation expense.  This is the amount by which capital outlay ($78,454) less additions
from Construction-in-Progress ($10,773) exceeded depreciation expense ($51,701) in the
current period less loss on disposals ($411) 15,569

Notes and loans receivable to repay long-term bonds and notes 3,090

Revenues in the statement of activities that do not provide current financial resources are
reported as deferred inflows in the funds.  

Taxes accrued in prior years (217)$
Capital grants and contributions (5,276)
Special assessments beginning of the year $6,849 less $6,607 at year end (242)

(5,735)

Debt issued:
   Bonds and notes issued (593,286)
   Issuance premiums (14,345)
   Gain on refunding (117)
Repayments:
   Principal retirement 531,243
Amortization:
   Premiums 11,167
   Gain/Loss on refunding (402)

(65,740)

Compensated absences (2,056)
Net other postemployment benefits obligation (33,198)
Claims and judgments (2,020)
Accrued interest on bonds and notes 226

(37,048)

Changes in net position of governmental activities (Exhibit 2) (83,112)$

The notes to the financial statements are an integral part of this reconciliation.

Under the modified accrual basis of accounting used in the governmental funds, expenditures 
are not recognized for transactions that are not normally paid with expendable available 
financial resources.  In the statement of activities, however, which is presented on the accrual 
basis, expenses and liabilities are reported regardless of when financial resources are 
available.  In addition, interest on long-term debt is not recognized under the modified accrual 
basis of accounting until due, rather as it accrues.  The adjustment combines the net changes 
of the following balances.

                                          CITY OF MILWAUKEE

FOR THE YEAR ENDED DECEMBER 31, 2013
(Thousands of Dollars)

RECONCILIATION OF THE STATEMENT OF REVENUES,
EXPENDITURES, AND CHANGES IN FUND BALANCES  OF GOVERNMENTAL FUNDS

TO THE STATEMENT OF ACTIVITIES

The issuance of long-term debt (bonds, leases) provides current financial resources to 
governmental funds, while the repayment of the principal of long-term debt consumes the 
current financial resources of governmental funds.  Neither transaction, however, has any 
effect on net assets.  Also, governmental funds report the effect of discounts, premiums and 
similar items when debt is first issued, whereas these amounts are deferred and amortized in 
the statement of activities.  This amount is the net effect of these differences in the treatment 
of long-term debt and related items.  
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Exhibit B-1

Nonmajor
Water Sewer Enterprise
Works Maintenance Funds Total

ASSETS

Current Assets:
   Cash and cash equivalents   .............................................. 8,293$ 16,435$ 18,170$ 42,898$
   Restricted cash and cash equivalents   ............................. 770 8,893 - 9,663
   Receivables (net):
      Accounts   ....................................................................... 16,408 15,692 12,142 44,242
      Unbilled accounts   ......................................................... 12,402 2,517 2,810 17,729
      Accrued interest   ............................................................ - 39 - 39
   Due from other funds   ....................................................... 6,402 1,118 877 8,397
   Due from other governmental agencies   ........................... - 263 - 263
   Advances to other fund   .................................................... 218 - - 218
   Inventory of materials and supplies   ................................. 2,650 159 - 2,809
   Prepaid items   ................................................................... 712 1 18 731
   Other assets   .................................................................... 8 - - 8

            Total Current Assets   ............................................... 47,863 45,117 34,017 126,997

Noncurrent assets:
   Capital assets:
      Capital assets not being depreciated:
         Land   ........................................................................... 2,065 - 17,031 19,096
         Construction in progress   ............................................ 7,747 - 4,349 12,096
      Capital assets being depreciated:
         Buildings   .................................................................... 29,055 - 66,750 95,805
         Infrastructure   .............................................................. 366,897 582,865 17,633 967,395
         Improvements other than buildings   ............................ - - 8,025 8,025
         Machinery and equipment   .......................................... 225,138 4,880 12,620 242,638
         Nonutility property   ...................................................... 3,654 - - 3,654
         Accumulated depreciation   ......................................... (222,261) (135,262) (69,906) (427,429)

            Net Capital Assets  ................................................... 412,295 452,483 56,502 921,280

            Total Noncurrent Assets   ......................................... 412,295 452,483 56,502 921,280

            Total Assets   ............................................................ 460,158 497,600 90,519 1,048,277

Deferred Outflows of Resources:
   Loss on refunding............................................................... - 712 14 726

                        CITY OF MILWAUKEE

(Thousands of Dollars)

ENTERPRISE FUNDS
STATEMENT OF NET POSITION

DECEMBER 31, 2013
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Exhibit B-1 (Continued)

Nonmajor
Water Sewer Enterprise
Works Maintenance Funds Total

LIABILITIES

Current Liabilities:
   Accounts payable   .............................................................. 6,120$ 2,330$ 10,887$ 19,337$
   Accrued expenses   ............................................................. 1,397 372 433 2,202
   Accrued interest payable   ................................................... 179 149 174 502
   Compensated absences   .................................................... 1,251 221 315 1,787
   Advances from other funds   ................................................ - - 218 218
   Due to other funds   ............................................................. 16,685 - 1,696 18,381
   Unearned revenue................................................................ - 263 2 265
   Extendable Municipal Commercial Paper   .......................... - 44,000 1,600 45,600
   General obligation debt payable - current   ......................... 3,121 701 2,030 5,852
         Total Current Liabilities   ................................................ 28,753 48,036 17,355 94,144
Current Liabilities Payable from Restricted Assets:
   Revenue bonds payable   .................................................... 1,264 8,603 - 9,867
   Accrued interest payable   ................................................... - 680 - 680
         Total Current Liabilities Payable from
           Restricted Assets   ....................................................... 1,264 9,283 - 10,547
Noncurrent Liabilities:
   General obligation debt payable   ........................................ 12,761 8,687 12,158 33,606
   Revenue bonds & State loans payable   ............................. 9,572 168,916 - 178,488
   Other post employment benefits obligation   ....................... 4,659 1,809 1,622 8,090
         Total Noncurrent Liabilities   .......................................... 26,992 179,412 13,780 220,184

            Total Liabilities   .......................................................... 57,009 236,731 31,135 324,875

NET POSITION:

Net investment in capital assets.............................................. 385,577 221,576 40,728 647,881
Restricted for Debt Service   ................................................... 770 - - 770
Unrestricted   .......................................................................... 16,802 40,005 18,670 75,477

         Total Net Position   ...................................................... 403,149$ 261,581$ 59,398$ 724,128$

The notes to the financial statements are an integral part of this statement.

                                              CITY OF MILWAUKEE
STATEMENT OF NET POSITION

ENTERPRISE FUNDS
DECEMBER 31, 2013
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Exhibit B-2

Nonmajor
Water Sewer Enterprise
Works Maintenance Funds Total

Operating Revenues:
   Charges for Services:
      Water sales   .............................................................. 70,257$  -$  -$ 70,257$
      Statutory sewer user fee   .......................................... - - 41,936 41,936
      Sewer maintenance fee   ........................................... - 57,270 - 57,270
      Rent   ......................................................................... - - 12,948 12,948
      Fire protection service   ............................................. 7,256 - - 7,256
      Parking meters   ......................................................... - - 4,982 4,982
      Parking permits   ........................................................ - - 4,282 4,282
      Vehicle towing   .......................................................... - - 5,386 5,386
      Parking forfeitures   .................................................... - - 21,344 21,344
      Other   ........................................................................ 7,521 - 1,298 8,819
         Total Operating Revenues   .................................... 85,034 57,270 92,176 234,480

Operating Expenses:
   Milwaukee Metropolitan Sewerage District charges    .. - - 39,208 39,208
   Employee services   ...................................................... - 6,971 8,396 15,367
   Administrative and general   ......................................... 8,898 - - 8,898
   Depreciation   ................................................................ 14,482 6,600 3,360 24,442
   Transmission and distribution   ..................................... 19,068 - - 19,068
   Services, supplies, and materials   ............................... - 8,902 20,188 29,090
   Water treatment   .......................................................... 14,721 - - 14,721
   Water pumping   ........................................................... 7,899 - - 7,899
   Billing and collection   ................................................... 2,680 - - 2,680
         Total Operating Expenses   .................................... 67,748 22,473 71,152 161,373

         Operating Income  .................................................. 17,286 34,797 21,024 73,107

Nonoperating Revenues (Expenses):
   Investment income   ...................................................... 8 30 - 38
   Grant revenue   ............................................................. - 2,818 45 2,863
   Interest expense   ......................................................... (980) (5,092) (688) (6,760)
   Other   ........................................................................... 290 (17,230) 1,115 (15,825)
         Total Nonoperating Revenues (Expenses)   ........... (682) (19,474) 472 (19,684)

         Income before Contributions and Transfers............ 16,604 15,323 21,496 53,423

Capital contributions   ...................................................... 958 31 - 989
Transfers in   .................................................................... - - 849 849
Transfers out   .................................................................. (12,395) (6,228) (23,854) (42,477)

         Change in Net Position      ...................................... 5,167 9,126 (1,509) 12,784

Total Net Position - Beginning, as restated (note 14)   .... 397,982 252,455 60,907 711,344

Total Net Position - Ending   ......................................... 403,149$ 261,581$ 59,398$ 724,128$

The notes to the financial statements are an integral part of this statement.

                     CITY OF MILWAUKEE

(Thousands of Dollars)

STATEMENT OF REVENUES, EXPENSES AND CHANGES IN NET POSITION 
ENTERPRISE FUNDS

FOR THE YEAR ENDED DECEMBER 31, 2013
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Exhibit B-3

Nonmajor
Water Sewer Enterprise
Works Maintenance Funds Total

CASH FLOWS FROM OPERATING ACTIVITIES:
   Receipts from customers and users   ................................ 80,857$ 56,863$ 93,961$ 231,681$
   Receipts from interfund services provided   ...................... 4,944 - - 4,944
   Payments to suppliers   ..................................................... (22,882) (9,021) (59,338) (91,241)
   Payments to employees   .................................................. (20,842) (6,731) (8,044) (35,617)
   Payments from other funds   ............................................. - - (1,272) (1,272)
   Payments to other funds   .................................................. (1,068) - 382 (686)

      Net Cash Provided by Operating Activities...................... 41,009 41,111 25,689 107,809

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES:
   Miscellaneous nonoperating revenue   .............................. 290 2,994 45 3,329
   Other nonoperating expenses   ......................................... - (17,309) - (17,309)
   Transfers to other funds   .................................................. (12,395) (6,228) (23,044) (41,667)

      Net Cash (Used) Provided by Noncapital Financing
         Activities   .................................................................... (12,105) (20,543) (22,999) (55,647)

CASH FLOWS FROM CAPITAL AND RELATED
   FINANCING ACTIVITIES:   
   Proceeds from sale of bonds and notes   .......................... 5,342 71,350 3,099 79,791
   Acquisition of property, plant, and equipment   ................. (21,984) (35,189) (1,611) (58,784)
   Retirement of bonds, notes, and revenue bonds   ............. (7,951) (60,429) (3,314) (71,694)
   Interest paid   ..................................................................... (1,084) (2,335) (713) (4,132)
   Other   ................................................................................ - - 819 819

      Net Cash Used for Capital and
         Related Financing Activities   ...................................... (25,677) (26,603) (1,720) (54,000)

CASH FLOWS FROM INVESTING ACTIVITY:
   Investment income (loss)   ................................................. 10 13 - 23

      Net Increase (Decrease) in Cash and Cash
        Equivalents   ................................................................. 3,237 (6,022) 970 (1,815)

Cash and Cash Equivalents - Beginning   ............................ 5,826 31,350 17,200 54,376

Cash and Cash Equivalents - Ending   ............................. 9,063$ 25,328$ 18,170$ 52,561$

                        CITY OF MILWAUKEE

(Thousands of Dollars)

ENTERPRISE FUNDS
STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 2013
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Exhibit B-3 (Continued)

Nonmajor
Water Sewer Enterprise
Works Maintenance Funds Total

Cash and Cash Equivalents at Year-End Consist of:
   Unrestricted Cash   ............................................................ 8,293$ 16,435$ 18,170$ 42,898$
   Restricted Cash   ............................................................... 770 8,893 - 9,663

9,063$ 25,328$ 18,170$ 52,561$

RECONCILIATION OF OPERATING INCOME TO NET
   CASH PROVIDED BY OPERATING ACTIVITIES:
      Operating income   ......................................................... 17,286$ 34,797$ 21,024$ 73,107$
      Adjustments to reconcile operating income to net cash 
         provided by operating activities:
            Depreciation   ........................................................... 14,482 6,600 3,360 24,442
            Changes in assets and liabilities:
               Receivables   ......................................................... 464 (173) 1,833 2,124
               Due from other funds   ........................................... 6,812 (234) 124 6,702
               Inventories   ........................................................... (42) 184 - 142
               Prepaid items   ....................................................... (156) - - (156)
               Other assets   ........................................................ 4 - - 4
               Accounts payable   ................................................ 1,474 (303) 165 1,336
               Accrued liabilities   ................................................. 260 77 124 461
               Net other postemployment benefits obligation   .... 425 163 120 708
               Due to other funds  ................................................ - - (1,013) (1,013)
               Unearned revenue   ............................................... - - (48) (48)

Net Cash Provided by Operating Activities   ......................... 41,009$ 41,111$ 25,689$ 107,809$

Non-cash Activities:

During the year, water mains and related property, installed by others were deeded to the Water Works
     in the amount of $958,268.

During the year, the Sewer Maintenance Fund removed infrastructure assets costing $172,873 with a net value of $0, 
     and received donated assets in the amount of $30,961.

The notes to the financial statements are an integral part of this statement.

                                             CITY OF MILWAUKEE

FOR THE YEAR ENDED DECEMBER 31, 2013
(Thousands of Dollars)

ENTERPRISE FUNDS
STATEMENT OF CASH FLOWS
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Exhibit C-1

Pension
and Other
Employee Private-

Benefit Purpose Agency
Trusts Trusts Funds

ASSETS

Cash and investments........................................ 891$ 3,003$ 282,784$

         Total Assets   ............................................ 891 3,003 282,784

LIABILITIES

Liabilities:
   Accounts payable   ......................................... 51$ 150$ 1,515$
   Due to other governmental agencies   ........... - - 281,269

         Total Liabilities   ........................................ 51 150 282,784

Net Position
   Employees' pension benefits
      and other purposes   ................................... 840$ 2,853$ -$

The notes to the financial statements are an integral part of this statement.

                                  CITY OF MILWAUKEE

(Thousands of Dollars)

STATEMENT OF FIDUCIARY NET POSITION
FIDUCIARY FUNDS

DECEMBER 31, 2013
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Exhibit C-2
STATEMENT OF CHANGES IN FIDUCIARY NET POSITION

FIDUCIARY FUNDS
FOR THE YEAR ENDED DECEMBER 31, 2013

(Thousands of Dollars)

Pension
and Other
Employee Private-

Benefit Purpose
Trusts Trusts

Additions
   Contributions:
      Plan members   .......................................................................... 3,079$ -$
      Private donations   ..................................................................... - 645
            Total Contributions   ............................................................. 3,079 645

   Investment earnings:
      Net appreciation in
         fair value of investments, dividends and interest   .................. - 6

               Total Additions   ................................................................ 3,079 651

Deductions
   Benefits   ....................................................................................... 2,910 -
   Fees remitted from Trust   ............................................................. - 806
   Other   ........................................................................................... - 1,015
            Total Deductions   ................................................................ 2,910 1,821

               Change in Net Position   ................................................... 169 (1,170)

Net Position - Beginning   ................................................................ 671 4,023

Net Position - Ending   ..................................................................... 840$ 2,853$

The notes to the financial statements are an integral part of this statement.

                               CITY OF MILWAUKEE
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Index

A

Abatement, 1037
A-B trusts, 1046
Accountability, definition, 770
Account groups, 772

entries, review, 800–804
Accounting

basis, 770–771
capabilities, 805
development, factors, 502–503
methods, evolution, 8–13
principles, 117

changes, 676–677
development, 936
summary, 804–808

reports, preparation, 1078–1080
standards, harmonization, 502–504
theory, inconsistency, 436

Accounting Standards Codification (ASC), 1
Accounting statement of affairs, 1075
Acquired company, net assets (fair value), 77
Acquiree

assets/liabilities, recording, 11
fair value, measure, 10
lessee, relationship, 14
lessor, relationship, 15

Acquirer (parent), 7
identification, 9–10

Acquisition
accomplishment, cost, 10
accounting, theory, 55
acquiree accounting, 22
activity, decline, 4
costs, parent recording, 76
date, determination, 10
disclosure requirements, 27
expense, 63
gain, 76
goodwill

accounting, 30–34
impairment procedures, 32–34

method, 9
application, 9–11

model, application, 16–19
recording, 17–18

value analysis, usage, 18
reverse acquisition, 9, 83–88
tax values, 25
theory, conformance, 140

Activities, statement, 909–910
example, 911–912

Actual expenditures, recording, 787–789
Actual revenues sources, 782
Actual revenues/transfers, recording, 785–786
Adjusted book value, 442
Adjusted gross profit, 579

Adjusted market value, 11
Adjusted net income, derivation, 221
Administrator, court appointment, 1032
Affiliated companies

consolidation, 206
sales, 206

Agency funds, 805, 852, 857–859
capital project usage, 858
public/private colleges/universities, 988

American Institute of Certified Public Accountants (AICPA),
658

Auditing Standards Board, 704
Audits of State and Local Governmental Units issuance,

768
Statement of Position 90-7, 1072–1073
Statement of Position 98-2, 939

American option, 516
Amortization, 132

adjustments, example, 135, 136
expense, 683
interest method, 271–272
pattern (indication), determination and distribution of

excess schedule (usage), 483
reflection, 382
tables, comparison, 281

Annual effective tax rate, changes, 662
Annual financial reporting, 889–891
Annual financial reports, 807–808
Annual fiscal period, effective tax rate, 662
Annual loss, anticipation, 667, 668
Annual operating losses, offsetting, 666–667
Annual period, importance, 658
Annual report, usage (example), 895
Annual tax expense, estimation, 670
Annuity funds (public/private colleges/universities), 985–986
Anticipated annual loss, 668

carryback availability, 669
Appreciation

asset appreciation, 731
recognition, absence, 726, 730
representation, 731

Arrearage, 395
Asset acquisition, 6–8

example, 59–60
process, 58–59
review, 59–60

Assets
adjustment, NCI shares, 122–123
appreciation, 731
contribution, 736–737
depreciable asset, intercompany sale, 216–219
foreign currency cash flow, variability, 575
information, 683–686
internal transfer, 214
marked-to-market, 554
markup, tracing, 616
net appreciation, 732
net book value, worksheet correction, 218
nondepreciable asset, intercompany sale, 215–216
permanent funds, restrictions, 904
realization, gains/losses schedule (example), 1040
revaluation, 733
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Assets (continued )
transfer, 79

full settlement, 1066
underlying, contrast, 557
useful life, gain deferment, 216
valuation, 14–23

gross estate, 1047–1048
write-downs, 732

Asymmetrical allocations, nature/effect, 684
Asymmetric return profile, 515, 559
At-the-money option, 515

intrinsic value, absence, 559
Audits of Colleges and University (IACPA), 965
Audits of State and Local Governmental Units

(Industry Audit Guide), 768
Authoritative pronouncements, 768
Automatic stay, 1070
Available-for-sale portfolio, 521

B

Backward vertical integration, 5
Balance-of-the-year projections, usage, 675
Balance remeasurement, 624–627
Balance sheet

combining, 829
example, 829

equity-adjusted amount, 482
examples, 17, 84, 898, 1076
formal balance sheet, 65
investments, presence, 791
permanent balance sheet accounts, 779
results, 86
worksheet

procedures, 397–399
requirements, 395

Balance translation, 612, 629–630
Bankruptcy

case, commencement, 1070–1071
Chapter 7 (liquidation), 1070
Chapter 11 (reorganization), 1070
Chapter 13 (debt adjustment), 1070
code, 1070–1075

Bankruptcy Abuse Prevention and Consumer
Protection Act (2005), 1070

Bankruptcy Act (1898), 1070
Bankruptcy Reform Act (1978), 1070
Bargain purchase, 11, 65–69
Base currency, 549
Basic earnings per share (BEPS), 333
Before and after analysis, 441, 447
Beginning inventory, intercompany goods

(impact), 211–212
Bequests (legacies), 1036
Bonds

face value issuance, absence, 269–270
indenture, requirements, 848
intercompany investment, 265–272
investment, 396
issuance, face value, 266–269
issue proceeds

investment, 832
recording, 831

liability, recording (absence), 836
ownership, 279
payable amount, recording, 918
portion, purchase, 270–271
short-term bond anticipation notes, government issue, 832
term, discount amortization, 271

Bonus
increase, 727
method, 727–728

goodwill method, comparison, 734–736
usage, 735, 739

recording, 729–730
Book value (BV), 33

approach, 727
equivalence, 376
example, 24, 133

Bretton Woods Agreement, 548
Budgetary accounting, use, 778–779
Budgetary accounts, 779
Budgetary comparison schedule, 795

example, 906–907
Budgetary control, 807
Budgetary entry, 779

closure, 782
Budgetary reporting, 807
Budget, recording, 783–785
Business

enterprise, resources (flows), 766
failures, magnitude, 1062
insolvency, 1061
opportunities, profitability/financial position (evaluation),

502
Business combinations, 3

adjustments, results, 328–329
intercompany transactions, 278–279

Bypass trusts, 1046, 1049

C

Call option, 515, 559
Capital

account, 705
balance, representation, 731–732
post-closing balances, 706

balance, 727, 735
result, 735

capital-improvement special assessments, 839
contributions/distributions, 705–707
debt, long-term capital debt, 777
flows, 903
grants/contributions, 909
improvements, financing, 841
increase, 727
interest, acquisition, 727
investment, 706, 708–710
lease, qualification, 800
maintenance, proprietary funds, 844
stock, 705

Capital and related financing activities, cash flows, 849
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Capital assets
depreciation, 806
disclosures, 798
investment, 902
reporting, 806
schedule, 798
valuation, 806

Capital facilities, construction (exclusion), 831
Capitalized leases, 274–278

presence, 279
Capital project funds, 772, 804, 831–834

authority, 832
completion time, impact, 831
identification, 834
nonmajor capital projects funds, example, 835

Capital transaction
net assets, increase/decrease, 613
recording, 440

Carrybacks
availability, 668
principles, application, 666

Carryforwards, availability, 668
Carrying value, 33

increase, 82
representation, 1063

Carryover method, 941–942
Cash disclosure, direct method, 331
Cash flow hedge, 520, 561

accounting, 530–531
examples, 575–588
treatment, 532

effectiveness, 579
examples, 532–537
gain/loss, 530–531
loss, deferral, 576
qualifying criteria, 530

selection, 531
special accounting, 530–532, 562–563
usage, 584–585

Cash flows
consolidated statement, 325–333

preparation, 329–333
financing activities, impact, 903
hedging (illustration), asset/liability (usage), 583–585

Cash flows statement, 941
components, 611
example, 849
indirect method, usage, 331
requirement, 902–903

Cash inflows, 776–777
Chandler Act (1938), 1070
Chapter 7 bankruptcy (liquidation), 1070

corporate liquidations, 1073–1075
Chapter 11 bankruptcy (reorganization), 1070

accounting, 1072
corporate reorganizations, 1071–1073
debt restructuring, 1072
plan, development, 1071–1072
Statement of Position (SOP) 90-7, 1072–1073

Chapter 13 bankruptcy (debt adjustment), 1070
Charge and discharge statement, 1039–1040

example, 1039–1040

Charges for services, 909
Charitable remainder trust, income distribution, 1049
City, trustee role (example), 896
Clean float, 549
Closing entries, 779

voluntary health/welfare organizations, 946
Closure cost estimates, adjustment, 850
Colleges. See Public/private colleges/universities
Combinations

economic advantages, 4–6
tax advantages, 5–6

Combined entity, governing body, 10
Combined net income, distribution, 210
Commercial accounting, 766–767

reporting standards, authorities, 770
Commitment, change (value), 526
Common stock

investment
periodic equity adjustment, 390
sale, 381–384

parent investment sale, 381–389
retained earnings, attachment, 390
shares, purchase, 81
subsidiary sale, 440–446

Company
assets, adjustment, 86
balance sheet, examples, 84–85
trial balances, 344

Company fair value, 70–71
assumption, 73, 75, 76
comparison, 78

Complicated purchase
analysis, noncontrolling interest (usage), 70–71
distributions of excess, 132–138

Component unit, 891
interconnection, 892

Comprehensive annual financial report (CAFR), 807, 889, 922
example, 1091–1114
introductory/statistical sections, 890

Conditional pledges, 938
Conglomerate merger, 5
Connecting affiliates, 453–454

consolidation, 453–454
structure, 453

Consolidated balance sheet, 123
examples, 61–62, 65, 73, 138, 331
verification, 141
worksheet, 395–399

Consolidated basic earnings per share, calculation, 333
Consolidated company

debt, presence, 270–271
taxation, 337–347
tax law requirements, 337

Consolidated diluted earnings per share, calculation,
334–336

Consolidated earnings per share (consolidated EPS), 333–337
Consolidated financial statements

example, 137
impact, 679
preparation, example, 498
worksheet, example, 391

Consolidated group, separate tax returns (usage), 342
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Consolidated income statement, 122
example, 330
intercompany interest expense inclusion, 269
interest expense, extension, 270
usage, 140

Consolidated net income, 122
allocation, 217
distribution, 279, 395

problem, 268
noncontrolling share, increase, 220
stability, 275
tax calculation, 340

Consolidated returns, consistency, 341
Consolidated statement of cash flows, 325–333

preparation, 329–333
Consolidated statements, 1, 8

criteria, 58
features, 124
function, 57–58
impact, absence, 83
method, determination, 132
past amortizations, 386
preparation, 55, 266
profit, nonrecognition, 211
worksheet technique, 141

Consolidated tax return, 338–341
Consolidated worksheet, 8

adjustment, 388, 443
differences, 272
example, 60, 77, 147

Consolidation
application, 3
cost method, effect, 128–130
equity method, effect, 121–127
noncontrolling interest, usage, 69–74
process, 120, 281

initiation, 205
sophisticated equity method, effect, 130–131
techniques, 58–61

Consolidation procedures, initiation, 126
Contingency agreements, 22
Contingent assets/liabilities, 16
Contingent consideration, recording, 21–22
Contracts, broker sale, 551
Contributions

accounting (private not-for-profit organizations), 937–940
voluntary health/welfare organizations, 943

Control
absence, 482
accounting ramifications, 8
acquisition, 6–8
loss, 384–385
retention, 385–386

Controlling interest, 58
cash acquisition, 325–327
consolidated net income, distribution, 379
noncash acquisition, 327–328
noncash assets, parent exchange, 79

Controlling Retained Earnings, 123
Controlling retained earnings balances, adjustment, 136
Corporations

debt restructuring, 1072

fresh-start accounting, results, 1073
joint ventures, 481
liquidations, 1069
quasi-reorganizations, 1068–1069
reorganizations (Chapter 11 bankruptcy), 1071–1073

plan, development, 1071–1072
shares, sale, 376

Cost method
effect, 128–130
example, 119–120
investment, conversion, 128
parent usage, 439–440, 443–444
translation, 619–620
usage, 119, 140, 386, 451

Costs
modifications, 658–659
reporting, 660–661

Cost-to-equity conversion process, 440
Counterparties, 510, 556
Crawling peg currency, 549
Creditor, concession, 1065
Credit risk, disclosure, 791
Credit shelter trust, 1045, 1049
Critical terms analysis, 522, 561
Crown jewels, sale, 8
Cumulative preferred stock, 390, 395
Cumulative translation adjustment, accounting, 613
Currency

base currency, 549
crawling peg currency, 549
denominated currency, 548
foreign currency (FC), 549
measurement currency, 499, 548
strengthening, 549
translation, 634

Current assets, 14
Current Deferred Tax Asset, 145
Current earnings, recognition, 521
Current fair value, 730
Current liabilities, existence (impact), 845
Current period

translation adjustment, direct calculation, 613
unrealized profits, 221–224

Current rate method
demonstration, 611–614
usage, 610

Current taxes payable, reduction (absence), 148
Current value, intrinsic value (difference), 560
Customers, disclosures, 687

D

Date alignment, 121
creation, 122, 129
existence, 127

absence, 129
Debt

adjustment (Chapter 13 bankruptcy), 1070
amortization, 274
capacity information, 921
defeasement, 838
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Debt (continued )
extinguishments, 1062–1064
instrument, 521
modifications, 1062, 1064
quasi-reorganizations, 1068–1069
related debt, net, 902
restructurings, 1062, 1072

combination restructurings, 1067–1068
problems, 1065–1066

terms, modification, 1066–1067
Debtor in possession, 1071–1072
Debt service funds, 772, 805, 834–843

assets, transfer, 838
expenditures, coverage, 836
financial statements, types/usage, 839
nonmajor debt service funds, example, 839, 840
special assessment, 839–843

Debt value, change, 530
Deferred gross profit, 380
Deferred Inflows of Resources, 773
Deferred inventory profit, D&D nonrecognition, 380
Deferred tax asset (DTA), 23, 342

valuation allowance, 25
Deferred taxes, 16
Deferred tax liability (DTL), 25–27

building, 341
creation, 344, 484–485
recording, 347
result, 347

Deferred, term (usage), 771
Delivery dates, impact, 571
Delta ratio, 522
Demographic information, 921
Demonstrative legacy, 1037
Denominated currency, 548
Depletion, 683
Depreciable asset

acquisition, 627
intercompany sale, 216–219

Depreciation, 683
accumulated depreciation account, 797
adjustments, examples, 135, 136
charging, government avoidance, 797
expense

correction, 218
recording, 796

straight-line method basis, 627
Depreciation/amortization model, examples, 20
Derivative instruments

concepts, 519–520
disclosures, 537–538
holding, 509
summary, 519
usage, 618
value, change, 531–532

Derivatives
accounting, 560–563
characteristics, 510–511, 556–557
embedding, 511
hedge designation, accounting, 520–537, 560–563
investments, 791–792
separation, 511

types, 510, 511–519, 557–560
usage, 555–560

Derived taxes, 773
Determination and distribution of excess (D&D) schedule,

64–69, 71–72, 376
examples, 64, 76–77, 224–225
indications, 122
journal form, 127
preparation, 119, 146, 326–327, 390, 448
second purchase, 380
usage, 448

Devaluations, 548
Devise (devisee), 1036
Diluted earnings per share (DEPS), calculation, 334
Dilutive subsidiary securities, impact, 335
Direct-financing leases, consolidation procedures, 274–276
Direct method, usage, 331
Direct quotes, 548
Dirty float, 549
Disclosure requirements, 488
Discontinued operations, 676

accounting, 675–676
Discount (premium), 511, 514
Discount amortization, 271
Discounting factor, 515

impact, 560
Dissolution, 704–705
Distributions of excess, 132–138
Dividend

declaration, 123, 132
income, usage, 128
receipt, recording (accounting theory

inconsistency), 436
Domestic currency, 549
Domestic entity relationships, accounting treatments, 501
Donor-imposed restrictions/reclassifications

public/private colleges/universities, 978–979
voluntary health/welfare organizations, 938–940

Double counting, avoidance, 206
Drawing account, 705–706

E

Earnings, hedge (negative impact), 567
Economic information, 921
Economic resources

flows, 775–776
measurement focus, adoption, 771

Effective annual tax rate, estimation, 663
Elimination entries, journal entry form, 208–209, 217–219
Elimination procedures, 120–127

completion, 141
Eliminations, journal entry form, 133, 135
Embedded derivative, 511
Employee benefit plans, 16
Encumbrances

amount, equivalence, 788
prior period, 789–790
recording, 787–789

Ending inventory, intercompany goods (impact),
211–212
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End-of-period exchange rate, 613
Endowment earnings fund

asset source, 853
example, 853

Endowment earnings trust fund, entries (example), 855
Endowments

public/private colleges/universities, 979, 983–985
types, 983–984

Enterprise funds, 805, 844–851
capital contributions, 845
inception, 845
landfill operations, government accounting, 850
nonhomogeneous enterprise funds,

presentation, 851
Entity. See Foreign entity

costs/expenses, year-end adjustments, 660–661
functional currency, 600
requirements, 686
segments, disclosures, 678–687
structure, change, 683
theories, 703

Entity-wide disclosures, 686
Environmental factors, 502
Equity accounts, translation, 611

current method, 621
Equity adjustment, 130, 486–488

care, 449
creation, 451

assumption, 394
requirement, absence, 445

Equity conversion entry, requirement, 129
Equity income

basis, 484–485
calculation, 482–484

Equity interest, granting, 1066
Equity method, 118–120, 481

cost, 130
effect, 121–127
example, 119–120
parent usage, 440–443
sophisticated equity method, requirement, 118
tax effects, 484–485
translation, 619–620
usage, 624

requirements, 482
Equity theories, 703
Estate

accounting, example, 1038–1039
exclusion amount, portability, 1046
federal estate tax, computation, 1044
gift splitting provisions, 1043
lifetime exclusion, 1043
marital deduction, 1045–1047
net estate tax, value, 1041
reductions, gifts (usage), 1042–1043
taxable estate, determination, 1044
taxes, 1048
tax implications, 1041–1048
unified tax base, tax rates (application), 1045

Estate income
gross estate, 1032
items, impact, 1036
measurement, 1035

Estate planning
considerations, 1041
role, 1031–1032
service requirement, 1029

Estate principal
components, 1033
items, impact, 1036

Estimated fair values, examples, 33, 133
European option, 516
Excess amortization, 147, 328, 482–483

controlling portion, deduction, 345–346
net, 130
prior periods, 136

Excess cost, amortizations (nondeduction), 485
Excess distribution, 81
Excess schedule, determination/distribution, 64–69

preparation, 119, 146, 326–327, 376, 390, 448
second purchase, 380
usage, 448

Exchange rates
changes, impact, 553, 602

avoidance, 570
fluctuations, 613
groups, 550
mechanics, 549–552
representation, 631

Exchange, terms, 10
Excheat property, definition, 854
Executor (personal representative), 1032
Exercise price, 514, 559
Expected cash flows, value (cumulative change), 534
Expected expenditure, 787
Expected liability, 787
Expenditures, 774–776, 793–794, 807

control, 785
expected expenditure, 787
expenditure-driven grant, 773
preparation, 915–917
recording, 782
reimbursement, 790
statements, combining, 829

examples, 830, 835
Expense account classification, 807
Expenses

accounting (private not-for-profit organizations), 940
control accounts, usage, 845
modifications, 658–659
statement, example, 848

Exposure hedges, disclosures, 587
External customers, revenue, 683

reporting, 686
External revenues, 681
External transactions, recording, 844
Extraordinary items, 777

reporting, 905

F

Fair value, 11, 520
adjustments, 441

absence, 482
company fair value, 70–71
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Fair value (continued )
effectiveness, 574
estimation, example, 61
example, 24
excess, 71, 142
firm commitment hedge (example), forward contract

(usage), 525–527
measurements, 587–588
option, 489

Fair value hedge, 520, 561
accounting, 522

examples, 564–575
complications, 569
qualifying criteria, 521–522

selection, 523
recording entries, 572
special accounting, 521–523, 561–562

treatment, continuation, 522, 574
usage, example, 528–530

Fair value inventory transaction hedge (example),
futures contract (usage), 523–525

Family trusts, 1046
Federal estate tax, computation, 1044
Federal Form 1065, 705
Fiduciary funds, 772, 852–859

presentation, 903
Fiduciary net position

changes, statement (example), 906
statement, example, 905

Fiduciary relationship, 702
Financial accountability, notion, 891–892
Financial Accounting Standards Board (FASB), 1, 658

accounting standards, 765
ASC 205, 381
ASC 280, 30
ASC 323, 385
ASC 505, 435–436
ASC 740, 343
ASC 805, 16, 27, 84, 942
ASC 815, 538
ASC 820, 11
ASC 958, 937, 978
ASC Topic 815, 509
Concept Statement No. 1, 769
initiatives, 505
jurisdictions, 768–769
model, application, 58
organization/processes, 768
Statement No. 141, 8–9

Financial Accounting Standards (FAS) No. 52 statement,
598–602

Financial Analysts Federation, 658
Financial audit, 920
Financial Executives Institute, 658
Financial information, availability, 680
Financial institutions, government deposits, 791
Financial instruments, investments, 790–791
Financial reporting

entity, example, 893
GASB objectives, 769–770
issues, 921–922
standards, 768

Financial resources
flows, 776
inflows, recordings, 840

Financial statements
accounting, basis, 806–807
economic effects, expectation, 603
external financial statements, requirement, 941
measurement focus, 806–807
notes, 890
private not-for-profit organizations, 940–942
production, 606
public/private colleges/universities, 988–994
remeasurement, 621–635
translation, 606
voluntary health/welfare organizations, 946–947

Financial trends information, 921
Financing

activities, 325
listing, 328

cash flows, 903
sources, 773–774
uses, 776

Firm commitment, 527
gain/loss, measurement decision, 571
hedge, 527
value, changes, 572

Fixed assets
foreign company acquisition, 628
investment, 902
sale, proceeds, 781

Fixed interest notes, fair value (usage), 528–530
Fixed rate exchange system, 548
Floating rates, pattern (decrease), 536
Floating system, 548
Forecasted transaction

cash flow hedge
effect, 579, 583
forward contract, usage, 581–582
option, usage, 578

hedge, objective, 576
hedging, illustration

forward contract, usage, 580–583
option, usage, 577–580

option, usage, 532–534
Foreign currency

calculation, excess (determination), 615
commitments, hedging, 574
exposure hedges, disclosures, 587
financial statements, remeasurement, 621–635
forecasted transaction, hedging, 575–585
foreign-currency-denominated liability (hedging),

cash flow hedge (usage), 584–585
identifiable foreign currency firm commitment,

hedging, 570–575
translation, 597

Foreign currency (FC), 549
exchange risk, exposure, 555–560
firm commitment, nonrecognition, 561
foreign currency-denominated asset/liability

fair value hedge, accounting, 566
hedging, 564–569

forward contract, 557–559
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Foreign currency (FC) (continued )
option, usage, 567–569
purchase, 512–513
translation, 499, 500–501, 548
units, impact, 561

Foreign currency (FC) transactions, 499–500, 547
accounting, 552–555
denomination, 553
FASB standards, 634
forecast, 556, 561
results, 556
two-transactions method, 554
unsettled foreign currency transactions, 554–555
usage, 617–619

Foreign enterprise (cash flows/equity), exchange rate
changes (impact), 603–604

Foreign entity
currency, functional currency (contrast), 621
net investment, hedges

demonstration, 618
foreign currency transactions, 617–619

operation, 598
relationships, accounting treatments, 501
transactions, 606

Foreign subsidiary
consolidation, 614–617

intercompany profits, elimination, 617
functions, 600

Foreign subsidiary, investment, 556
Formal balance sheet, 65

formal consolidated balance sheet, result, 72–73
Forward contracts, 511–513, 550

cash amount representation, 513
commitment, value (changes), 526
expiration date, forward rate, 512
foreign currency forward contracts, 557–559
hedging, illustration, 564–567
spot-forward difference, 582
time value, 551
usage, 525–527
value, total change, 558–559
zero value, 557

Forward date, 511, 557
Forward price/rate, 511

value representation, 512
Forward rate, 550, 557

calculation, 551
example, 564
function, 558

Forward vertical integration, 5
Frequency analysis, 522
Fresh-start accounting, results, 1073
Full accrual basis, 771
Full settlement, assets transfer, 1066
Functional currency

approach, FASB adoption, 598
factors, 601
financial statements, remeasurement, 621–635
foreign currency

comparison, 604–610
foreign-currency-equivalent cash flows, forecast, 561
identification, 599–602

identification, importance, 609
maintenance, absence, 621–623
transaction denomination, 607–608
usage, 621, 623–627
U.S. dollar, 624

comparison, 608
Functional method, 610

demonstration, 611–614
Funds

accounting
system, 805
understanding, 765

balance
changes, examples, 830, 835
consideration, 783

balance nonspendable, 790
entry, matrix (example), 860
funds-based financial statements, 889
funds-based statements, 897–907

conversion, 910–913
conversion, practice, 913–920

governmental accounting structure, 771–777
interactions, governmental accounting, 859–865
liability, 774
net position, changes (example), 848
number, 806
reporting, example, 895–896
trial balance, example, 783, 792
types, 772, 805

Future annual income, annual operating losses (offsetting),
667–668

Future rates, present value (representation), 512
Futures contracts, 513–514

fair value, 523–524
short/long characteristic, 513
usage, 523–525
valuation, example, 514

Futures, trading, 513

G

GAAP. See U.S. generally accepted accounting principles
Gains

accounting (private not-for-profit organizations), 937–940
deferment, 216

General capital assets
accounting, 795–800
financial reporting, 795–798
recording, 796
usage, 831

General fixed assets account group (GFAAG), 795
constructed asset, recording (example), 843
government-owned assets list, 796

General fixed assets, inclusion, 904
General fund, 772, 805

accounting, example, 782–792
balances, changes, 793–794
balance sheet, 793

example, 801
closure, 792–793
entries, review, 800–804
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General fund (continued )
expenditures, 793–794
financial reports, 793–794
procedures, overview, 779–793
statement of revenues, 793–794

General ledger entries, 778
example, 780

General legacy, 1037
General long-term debt account group (GLTDAG), 795

accounting, 832
design, 798
updating, 842

General long-term debt, accounting/financial reporting,
798–800

General long-term liabilities, schedule, 799
General long-term obligations, accounting, 795–800
General partnership, 702
General purpose financial statement (GPFS), 889

example, 891
information, 889–890
summary, 890

Gift splitting provisions, 1043
Gold system, 548
Goodwill, 11

absence, 74–75
accounting, 30–34
adjustment, 73–74

impact, 20
allocation, 30
amortization, 30
complications, 341, 347
consideration, 482–483
determination, methodology, 734
excess, attribution, 377
exclusion, 71
impairment

charge, 74, 75
losses, 142–143
procedures, 32–34

method, 727, 730
bonus method, comparison, 734–736
focus, 738
usage, 734, 735, 739

net appreciation, 732
preexisting goodwill, 79–81
recognition, 732

absence, 726, 730
revaluation, 733
total goodwill, 71
tracing, 732–733
valuation method, determination, 30–31
value, estimation, 34

Governmental accounting, 766–767
funds, interactions, 859–865
modified accrual basis, 774
reporting standards, authorities, 770
review, 861
standard setters, contributions, 769

Governmental Accounting, Auditing, and Financial
Report (GAAFR), 768

Governmental Accounting Standards Board (GASB)
accounting standards, 765

claims/judgments, liability requirement, 775
Concept Statement No. 1, 769, 770
Concept Statement No. 2, 921
Concept Statement No. 4, 771
financial reporting objectives, 769–770
jurisdictions, 768–769
organization/processes, 768
standards, 775
Statement No. 9, 848
Statement No. 14, 891
Statement No. 31, 984
Statement No. 33, 979
Statement No. 34, 770, 772, 846, 851, 889

challenges, 909–910
Statement No. 43, 856
Statement No. 53, 791
Statement No. 54, 789, 846
Statement No. 63, 771
Statement No. 65, 771

Governmental accounts, example, 780
Governmental activities

financing, 766–767
internal service funds, comparison, 897

Governmental entities
accounting/financial reporting, 765–766
resources, flows, 767

Governmental financial reporting
focus, 767
history, 767–771

Governmental funds, 772, 805, 827, 895–896
balance sheet, preparation, 915–917
examples, 899, 900
financial resources, flows, 776
statement, conversion, 910, 913
transactions, accounting, 772–777

Governmental/private health care services providers
accounting, 995
assets/liabilities, classification, 996
capitation premiums, 997
diagnosis-related groups (DRGs), 997
donations/contributions received, accounting, 999–1000
donor-restricted funds, 996
endowment funds, 996
entries, examples, 1001–1004
fee, negotiated bids basis, 997
financial statements, 1005–1006
funds, 995–996
GAAP, 995
gains/losses, classification, 996–999
general funds, 995–996
government health care entities, 995
health care providers, activities (enhancement), 999
investor-owned health care entities, 995
medical malpractice claims, 1000–1001
nonoperating revenues, 997
nursing services expense, 998
operating revenues, classifications, 997
patient service revenues, 997
plant replacement/expansion funds, 996
premium revenues, 997
professional services expense, 998
resident service revenues, 997
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Governmental/private health care services
providers (continued )

revenues/expenses, classification, 996–999
special purpose funds, 996
voluntary not-for-profit health care entities, 995

Government Auditing Standards, 920
Government employees, salaries (deductions), 857
Government Finance Officers Association (GFOA), 922
Government fund balance, reconciliation, 917–920
Government issues, reporting/auditing, 920–922
Government organizations, impact, 763
Government statistical section, 921
Government-wide financial statements, 90, 889

components, 904
Government-wide net position, reconciliation, 917–920
Government-wide statements, 771

funds-based statement conversion, 910–913
practice, 913–920

Great Depression, resource reduction, 768
Greenmail, 7
Gross estate, 1032

assets, valuation, 1047–1048
value, 1041

Gross investment, lessor recording, 279–280
Gross profit

maintenance, fair value hedge (impact), 574
method, 659

H

Health Care Financial Management Association (HFMA), 936
Health Care Organizations (AICPA), 995
Health care services providers, accounting. See Governmental/

private health care services providers
Hedge

accounting, separation, 576
cash flow hedge, 520
designation, accounting, 520–537, 560–563
effectiveness, 525, 566

assessment, 522, 532
expectation, 571–572
measurement, 580

fair value hedge, 520
foreign currency transactions, 617–619
impact, 525
ineffectiveness, absence, 534
negative impact, 567

Hedged commitment, 527
Hedging

activities, disclosures, 537–538
foreign currency option, usage, 567–569
illustration, option (usage), 577–580
transactions, summary, 585–587

Hedging instrument
account, 570
expiration, 569
notional amount, transaction amount (contrast), 569
time value, straight-line amortization, 580
value, change, 571

Highly effective, term (defining), 522
Holder, 511, 557

Horizontally integrated activities, 679
Horizontal merger, 5

I

Identifiable assets/liabilities, valuation, 14–23
Identifiable foreign currency commitment, hedge, 573
Identifiable foreign currency firm commitment, hedging,

570–575
Impairment entry, example, 143
Impairment loss

calculation, 33
goodwill impairment losses, 142–143
recording, 142

Impairment test, basis, 142
Implementation, reporting/auditing, 920–922
Implicit interest rate, determination, 1063
Implied fair value, excess, 33
Imposed tax revenues, 773
Income

beneficiary, 1035
calculation, 483
charges, 1035
gains/losses, exclusion, 617–619
nonordinary items, 662, 669–674

recognition, 663
periods, income (display), 664–665
taxes

accounting, 662–674
expense/benefit, tracing, 670

Income distribution schedule (IDS), 122
features, 340–341
impact, 216
preparation, 141
self-check procedure, 123
study, 388

Income elements, translation, 611
weighted-average exchange rate, 621

Income statements
gains/losses, absence, 385
separation, 343

Incremental income tax expense, tracing, 670
Incurred but not reported (IBNR) claim, 1000
Indirect holdings, 448–454
Indirect method, usage, 331
Indirect quotes, 549
Inflationary economies, 628
Influence, 481

gain/loss, 488
Influential investments, 481
Infrastructure assets

Statement No. 34, impact, 910
usage (cost measurement), modified approach

(usage), 910
Initial acquisition, recording, 8
Intangible assets, 14, 726

acquiree recording, absence, 15
Intercompany asset transactions, 487
Intercompany balances, 614
Intercompany bonds

elimination, 269
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Intercompany bonds (continued )
holdings, analysis, 265
purchase, 328–329
transactions, 487–488

Intercompany debt, 219–220
Intercompany dividends, elimination, 129
Intercompany foreign currency transactions

long-term investments, 617
long-term nature, 619

Intercompany goods
absence, 207–209
usage, 209–211

Intercompany interest expense, noninclusion, 269
Intercompany inventory

profits, adjustments, 212
sales, effects (elimination), 207

Intercompany investments, elimination
(principles), 269

Intercompany leases, 273–278
unguaranteed residual value, presence, 279–283

Intercompany merchandise sales, 206–214
assumption, 212
tax rate, 339

Intercompany plant asset sales, 214–219
Intercompany profit, 614

elimination, 617
vertical worksheet, usage, 224–225

Intercompany sales, 215–219
credit, 207
elimination, 206, 210
losses, 214, 219
profit, nonrecognition, 207

Intercompany stock investment, elimination, 267
Intercompany trade debt, 278
Intercompany transactions

adjustments, 344–345
business combination, relationship, 278–279
complications, 388
investee usage, 483–484
sophisticated equity method, 220–224

Interest
accruals, recording, 266
income, elimination, 283
payment, 799

coverage, 832
revenue, 683

Interest expense
elimination, 275
extension, 270

Interest method of amortization, 271–272
Interest rate swap, 518

effectiveness, 529
recording, 529, 536
usage, 528–530

Interfund activity, classification, 904
Interfund loans, 859
Interfund nonreciprocal transfers, 859
Interfund operating transfers, 859
Interfund transaction, reimbursement, 860
Interfund transfer-in account, 845
Interim data

disclosures, 677–678
reporting, approaches, 658

Interim income
assurance, absence, 667
YTD operating losses, offsetting, 665–666

Interim inventory, cost/market illustration, 660
Interim periods

adjustments, 661–662
disclosures, 686

Interim reporting, 657–678
accounting principles, application, 658–662

Interim statements
income taxes, accounting, 662–674
preparations, 675

Internal asset transfer, 214
Internal debt, absence, 207
Internally generated net income, 122

adjustment, 334
Internal Revenue Code (IRC) Section 457, 854
Internal service funds, 805, 851

government activities, comparison, 897
inception, 845

International Accounting Standards
convergence, 505–506
development, 502

International Accounting Standards Board, impact, 503–504
International Accounting Standards Committee (IASC)

Foundation, 503–504
International business activities, scope, 498–499
International capital markets, growth, 500
International Financial Reporting Standards (IFRS), 1

Interpretations Committee, 504
perspective, 74–79

International Monetary Fund (IMF), 548
International monetary system, 548–552

alternative, 548–549
International trading, expansion, 495
Interperiod equity, 770
Intersegment transactions, realization (absence), 684
Inter vivos (living trust), usage, 1032
Intestate (death), 1032
In-the-money option, 515

condition, 559
Intraperiod purchase

cost method, usage, 140
disclosure, 140
simple equity method, usage, 138–140

Inventory
adjustment, 136
costs reporting, relationship (absence), 660–661
determination, standard costs (usage), 659
interim inventory, cost/market illustration, 660
interim liquidations (illustration), 659–660
profit, lower-of-cost-or-market method (effect), 213–214
recording, 623
remeasurement rule, necessity, 624
sale, deferred gross profit, 380

Invested capital
interest, 708

imputation, 709
usage, 708

Investee
intercompany transactions, 483–484
preferred stock, presence, 486
stock transactions, 486
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Investing activity, 325
cash flows, 327, 849

Investment
accounting, 118–120
adjusted cost, 382
blocks, carriage, 379–380
book value, difference, 268
levels, 56–57
maintenance, 396
portion, sale, 384–389
presence, 791
private not-for-profit organizations, 939–940
retirement, 394
sale, 381–384

recording, 385, 386
trust funds, 805, 854
zero investment balance, 486–487

Investment accounts, 382
adjustment, 383
amortization, reflection, 383
balances, 449–450
existence, 266
handling, care, 450
level, 121
maintenance, 396
original cost, display, 383
sale, adjustment, 385–386

Investor
balance sheet, equity-adjusted amount, 482
currency

functional currency, comparison, 623–627
functional currency, remeasurement/translation,

627–630
usage, 622

intercompany asset transactions, 487
intercompany bond transactions, 487–488

J

Journal entries, 120

L

Landfill operations, government accounting, 850
Large minority interest, 10
Last-in, first-out (LIFO) method, usage, 659
Leases, 396–397

recording methods, 280
Ledger entries, 778–779
Legacies (bequests), 1036

types, 1036–1037
Legal risk, disclosure, 791
Level one holding acquired first, 448–451
Level two holding, existence, 452
Leveraged buyouts (LBOs), 8
Liabilities

accounts, existence, 266–267
expected liability, 787
foreign currency cash flow, variability, 575
marked-to-market, 554

restructuring/exit activities, 16
underlying, contrast, 557
valuation, 14–23

Life income funds (public/private colleges/universities),
985–986

Limited liability company (LLC), 702
Limited liability partnership (LLP), 702
Limited partnership, 702
Liquidation. See Partnerships

bonus, 389
Chapter 7 bankruptcy, 1070
corporate liquidations, 1073–1075
property, disposition, 1074
trustee

appointment, 1073
duties, 1073–1074

unsecured claims, priorities, 1074
value, 390

Living trust (inter vivos), usage, 1032
Loan funds (public/private colleges/universities), 982–983
Local governments, audits, 920–921
London Interbank Offered Rate (LIBOR) rate, variable rate

basis, 528, 535
Long-lived assets, reporting, 686
Long position, 511, 557
Long-term capital debt, 777
Long-term funds, securing, 265
Long-term investments, 617
Long-term liabilities

reporting, 806
schedule, example, 799

Long-term obligations, 795–800
Loss

agreement, 713
allocation/division, 707–713
information, 683–686
nonordinary items, 662, 669–674

recognition, 663
ratios, 707–708

deficiency, 712
Lower-of-cost-or-market method, effect, 213–214

M

Maintenance margin, 513
Major customers, disclosures, 687
Management discussion and analysis (MD&A), 807–808, 889,

892–897
example, 894–897
financial highlights, 894
governmental discussion, limitation, 894
purpose, 892–893

Margin account, 513
usage, 514

Margin call, 513
Marital deduction (estates), 1045–1047

trusts, 1046
Marked-to-market, 521

assets/liabilities, 554
Marketable securities, investments, 790–791
Market extension merger, 5
Market risk, disclosure, 791
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Market value, write-down, 486
Materiality, concept, 380
Maturity date, 530
Maximum loss absorbable (MLA), 747–748
Measurement

focus, 770–771
period, 10

Measurement currency, 499, 548
Medical malpractice claims, 1000–1001
Memo entry, 438
Merchandise sales, 396
Merger

application, 3
completion record, 4
definitions, 4–5

Modified accrual basis, 772, 774
Modified preservation approach, 797
Monetary assets/liabilities, translation, 621
Multinational companies, accounting standards, 502
Municipal Finance Officers of America (MFOA), 768
Mutual agency, 702

N

National Association of Accountants, 658
National Association of College and University Business

Officers (NACUBO), 936
National Committee on Municipal Accounting (NCMA),

formation, 768
National Council on Governmental Accounting (NCGA), 768
National Municipal League, accounting/financial reporting

recommendations, 767–768
Net assets

classes, 937
fair value, 62

comparison, 24
goodwill, exclusion, 71, 73, 75, 76
share, excess, 78

revaluation, 730
Net book value, worksheet correction, 218
Net estate tax, tracing, 1041
Net income

component, adjustment remeasurement, 623
internally generated net income, adjustment, 334
result, 140
separation, 342

Net investment
hedge, 556
hedging, 634

Net operating income, reconciliation, 850
Net operating loss (NOL), 23
Net pension liability, 775
Net position

additions/deductions, 855
statement, 908–909

examples, 847, 895, 908
Net settlement, 510, 557
Newly issued subsidiary stock, parent purchase, 444–446
New modified loan, net present value, 1064
New partners

goodwill, tracing, 732–733
New partners, bonus, 729

Noncapital financing activities, cash flows, 849
Noncash assets, parent exchange, 79
Noncontrolling interest (NCI)

adjustments, 452
avoidance, 383

allocation, 69
consolidated net income, distribution, 379
debit, correctness, 379
fair value

estimation, 75
recording, 74–75

goodwill
absence, 74–75
adjustment, 73–74

IDS schedule, 141
increase, 81
nondeductibility, 340
prior NCI, ownership, 81–82
proportionality, 139
retained earnings balances, adjustment, 136
shareholders, shares acquisition, 378
usage, 69–74, 87–88
value

comparison, 78
price, comparison, 377

Noncontrolling shareholders, subsidiary stock sale, 440–444
before and after analysis, 441
cost method, parent usage, 443–444
equity method, parent usage, 440–443

Noncurrent Deferred Tax Asset, 145
Nondepreciable asset, intercompany sale, 215–216
Nonderivative financial instrument, usage (avoidance), 562
Nonderivative instrument, usage, 618
Nonhomogeneous enterprise funds, presentation, 851
Nonmajor capital projects funds, example, 835
Nonmajor debt service funds, example, 839, 840
Nonmajor special revenue funds, example, 830
Nonordinary gains, tax impact, 671–673
Nonordinary item

existence, 669–670
taxation, 669

Nonordinary losses
offsetting, 674
tax benefit, 673
tax impact, 671–673

Nontaxable exchange, 25–27
example, 26

Note payable, recording, 529
Not-for-profit accounting reporting standards, authorities, 770
Not-for-profit entities, accounting/financial reporting, 765–766
Not-for-profit organizations, 763, 936

accounting principles, development, 936
Notional amount, 510, 530, 556

hedging instrument excess, 571
impact, 557, 571
transaction amount, contrast, 569

O

Off-balance-sheet treatment, 509
One-sided return profile, 515, 559
Operating accounts, 779
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Operating activities, cash flows, 329
Operating budget, preparation, 831
Operating cash flows, 903
Operating debt, 776–777
Operating entries, 779
Operating information, 921
Operating leases, 273

existence, 279
Operating losses, offsetting (absence), 668–669
Operating segment, 680

definition, 680–682
identification, 680
revenues, 683

Option
concepts, 517
contracts, 514–517
current value, intrinsic value (difference), 560
intrinsic value, 515

change, 559
period, 559
strike price, 514–515
time value, 515

change, 534
usage, 532–534

Order for relief, 1070
Organization for Economic Cooperation and Development

(OECD), corporate tax rate information, 337
Original book value, 733
Original cost, 132
Original loan, new loan difference (determination), 1064
Original partners

bonus, 728–729
goodwill, tracing, 731–732
profit/loss ratios, 728

Original partnerships, overvaluation, 729–730
Other comprehensive bases of accounting (OCBOA), 704
Other comprehensive income (OCI), 82, 530–531, 562

component, 614
classification, 532

cumulative amount, 576
cumulative balance, 534
owner equity component, 618
transfer, 535–536

Other financing sources, 766–767
closure, 782
estimation, 783–784
refunding bonds, proceeds, 838

Other postemployment benefits (OPEBs), 775
provision, 856

Out-of-the-money call option, purchase, 577
Out-of-the-money option, 515, 516
Outside party

goods, sale, 211
sale, realization, 207

Outstanding stock, fair market value, 337
Outstanding subsidiary shares, parent ownership

(assumption), 335
Ownership

changes, 726–739
level, 56–57

Ownership interest, 132
increase/decrease, 444
parent maintenance, 445
stability, 444

P

Paid-in capital, 378
contingent share agreement, 22
excess, 88
par, excess (comparison), 445

Paid-in capital in excess of par, 705
Par capital, excess, 88
Parent (acquirer), 7, 55

accounts receivable, dollar values, 617
acquisition date, 624
amortization, absence, 342
common stock investment

periodic equity adjustment, 390
sale, 381–389

company
controlling interest, 448
impairment loss share, recording, 142
subsidiary purchase, 454–457

controlling interest, 452
cost method, usage, 387, 392
currency

foreign subsidiary function, 600
functional currency, comparison, 623–627
functional currency, remeasurement/translation, 627–630
usage, 622

foreign subsidiary functions, 601
identification, 9–10
income distribution schedule, adjustments, 334–335
interest, sale, 382–383
OCI, component, 618–619
ownership percentage, 221
paid-in capital, 378
purchase, level two holding, 452
separate income statements, 343
subsidiary account investment adjustment, 442

Parent (lessor), income distribution schedule, 278
Parent (acquirer) investment

account, elimination, 69
sophisticated equity method, usage, 223–224

balance, presence, 438
subsidiary preferred stock, 393–395

Partial interest
intraperiod sale, 387–388
sale, impact, 387

Partners. See Original partners
admission, 726–737
assets, loan, 706
bonuses, 710. See also New partners.
capital investment, 708–710
dissociation, 704–705
interest, sale, 737–738
invested capital, interest (imputation), 709
maximum loss absorbable (MLA), 747–748
relationship, 702
services, 710
withdrawals, 705–706, 737–739

Partnerships
accounting

development, 703–704
principles, 704

activities, accounting, 705–714
examples, 707
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Partnerships (continued )
agreements, 737
allocation, multiple bases, 711
articles, 703
assets

contribution, 726–727, 736–737
partner loan, 706

bonus method, 727–728
book value, 727
capital, investment, 706
characteristics, 702–705
continuation, 699
default rules, 704
dissolution, 704–705
formation/agreements, 703
general partnership, 702
incoming partner, interest, 726–727
interest, sale, 738–739
legal liability, 702
limited partnership, 702
liquidation, 740–748
net income, percentage, 710
profits/losses

agreement, 713
allocation/division, 707–713

recorded net assets, unrecognized appreciation/goodwill,
726

tax considerations, 705
total capital, 727
value, adjustment, 733

Passive interest, 57
Passive investment, 82
Patent amortization expense, maintenance, 122
Pay fixed party, 518
Pay floating party, 518
Pension expenses (recording), GASB standards (usage), 775
Pension trust funds, 805, 854–857

resources, increases, 855
Periodic equity adjustment, 390
Periodic inventories, eliminations, 213
Permanent balance sheet accounts, 779
Permanent funds, 772, 805, 830–831

transactions, recording (examples), 831
Perpetual inventory system, usage, 208
Personal representative (executor), 1032
Pfizer, Inc., consolidated statements of income/balance sheets,

124–126
Plan net position, statement (example), 857
Plant assets

intercompany sale, loss, 219
sales, 396

Plant funds (public/private colleges/universities), 986–988
Pledges, types, 938, 978
Poison pill, 7
Pooling-of-interests method, 9
Portability (exclusion amount), 1046
Post-closure cost estimates, adjustment, 850
Preexisting goodwill, 79–81
Preferred shareholder claim, determination, 389–390
Preferred stock

cumulative/participating characteristic, 390
investment account, existence, 394

liquidation value, 390
retained earnings, allocation, 392
subsidiary preferred stock, 389–395

Premium (discount), 511, 514, 559
quoting, 551

Prepaid insurance, representation, 623
Prepaid tax asset, 342
Present value analysis, 1063
Pretax income

restatement, 675
tax, 662–663

Pretax loss, restatement, 675
Pretax ordinary income, estimation, 669
Principal, payment, 799
Pringles, acquisition (goodwill/intangible assets), 28–29
Prior fiscal years income, YTD/annual operating losses

(offsetting), 666–667
Prior interim periods, adjustments, 661–662
Prior noncontrolling interest (NCI), ownership, 81–82
Prior-period adjustments, treatment, 661
Prior period, encumbrances, 789–790
Prior periods

reduction, 346
unrealized profits, 221–224
worksheets, 128

Prior years’ errors, corrections, 790
Private colleges/universities. See Public/private colleges/

universities
Private company, balance sheet (example), 84
Private health care provider, financial statements, 1005–1006
Private not-for-profit organizations

accounting, 937–942
accuracy, 939

donor-imposed restrictions/reclassifications, 938–940
expenses, accounting, 940
external financial statements, requirement, 941
financial statements, 940–942
investments, 939–940
revenues/gains/contributions, accounting, 937–940

Private-purpose endowment principal trust funds, 853
Private-purpose trust funds, 805, 852–854

accounting, 854–855
Probate

court, will (presentation), 1032
exempt property, 1033
principal, identification, 1032–1034
special allowances, 1033

Probate estate, 1032
claims, identification, 1034–1035
inventory, accounting, 1033–1034
settling, 1032–1040

Procter and Gamble Company, annual report, 634
Product costs, costs/expenses, 660
Product extension merger, 5
Profit

allocation, 707–713
bases, 711
deficiency, 712
procedures, 713

calculation, care, 207
deficiencies/losses, allocation, 711–713
division, 707–713
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Profit (continued )
information, 683–686
ratios, 707–708

deficiency, 712
Profit and loss agreement, 710
Program revenues, classification, 910
Program services costs (voluntary health/welfare

organizations), 945
Program-specific operating grants/contributions, 909
Property

disposition (Chapter 7 bankruptcy), 1074
distributions, 1036–1039
exemption, 1033

Property, plan, and equipment, 14
Property taxes, 773

collection, 782
impact, 786
levy, authorization, 836
receivables recording, 780
uncollected property taxes, appearance, 783

Proprietary funds, 772, 805, 843–851, 896
examples, 900–904

Proprietary, term (usage), 843
Proprietary theory, 703, 726
Provisional values, 19
Public company, balance sheet (example), 84
Public/private colleges/universities

accounting, 976–994
agency funds, 988
agency transactions, 979
annuity/life income funds, 985–986
conditional pledges, 978
contributions, accounting, 978
donor-imposed restrictions/reclassifications, 978–979
educational/general expenses group, 977
endowment funds, 983–985
expenses, accounting, 977
financial statements, 988–994
funds, 976–977

structure, university accounting/financial
reporting, 979–988

loan funds, 982–983
plant funds, 986–988
quasi-endowments, 984
regular/pure endowments, 983
restricted fund, 981–982
revenues, accounting, 977
statement of activities, 988

example, 993
statement of cash flows, 988

examples, 991, 994
statement of financial position, 988

example, 992
statement of net position, 988

example, 989
statement of revenues/expenses, 988

example, 990
term endowments, 983
unrestricted fund, 979–981

Public-purpose trust fund, special revenue funds (usage), 828
Purchases

analysis, 62–63
disclosure, 327
method, 9, 775–776

Purchasing company
beginning/ending inventories, intercompany goods

(impact), 211–212
ending inventory, intercompany goods (usage), 209–211
inventories, intercompany goods (absence), 207–209

Pure endowments, 983
Push-down accounting, 83–84
Put option, 514, 559

Q

Qualified terminable interest property (QTIP) trust, 1049
Qualitative impairment test, 33
Qualitative testing, 32
Quantitative impairment test, 33
Quasi-endowments, 984

R

Ralph Lauren Corporation, consolidated statements of income,
11–13

Receivables, recording, 780
Receive fixed party, 518
Receive floating party, 518
Regular endowments, 983
Related debt, net, 902
Relief procedures

court action, nonrequirement, 1062–1069
debt extinguishments/modifications restructurings,

1062–1066
present value analysis, 1063

Remainderman, 1035
Remaining time, 550–551
Remeasurement

flowchart, 633
gain/loss, 631
methodologies, 632

summary, 631–634
method/process, 610, 624
rule, necessity, 624

Reorganization, Chapter 11 bankruptcy, 1070
accounting, 1072

Replacement cost, 659
Reportable segment, 681

criteria, demonstration, 681–682
measurements, differences, 685
profits/losses, measurements, 684

Reporting capabilities, 805
Reporting entity

currency, measurement, 553
statements, automatic production, 59

Reporting model, highlights/examples, 892–913
Reporting units

assumptions, 31
fair value, measurement, 31
goodwill allocation, 30
liabilities, 30–31
net assets, carrying value, 33
valuation procedures, 30–32

Required disclosure, 27–29
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Required supplementary information (RSI), 889, 890
Research and development (R&D)

assets, 16
venture, 1061

Residuary legacy, 1037
Restricted assets, recording, 845
Restructured debt, requirements, 1065–1066
Retained earnings, 60, 705

adjustments, 346
allocation, 389–392
amounts, calculation, 126–127
apportionment, 390–393
balance, 382
claim, 394
Controlling Retained Earnings, 123
example, 439
increase, 139
preferred shareholder claim, determination, 389–390
translation, 611

Retirement
loss, 266–267
plan

contributions, 854–855
net position, change (example), 856

theory, application, 377
Return profile, 515
Revaluations, 548
Revenues, 807

accounting, 772–773
private not-for-profit organizations, 937–940

bonds, issuance, 846
capacity information, 921
control, 785

accounts, usage, 845
elimination, 275
program revenues, classification, 910
raising, 766–767
recording, 780
subsidiary ledge account, 779
voluntary health/welfare organizations, 944–945

Revenue statements
combining, 829

examples, 830, 835
example, 848
preparation, 915–917

Reverse acquisition, 9, 83–88
noncontrolling interest, usage, 87–88

Reverse repurchase agreements, 791
Revised Uniform Partnership Act (RUPA), 703–704
Revised Uniform Principal and Income Act, 1035
Risk management techniques, 586–587

S

Sales-type leases, consolidation procedures, 276–278
Secondary tax, application, 344
Securities and Exchange Commission (SEC)

consolidation requirements, 58
initiatives, 505–506
Staff Accounting Bulletin (SAB) No. 78, 1068

Securities lending transactions, 791

Segmental data, utility, 679
Segmental disclosure, content, 683
Segmental information

comparability, 683
external reporting, alignment, 679

Segmental reporting
requirement, 684
standards, 679–687

Segmental values, presentation, 685–686
Segment profit/loss, measurement, 684
Seller, income distribution schedule, 210
Selling company schedule, intercompany inventory profits

(adjustments), 212
Separate tax returns, 341–346

usage, 342
Serial bonds, issuance, 836
Service efforts and accomplishments (SEA) projects, 921
Services

charges, 909
revenue, 773

purchase, 788
Service-type special assessments, 839
Settlement date

hedging instrument expiration, 569
impact, 571

Short position, 511, 557
Short-term bond anticipation notes, government issue, 832
Short-term debt

issuance, purpose, 890
recording, 776

Short-term operating debt, 776–777
Simple-equity conversion, 439, 451
Simple equity method

parent usage, 436–437
past usage, 385
usage, 138–140

assumption, 382
Simplified summary entry, analysis, 209
Single Audit Act, 920–921
Small and medium-sized entities (SMEs), 142
Smithsonian Agreement, 548
Sophisticated equity method, 220–224

adjustment, 387
effect, 130–131
investment account adjustment, 385–386
parent usage, 438–439
requirement, 118
retroactive application, 488
usage, 383, 481

Special assessment bonds, issuance, 846
Special assessment debt, recording, 843
Special assessment projects, 839–843

accounting, example, 842
completion, recording, 841

Special assessment receivable/revenue, divisions, 841
Special items, 777

reporting, 905
Special revenue fund, 772, 805, 827–830

accounting, design, 829
nonmajor special revenue funds, example, 830
usage, 828

Specific legacy, 1036–1037
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Spot-forward difference, 524
Spot price, 515
Spot rate, 511, 550

changes, 570
currency, 558
example, 564

Standard & Poor’s (S&P) Corporation, 922
State governments, audits, 920–921
Statement of activities, 909–910, 941

examples, 911–912, 953–954
public/private colleges/universities, 988

Statement of affairs, 1073
accounting statement of affairs, 1075
asset portion, 1075
example, 1077
liability/owner equity portion, 1075
preparation, 1075–1078
sections, 1075

Statement of cash flows, 941
calculation, indirect method (usage), 331
components, translation, 611–612
example, 849
public/private colleges/universities, 988
requirement, 902–903
voluntary health/welfare organizations, 955

Statement of expenses (public/private colleges/
universities), 988

Statement of financial position, 941
example, 948
voluntary health/welfare organizations, 954

Statement of functional expenses, 941
Statement of net position (public/private colleges/

universities), 988
Statement of realization and liquidation, 1078

example, 1079
Statement of revenues

preparation, 915–917
public/private colleges/universities, 988

State of domicile, 1037
Statistical analysis, 522
Statutory consolidation, 6–7
Statutory merger, 7
Stock

parent acquisition, 375–377
voting power, 337

Stock acquisition, 7
consolidation, 60
legal entity, separation, 59

Stock dividends, 435–440
cost method, parent usage, 439–440
simple equity method, parent usage, 436–437
sophisticated equity method, parent usage, 438–439
subsidiary declaration, 439

Stockholder equity, appearance, 436
Strike price, 514, 515, 532, 559
Subsidiary, 7, 55

accounts
adjustment, 61–63, 69
investment, parent adjustment, 442

additional shares, purchase, 328
assets/liabilities, increase, 72
basic earnings per share, calculation, 333

bonds
interest, ownership, 270–271
parent purchase, 266

book values, comparison, 76
common stock

before and after analysis, 447
sale, 440–446
self-purchase, 446–447

DEPS, calculation, 335
dividends, 328
equity

elimination, 62
increase, 83
level, 121
method, 118–120

exposure, absence, 608
fair value, 71

comparison, 76
financial statements, U.S. dollar translation, 605–606
foreign currency transactions, exchange rates (impact), 599
foreign subsidiary, investment, 556
functional currency, usage, 621
investment

accounting, 118–120
example, 60, 61
parent sale, recording, 384
sale, 381

ledger accounts, examples, 781
ledger entries, 778–779

example, 780
loss account, 130
parent company shares acquisition, 455–457
parent controlling interest, 448
parent/investor currency, usage, 622
parent share, 334–335
partial worksheet, example, 131
preferred stock, 389–395

example, 393
parent investment, 393–395
parent purchase, 393

purchase, gain, 76–77
reported net income, 132
retained earnings

allocation, 390
claim, 394

revenue ledger, property taxes (impact), 786
separate income statements, 343
shares, parent purchase, 377–381
total equity, 376
total stockholders’ equity, 71
Treasury shares, resale, 447
Treasury stock purchase, 446
undistributed income, parent share (recording), 344

Subsidiary income, 128
account, removal, 122
distribution schedule, 147
parent share

calculation, 387
recording, 384

sophisticated equity amount, example, 439
Subsidiary stock

dividends, 435–440
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Subsidiary stock (continued )
declaration, 439

newly issued subsidiary stock, parent purchase, 444–446
noncontrolling shareholder acquisition, 440–444
parent acquisition, 375–377

Supporting services costs (voluntary health/welfare
organizations), 945

Swap, 517–519
fair value, 530
hedge, contrast, 535
interest rate swap, 518
maturity date, 530
notional amount, 530
value, change, 530

Symmetric return profile, 512, 558

T

Tax (taxes)
accrual, basis, 343
adjustments, carriage, 147
consolidated company taxation, 337–347
derived taxes, 773
expense, year-to-date amount, 663
federal estate taxation, 1044–1045

computation, 1044
imposed tax revenues, 773
issues, 23
legislation, changes, 662
loss carryovers, 23–25
planning alternatives, 675
provision, 342–343

calculation, 485
equity income basis, 484–485

returns, separation, 341–346
tax anticipation notes, 776–777
tax-basis accounting, 704
tax-free exchange, 144

occurrence, 145
tax-related adjustments, 144–148
unified transfer tax rate, 1041

Taxpayers
taxpayer-assessed taxes, 773

Taxpayers, right to know, 770
Tax Reform Act (1976), 1044
Temporal method, 610
Tenancy in partnership, 702
Tender offer, 7
Term bonds, rarity, 836
Term endowments, 983
Time value, 551
Total goodwill, 71
Total Nonmajor Funds, 897
Total pretax income, 669
Total projected income, 784
Transaction amount, notional amount (contrast), 569
Translation

adjustment, 608, 613
recognition, 614

flowchart, 633
method, 610

methodologies, 632
summary, 631–634

objectives, accomplishment, 614
process, 610–620

objectives, 602–609
Transnational companies, 500
Treasury stock method, 455
Trial balances, recopying, 141
Trust funds, 852–859
Trusts

accounting issues, 1048–1050
financial accounting, 1049–1050
income accounts, usage, 1049
principal, usage, 1049

Two-transactions method, 553
Tyco International, 4

U

Unadjusted quoted market value, 11
Uncollected property taxes, appearance, 783
Unconditional pledges, 938
Unconsolidated investments

cost/equity method, translation, 619–620
sophisticated equity method, requirement, 118

Unconsolidated subsidiaries, 482
Underlying, 510

assets/liabilities, contrast, 557
Undistributed investment income, deferred tax

liability (creation), 484–485
Unearned interest, amortization, 279–280
Unguaranteed residual value, 279–283
Unified credit, 1043
Unified tax base, tax rates (application), 1045
Unified transfer tax rate, 1041

schedule, example, 1042
Uniform Partnership Act, 699, 725
Uniform Probate Code, design, 1032
Unit valuation procedures, reporting, 30–32
Universities. See Public/private colleges/universities
Unpurchased shares, fair value adjustment (absence), 482
Unrealized intercompany gains, investment account

(adjustment), 383
Unrealized intercompany profit, subtraction, 210
Unrealized profits, 221
Unrecognized foreign currency commitment, 586
Unrecorded appreciation, objective measures, 731
Unrecorded intangibles, existence, 729
Unsecured claims, priorities, 1074
Unsettled foreign currency transactions, 554–555
U.S. dollar, functional currency, 624
U.S. generally accepted accounting principles (GAAP),

usage, 497–498, 727
U.S. generally accepted accounting principles (GAAP), 1,

58, 704
Codification of Governmental Accounting and Financial

Reporting, 848
standards, 844

Utility facilities, expansion (special assessment bond/revenue
bond issuance), 846
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V

Valuation
methods, 587–588
schedule strategy, 77–79

Value analysis, 21
examples, 18–19
schedule, 63

change, absence, 80
examples, 66, 68
preparation, 326–327

usage, 18
Value change

investment, 510
recording, measurement period, 19–20

Variable interest entities (VIEs), 58, SA2-2
consolidation procedures, SA2-2, SA2-3
date of acquiring control, SA2-2
defining, SA2-1
primary beneficiary, SA2-1
subsequent periods, SA2-3

Variable interest notes payable hedge, interest rate swap
(usage), 535–537

Variable rate, increase (example), 518–519
Vertically integrated activities, 679
Vertical worksheet, 143–144

intercompany profit eliminations, 224–225
Volatility factor, 516

impact, 560
Voluntary case, 1070
Voluntary health/welfare organizations (VHWOs)

accounting, 942–956
principles/procedures, 942

agency (custodian) fund, 958
budget, 956
closing entries, 946
contributions, 943–944
endowment fund, 958
federated/nonfederated campaign contributions, 944
financial statements, 946–947
funds, 957–958
funds-based financial statements, example, 959–961
investments, pooling, 958
land, building, and equipment fund (plant fund), 957–958
legacies/bequests, 944
materials, donations, 943
optional fund accounting, 957–960
personal services, range, 944
program/supporting services costs, 945
public support, 943–944
restricted fund, 957
revenues, 944
special events support, 944

statement of activities, 953
examples, 953–954

statement of cash flows, 955
statement of financial position, example, 954
transactions, example, 947–956
unrestricted fund, 957

Voluntary nonexchange transactions, 773
Voting rights, 10
Vouchers, payment, 782

W

Weighted-average capital, 708
Weighted-average exchange rate, 621

usage, 613
White knight, 7
Will, communication, 1032
Work-in-process inventory, 11
Worksheet

elimination, 120
D&D schedule guidance, 64–65, 72
simplification, 145

entries, stability, 339
examples, 222–223
procedures, 344

impact, 207
technique, 141

Write-downs, 731
recognition, 733

absence, 727
Writer, 511, 557

Y

Year-to-date (YTD) annual loss, 668
carryback, availability, 669

Year-to-date (YTD) loss
offsetting, 666–667
tax benefit, uncertainty, 666

Year-to-date (YTD) operating losses, 663–665
offsetting, 665–666

Year-to-date (YTD) pretax income, tax, 662–663
Year-to-date (YTD) projections, usage, 675
Year-to-date (YTD) withdrawals, 708

Z

Zero investment balance, 486–487
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