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The real purpose of books is to trap the
mind into doing its own thinking.
Christopher Morley
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Students Solve the Accounting Puzzle

The approach used by
Hoyle, Schaefer, and
Doupnik allows students
to think critically about
accounting, just as they
will in their careers and

Thinking Critically

With this text, students gain a well-balanced appreciation
of the accounting profession. As Hoyle 10e introduces
them to the field’s many aspects, it often focuses on past
controversies and present resolutions. The text shows the
development of financial reporting as a product of intense
and considered debate that continues today and will in the

future.

as they prepare for the
CPA exam. Read on to
understand how students
will succeed as accounting
majors and as future CPAs
by using Advanced
Accounting, 10e.

Readability

The writing style of the nine previous editions has been
highly praised. Students easily comprehend chapter con-
cepts because of the conversational tone used throughout
the book. The authors have made every effort to ensure that
the writing style remains engaging, lively, and consistent.

EXHIBIT 2.1

Real-World Examples

Recent Notable Business Seqiliten LEIGER -
Combinations Pfizer Wyeth
it Anheuser-Busch Students are better.able to relatg what the_y
Merck schering-Plough learn to what they will encounter in the busi-
Bank of America Merrill Lynch .
Verizon Wireles Aleel ness world after reading these frequent exam-
ars m. Wrigley, Jr. . . . .
Oracle Sun Microsystems ples. Quotations, articles, and illustrations
Delta Airl Northwest Airli o
ae S e from Forbes, The Wall Street Journal, Time,

Abbott Laboratories Advanced Medical Optics

and BusinessWeek are incorporated through-

out the text. Data have been pulled from busi-
ness, not-for-profit, and government financial
statements as well as official pronouncements.

If the goal of business activity is to maximize the firm
combinations help achieve that goal? Clearly, the busin
toward business combinations as a strategy for growth and

Discussion Questions

This feature facilitates student understanding
of the underlying accounting principles at
work in particular reporting situations. Simi-
lar to minicases, these questions help explain
the issues at hand in practical terms. Many
times, these cases are designed to demon-
strate to students why a topic is problematic
and worth considering.

Discussion Question

HOW DOES A COMPANY REALLY DECIDE W|

Pilgrim Products, Inc., buys a controlling int
poration. Shortly after the acquisition, a m
convened to discuss the internal reporting
subsidiary. Each member of the staff has
method, initial value method, or partial equ
issue, Pilgrim’s chief financial officer outling

| already understand how each method

vi




with 10th Edition Features

CPA Simulations

Hoyle et al.’s CPA Simulations, powered by
Kaplan, are found in Chapters 3, 5, 10, 17, and
18 of the 10th edition. Simulations are set up in
the text and completed online at the 10th edi-
tion Web site (mhhe.com/hoyle10e). This al-
lows students to practice advanced accounting
concepts in a Web-based interface identical to
that used in the actual CPA exam. There will be
no hesitation or confusion when students sit for
the real exam; they will know exactly how to
maneuver through the computerized test.

KAPLAN) Please visit the text Web site for the

Situation: On January 1, Year 1, Big Corporation acq

outstanding voting stock. It was the first such acqui
transaction, Big and Little reported, respectively,

$900,000 and $330,000, contributed capital of $3
$800,000 and $370,000. Unless otherwise stated, ass
book value of $200,000 but a fair value of $300,000
Little’s other assets and liabilities are fairly valued in

CPA REVIEW

Topics to be covered in simulation:
*  Goodwill to be reported.

» Consolidated assets and equities.
+ Consolidated expenses.

+ Unrecorded intangible assets.

* AGoodll impairment.

End-of-Chapter Materials

As in previous editions, the end-of-chapter material remains a strength of the text. The sheer
number of questions, problems, and Internet assignments tests, and therefore expands, the
students’ knowledge of chapter concepts.

Excel Spreadsheet Assignments extend specific problems and are located on the 10th edi-
tion Web site at mhhe.com/hoyle10e. An Excel icon appears next to those problems that have
corresponding spreadsheet assignments.

“Develop Your Skills” asks questions that address the four skills students need to master to
pass the CPA exam: Research, Analysis, Spreadsheet, and Communication. An icon indicates
when these skills are tested.

Comprehensive (Estimated Time: 40 to 65 Minutes) On

. pany’s outstanding common stock for $8
Y lllustration a 12-year remaining life was undervalued Deve|0p Your
life was undervalued, but only by $10,00( (Skills
PROBLEM were equal to their fair values at that time|
value of $40,000 and a 20-year remainir
$720,000. ACCOUNTING THEORY RESEARCH CASE
During 2011, Bottom reported net inc
$120,000 in 2012 with $20,000 in divid| cpd The FASB ASC paragraph 810-10-45-16 state
the companies reported the following s¢ skills consolidated statement of financial position
the year: amount shall be clearly identified and labeled, fi
o . .

Questions 1. What is a business combination? Problems Note: Problems 1-25 relate to the acquisition mef]

2. Describe the different types of legal arrangements 26 through 30 relate to the purchase method. Pr

3. What does the term consolidated financial state The Acquisition Method

4. Within the consolidation process, what is the pur|

5. Jones Company obtains all of the common stock ¢ LO1 1. Which of the following does not represent a
stock. Under these circumstances, why might the a. Combinations as a vehicle for achieving

6. What is the accounting basis for consolidating| b. Cost savings through elimination of dup
recorded using the acquisition method? c. Quick entry for new and existing produc

k) ir]

vii



Supplements

Instructor’s Resource CD
ISBN 9780077268022

MHID 0077268024

includes electronic files for all
of the Instructor Supplements

For the Instructor

Instructor’s Resource and Solutions Manual, revised
by the text authors, includes the solutions to all discus-
sion questions, end-of-chapter questions, and problems.
It provides chapter outlines to assist instructors in
preparing for class.

» Test Bank, revised by Ilene Persoff, CW Post Campus/
Long Island University, has been significantly updated.

* EZ Test Computerized Test Bank can be used to make
different versions of the same test, change the answer
order, edit and add questions, and conduct online test-
ing. Technical support for this software is available at
(800) 331-5094 or visit www.mhhe.com/eztest.

« PowerPoint® Presentations, revised by Marilynn
Leathart, Concordia University of Texas, deliver a com-
plete set of slides covering many of the key concepts
presented in each chapter.

* Excel Template Problems and Solutions, revised
by Jack Terry of ComSource Associates, Inc., allow
students to develop important spreadsheet skills by
using Excel templates to solve selected assignments.

+ Connect Accounting & connect
ISBN 9780077417307, MHID 0077417305.

¢ Connect Plus Accounting & connect
ISBN 9780077417321; MHID 0077417321.

For the Student

* Study Guide/Working Papers ISBN 9780077268046;
MHID 0077268040. Revised by Sharon O’Reilly,
St. Mary’s University of Minnesota, this combination of
study guide and working papers reinforces the book’s
key concepts by providing students with chapter out-
lines, multiple-choice questions, and problems for each
chapter in the text. In addition, this paperback contains
all forms necessary for completing the end-of-chapter
material.

viii

* Self-Grading Multiple-Choice Quizzes (mhhe.com/
hoylel0e) for each chapter are available on the Student
Center of the text’s Online Learning Center.

* Excel Template Problems (mhhe.com/hoylel0¢) are
available on the Student Center of the text’s Online
Learning Center. The software includes innovatively
designed Excel templates that may be used to solve
many complicated problems found in the book. These
problems are identified by a logo in the margin.

* PowerPoint Presentations (mhhe.com/hoylelOe) are
available on the Student Center of the text’s Online
Learning Center. These presentations accompany each
chapter of the text and contain the same slides that are
available to the instructor.

Assurance of Learning Ready

Assurance of learning is an important element of many
accreditation standards. Hoyle 10e is designed specifi-
cally to support your assurance of learning initiatives.
Each chapter in the book begins with a list of numbered
learning objectives that appear throughout the chapter,
as well as in the end-of-chapter problems and exercises.
Every test bank question is also linked to one of these
objectives, in addition to level of difficulty, topic area,
Bloom’s Taxonomy level, AACSB, and AICPA skill area.
EZ Test, McGraw-Hill’s easy-to-use test bank software,
can search the test bank by these and other categories,
providing an engine for targeted Assurance of Learning
analysis and assessment.

AACSB Statement

The McGraw-Hill Companies is a proud corporate
member of AACSB International. Understanding the im-
portance and value of AACSB accreditation, Hoyle 10e
has sought to recognize the curricula guidelines detailed
in the AACSB standards for business accreditation by
connecting selected questions in the test bank to the gen-
eral knowledge and skill guidelines found in the AACSB
standards.

The statements contained in Hoyle 10e are provided
only as a guide for the users of this text. The AACSB
leaves content coverage and assessment within the
purview of individual schools, the mission of the school,
and the faculty. While Hoyle 10e and the teaching pack-
age make no claim of any specific AACSB qualification
or evaluation, we have, within the test bank, labeled
selected questions according to the six general knowledge
and skills areas.



Technology

McGraw-Hill Connect Accounting & connect

Less Managing. More Teaching. Greater Learning.

McGraw-Hill Connect Accounting is an online assignment and assessment solution that connects students with the tools and resources
they’ll need to achieve success. McGraw-Hill Connect Accounting helps prepare students for their future by enabling faster learning,
more efficient studying, and higher retention of knowledge. Connect Accounting offers a number of powerful tools and features to make
managing assignments easier, so faculty can spend more time teaching. Connect Accounting offers you the features described below.

Simple assignment management

With Connect Accounting, creating assignments is easier than ever. The assignment management function enables you to:

» Create and deliver assignments easily with selectable end-of-chapter questions and test bank items.

» Streamline lesson planning, student progress reporting, and assignment grading to make classroom management more efficient than ever.
*  Go paperless with the eBook and online submission and grading of student assignments.

Smart grading

When it comes to studying, time is precious. Connect Accounting helps students learn more efficiently by providing feedback and practice
material when they need it, where they need it. The grading function enables you to:

» Have assignments scored automatically, giving students immediate feedback on their work and side-by-side comparisons with correct answers.
* Access and review each response; manually change grades or leave comments for students to review.

» Reinforce classroom concepts with practice tests and instant quizzes.

Student progress tracking
Connect Accounting keeps instructors informed about how each student, section, and class is performing, allowing for more productive
use of lecture and office hours. The progress-tracking function enables you to:
* View scored work immediately and track individual or group performance with assignment and grade reports.
» Access an instant view of student or class performance relative to learning objectives.
» Collect data and generate reports required by many accreditation organizations, such as AACSB and AICPA.
McGraw-Hill Connect Plus Accounting
McGraw-Hill reinvents the textbook learning experience for the modern student with Connect Plus Accounting. A seamless integration of an
eBook and Connect Accounting, Connect Plus Accounting provides all of the Connect Accounting teatures plus an integrated eBook, allowing
for anytime, anywhere access to the textbook; dynamic links between the problems or questions you assign to your students and the location
in the eBook where that problem or question is covered; and a powerful search function to pinpoint and connect key concepts in a snap.

For more information about Connect, go to www.mcgrawhillconnect.com, or contact your local McGraw-Hill sales representative.

CPA Simulations KAPLAN)

The McGraw-Hill Companies and Kaplan have teamed up to bring students CPA simulations to test their knowledge of ~ CPA REVIEW
the concepts discussed in various chapters, practice critical professional skills necessary for career success, and prepare for the computer-
based CPA exam. Kaplan CPA Review provides a broad selection of Web-based simulations that were modeled after the AICPA format.
Exam candidates become familiar with the item format, the research database, and the spreadsheet and word processing software used
exclusively on the CPA exam (not Excel or Word), as well as the functionality of the simulations, including the tabs, icons, screens, and
tools used on the exam. CPA simulations are found in the end-of-chapter material after the very last cases in Chapters 3, 5, 10, 17, and 18.

Online Learning Center

www.mhhe.com/hoylel0e For instructors, the book’s Web site contains the Instructor’s Resource
and Solutions Manual, PowerPoint slides, Excel templates and solutions, Interactive Activities,
Text and Supplement Updates, and links to professional resources. The student section of the site
features online multiple-choice quizzes, a sample Study Guide chapter, PowerPoint presentations,
Check Figures, and Excel template exercises.

ALEKS® for Financial Accounting ALEKS®

ALEKS (Assessment and Learning in Knowledge Spaces) delivers precise, qualitative diagnostic assessments of students’ knowledge,
guides them in selecting appropriate new study material, and records their progress toward mastery of curricular goals in a robust class-
room management system. ALEKS interacts with the student much as a skilled human tutor would, moving between explanation and
practice as needed, correcting and analyzing errors, defining terms, and changing topics on request.

CourseSmart

CourseSmart is a new way to find and buy eTextbooks. At CourseSmart you can save up to 40% off the cost of a print textbook, reduce
your impact on the environment, and gain access to powerful Web tools for learning. Go to www.coursesmart.com to learn more.




Advanced Accounting 10e Stays Current

Overall—this edition of the text
provides updated accounting
standards references to the new
Financial Accounting Standards
Board (FASB) Accounting
Standards Codification (ASC).
Additionally, each chapter now
includes Learning Objectives
that are designated in the margin
at the point where the coverage of
that particular learning objective
begins. The end-of-chapter
material has also been tagged by
learning objectives.

Chapter Changes for Advanced
Accounting, 10th Edition:

Chapter 1

» Expanded coverage of the fair-value option for re-
porting investment of equity securities including a
numerical example and four new/revised end-of-
chapter problems.

* Provided new coverage of International Accounting
Standard 28, “Investment in Associates,” with com-
parisons to U.S. GAAP.

» Updated real-world examples for Coca-Cola and
Citigroup.

* Included a new discussion question examining the
relation between managerial compensation and his-
torical use of the cost method for significant influ-
ence investments.

Chapter 2

* Added new business combinations discussions of
Bank of America and Merrill Lynch, Inbev and
Anheuser-Busch, and Pfizer and Wyeth.

* Added new real-world financial reporting examples for
contingent consideration, gains on bargain purchases,

and acquired in-process research and development
under the acquisition method.

» Provided new coverage of convergence between U.S.
GAAP and International Accounting Standard 3
(revised) related to acquisition-date accounting for
business combinations.

o Streamlined the coverage of the legacy purchase and
pooling of interests method for business combinations.

e Added several new end-of-chapter problems includ-
ing three new research cases.

Chapter 3

» Updated annual report references including new cita-
tions for Berkshire Hathaway, Univision, and Pfizer.
e Included new coverage comparing U.S. GAAP and
International Accounting Standards for goodwill
recognition and accounting for goodwill impairment.
* Added and revised several end-of-chapter problems.
» Replaced Wendy’s impairment case with a new, more
recent case using the Sprint-Nextel business combi-

nation. The new case includes questions on compar-
isons with IFRS.

Chapter 4

* Revised for increased clarity the worksheet adjust-
ments for allocating goodwill across the controlling
and noncontrolling interests in the presence of a con-
trol premium.

* Included new coverage comparing U.S. GAAP and
International Accounting Standard 3 (revised) for ac-
counting for the noncontrolling interest.

¢ Added new real-world references to TicketMaster
and Meade, International.

* Added and revised several end-of-chapter problems.

Chapter 5

* Replaced the term “intercompany” with “intra-entity”
throughout as recommended by the FASB Accounting
Standards Codification.

* Added and revised several end-of-chapter problems.

Chapter 6

» Updated and revised coverage of variable interest en-
tities based on recent changes to the FASB Accounting
Standards Codification.



as the Accounting Profession Changes

Provided new coverage comparing U.S. GAAP to the
IFRS Standing Interpretation Committee Document
No. 12 on consolidating special-purpose entities.
Revised exposition extensively in the section on the
consolidated statement of cash flows.

Chapter 7

Provided new coverage comparing U.S. GAAP to
IFRS treatments of consolidating indirectly con-
trolled subsidiaries and International Accounting
Standard 12 on accounting for income taxes.

Added a new end-of-chapter problem on accounting
for net operation losses of an acquired subsidiary.

Chapter 8

Removed the historical discussion related to SFAS /4.
Updated all annual report excerpts and examples.
Added sections on IFRS—Segment Reporting and
IFRS—Interim Reporting.

Replaced end-of-chapter FARS cases with two new
Accounting Standards cases.

Removed end-of-chapter Analysis Case 1—Airline
Industry Interim Reporting and Excel Case 1—Altria
Group Operating Segment Information.

Chapter 9

Provided additional explanation of the journal entries
in the examples demonstrating the accounting for
hedges of foreign currency-denominated assets and
liabilities and foreign currency firm commitments.

Added a section on [IFRS—Foreign Currency Trans-
actions and Hedges.

Chapter 10

Updated references to international mergers and
acquisitions.

Added a section on IFRS—Translation of Foreign
Currency Financial Statements.

Replaced end-of-chapter FARS cases with two new
Accounting Standards cases.

Chapter 11

Removed subsection on Magnitude of Accounting
Diversity.

Removed discussion of arguments for and against
harmonization.

Updated all annual report excerpts and references to
actual companies.

Updated subsection on Use of IFRS and section on
FASB-IASB Convergence.

Added a section on SEC Acceptance of [FRS, which
includes a discussion of the SEC’s “Roadmap for the
Potential Use of Financial Statements Prepared in
Accordance with International Financial Reporting
Standards by U.S. Issuers.”

Added a section on First-Time Adoption of IFRS,
which includes a discussion of the IASB’s account-
ing policy hierarchy; this section also provides an
example of disclosures made by a European com-
pany upon its first-time adoption of IFRS.
Reworked the comprehensive illustration from the
perspective of a company using U.S. GAAP adopting
IFRS under the SEC’s roadmap.

Replaced the end-of-chapter communication case re-
lated to the SEC concept release with one related to
the SEC’s IFRS roadmap.

Added an end-of-chapter analysis case related to the
reconciliation of IFRS to U.S. GAAP.

Chapter 12

Updated various SEC statistics.

Update SEC division information.

Web links were updated as necessary.
Modest proofreading revisions throughout.

Supplemented Web link footnotes and added addi-
tional footnotes.

Minor revisions to the end-of-chapter problems and
Solutions Manual.

Chapter 13

Updated statistical information to emphasize the im-
pact of current recession.

Reworked coverage to smooth out transition from
liquidation to reorganization.

Reworked a research case and two analysis cases.

Chapter 14

Updated real-world examples included in the chapter.
Added and revised several end-of-chapter problems.

Xi



Chapter 15

Updated references to the Uniform Partnership Act.

Removed the discussion related to Marshaling of
Assets.

Chapter 16

Added extensive coverage of GASB 54, which im-
pacts the reporting of fund balances and clarifies the
definitions of the various fund types.

Rewrote much of the introduction to the accounting
for state and local governments to aid students in
grasping the fundamental differences between this
reporting and that of a for-profit business.
Reworked a communication case.

Chapter 17

Provided new financial statements from an actual
city government as well as a public university.
Included improved guidance to help students read
and understand financial statements prepared by a
state or local government entity.

Updated virtually all of the real-world examples that
are so prevalent in these chapters.

Reworked a research case and an analysis case.

Chapter 18

xii

Updated coverage for the filing of Form 990 with the
federal government by not-for-profit organizations.

Added extensive coverage of new rules on mergers
and acquisitions involving not-for-profit organiza-
tions, an event that is becoming commonplace in
these difficult economic times.

Provided new financial statement from a private not-
for-profit organization along with more emphasis
on a student’s ability to read and understand the re-
ported data.

Updated the real-world examples found throughout
this chapter.

Chapter 19

Rechecked Internal Revenue Code citations and Web
links used in footnotes and updated as necessary.
Modest proofreading revisions made throughout.
Supplemented Web link footnotes, added additional
footnotes, and updated footnotes to reflect tax law
changes.

Updated charts, tables, and problems to reflect the
2008, 2009, and 2010 tax law changes where the
changes have already been enacted into law.
Revised problems in the text to reflect the tax law
changes to rates, brackets, and exemptions.

Updated all problems to reflect current dates/tax
rates/laws.
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The Equity Method

of Accounting for
Investments

The first several chapters of this text present the accounting and re-
porting for investment activities of businesses. The focus is on invest-
ments when one firm possesses either significant influence or control
over another through ownership of voting shares. When one firm owns
enough voting shares to be able to affect the decisions of another, ac-
counting for the investment can become challenging and complex. The
source of such complexities typically stems from the fact that transac-
tions among the firms affiliated through ownership cannot be con-
sidered independent, arm’s-length transactions. As in many matters
relating to financial reporting, we look to transactions with outside
parties to provide a basis for accounting valuation. When firms are af-
filiated through a common set of owners, measurements that recog-
nize the relationships among the firms help to provide objectivity in
financial reporting.

THE REPORTING OF INVESTMENTS IN
CORPORATE EQUITY SECURITIES

In a recent annual report, JB Hunt Transport Services describes the cre-
ation of Transplace, Inc. (TPI), an Internet-based global transportation
logistics company. JB Hunt contributed all of its logistics segment busi-
ness and all related intangible assets plus $5 million of cash in exchange
for an approximate 27 percent initial interest in TPI, which it subse-
quently increased to 37 percent. JB Hunt accounts for its interest in TPI
utilizing the equity method of accounting and stated, “The financial re-
sults of TPI are included on a one-line, nonoperating item included on the
Consolidated Statements of Earnings entitled ‘equity in earnings of asso-
ciated companies.’ ”’

Such information is hardly unusual in the business world; corporate in-
vestors frequently acquire ownership shares of both domestic and foreign
businesses. These investments can range from the purchase of a few shares
to the acquisition of 100 percent control. Although purchases of corporate
equity securities (such as the one made by JB Hunt) are not uncommon,
they pose a considerable number of financial reporting issues because a
close relationship has been established without the investor gaining actual
control. These issues are currently addressed by the equity method. This
chapter deals with accounting for stock investments that fall under the ap-
plication of this method.

chapter

LEARNING OBJECTIVES

After studying this chapter, you
should be able to:

LO1

LO2

LO3

LO4

LO5

LO6

LO7

Describe in general

the various methods

of accounting for an
investment in equity shares
of another company.

Identify the sole criterion for
applying the equity method
of accounting and guidance
in assessing whether the
criterion is met.

Prepare basic equity
method journal entries for
an investor and describe
the financial reporting for
equity method investments.

Record the sale of an
equity investment and
identify the accounting
method to be applied to
any remaining shares that
are subsequently held.

Allocate the cost of an
equity method investment
and compute amortization
expense to match
revenues recognized from
the investment to the
excess of investor cost over
investee book value.

Describe the rationale and
computations to defer
unrealized gains on intra-
entity transfers until the
goods are either consumed
or sold to outside parties.

Explain the rationale and
reporting implications of
the fair-value option for
investments otherwise
accounted for by the
equity method.




2 Chapter 1

LO1

Describe in general the various
methods of accounting for an
investment in equity shares of
another company.

At present, generally accepted accounting principles (GAAP) recognize three different ap-
proaches to the financial reporting of investments in corporate equity securities:

* The fair-value method.
* The consolidation of financial statements.
* The equity method.

The financial statement reporting for a particular investment depends primarily on the degree
of influence that the investor (stockholder) has over the investee, a factor typically indicated
by the relative size of ownership.' Because voting power typically accompanies ownership of
equity shares, influence increases with the relative size of ownership. The resulting influence
can be very little, a significant amount, or, in some cases, complete control.

Fair-Value Method

In many instances, an investor possesses only a small percentage of an investee company’s out-
standing stock, perhaps only a few shares. Because of the limited level of ownership, the in-
vestor cannot expect to significantly affect the investee’s operations or decision making. These
shares are bought in anticipation of cash dividends or in appreciation of stock market values.
Such investments are recorded at cost and periodically adjusted to fair value according to the
Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
Topic 320, Investments—Debt and Equity Securities.

Because a full coverage of limited ownership investments in equity securities is presented
in intermediate accounting textbooks, only the following basic principles are noted here.

* Initial investments in equity securities are recorded at cost and subsequently adjusted to fair
value if fair value is readily determinable; otherwise, the investment remains at cost.?

* Equity securities held for sale in the short term are classified as trading securities and re-
ported at fair value, with unrealized gains and losses included in earnings.

» Equity securities not classified as trading securities are classified as available-for-sale
securities and reported at fair value with unrealized gains and losses excluded from earn-
ings and reported in a separate component of shareholders’ equity as part of other com-
prehensive income.

 Dividends received are recognized as income for both trading and available-for-sale securities.

The above procedures are typically followed for equity security investments when neither
significant influence nor control is present. However, as observed at the end of this chapter,
FASB ASC Topic 825, Financial Instruments, allows a special fair-value reporting option for
available-for-sale securities. Although the balance sheet amounts for the investments remain
at fair value under this option, changes in fair values over time are recognized in the in-
come statement (as opposed to other comprehensive income) as they occur.

Consolidation of Financial Statements

Many corporate investors acquire enough shares to gain actual control over an investee’s
operation. In financial accounting, such control is recognized whenever a stockholder ac-
cumulates more than 50 percent of an organization’s outstanding voting stock. At that
point, rather than simply influencing the investee’s decisions, the investor clearly can direct

' The relative size of ownership is most often the key factor in assessing one company’s degree of influence
over another. However, other factors (e.g., contractual relationships between firms) can also provide influence
or control over firms regardless of the percentage of shares owned.
2 The FASB ASC (para. 325-20-35-1 and 2) notes two exceptions to the cost basis for reporting investments:
1. Dividends received in excess of earnings subsequent to the date of investment are considered returns
of the investment and are recorded as reductions of cost of the investment.
2. A series of an investee’s operating losses or other factors can indicate a decrease in value of the
investment has occurred that is other than temporary and should be recognized accordingly.
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the entire decision-making process. A review of the financial statements of America’s
largest organizations indicates that legal control of one or more subsidiary companies is an
almost universal practice. PepsiCo, Inc., as just one example, holds a majority interest in
the voting stock of literally hundreds of corporations.

Investor control over an investee presents a special accounting challenge. Normally, when
a majority of voting stock is held, the investor-investee relationship is so closely connected that
the two corporations are viewed as a single entity for reporting purposes. Hence, an entirely
different set of accounting procedures is applicable. Control generally requires the consolida-
tion of the accounting information produced by the individual companies. Thus, a single set of
financial statements is created for external reporting purposes with all assets, liabilities, rev-
enues, and expenses brought together.’ The various procedures applied within this consolida-
tion process are examined in subsequent chapters of this textbook.

The FASB ASC Section 810-10-05 on variable interest entities expands the use of consolidated
financial statements to include entities that are financially controlled through special contrac-
tual arrangements rather than through voting stock interests. Prior to the accounting
requirements for variable interest entities, many firms (e.g., Enron) avoided consolidation of
entities in which they owned little or no voting stock but otherwise were controlled through
special contracts. These entities were frequently referred to as “special purpose entities
(SPEs)” and provided vehicles for some firms to keep large amounts of assets and liabilities
off their consolidated financial statements.

Equity Method

Another investment relationship is appropriately accounted for using the equity method. In
many investments, although control is not achieved, the degree of ownership indicates the abil-
ity for the investor to exercise significant influence over the investee. Recall JB Hunt’s 37 per-
cent investment in TPI’s voting stock. Through its ownership, JB Hunt can undoubtedly
influence TPI’s decisions and operations.

To provide objective reporting for investments with significant influence, the FASB ASC
Topic 323, Investments—Equity Method and Joint Ventures, describes the use of the equity
method. The equity method employs the accrual basis for recognizing the investor’s share of
investee income. Accordingly, the investor recognizes income as it is earned by the investee.
As noted in FASB ASC (para. 323-10-05-5), because of its significant influence over the
investee, the investor

... 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.

Furthermore, under the equity method, dividends received from an investee are recorded as de-
creases in the investment account, not as income.

In today’s business world, many corporations hold significant ownership interests in
other companies without having actual control. The Coca-Cola Company alone owns be-
tween 20 and 50 percent of dozens of separate corporations. Many other investments repre-
sent joint ventures in which two or more companies form a new enterprise to carry out a
specified operating purpose. For example, Microsoft and NBC formed MSNBC, a cable
channel and online site to go with NBC’s broadcast network. Each partner owns 50 percent
of the joint venture. For each of these investments, the investors do not possess absolute
control because they hold less than a majority of the voting stock. Thus, the preparation of
consolidated financial statements is inappropriate. However, the large percentage of owner-
ship indicates that each investor possesses some ability to affect the investee’s decision-
making process.

Finally, as discussed at the end of this chapter, firms are now allowed a fair-value option in
their financial reporting for certain financial assets and financial liabilities. Among the qual-
ifying financial assets for fair-value reporting are significant influence investments otherwise
accounted for by the equity method.

3 As is discussed in the next chapter, owning a majority of the voting shares of an investee does not always
lead to consolidated financial statements.



Discussion Question

DID THE COST METHOD INVITE EARNINGS MANIPULATION?

Prior to GAAP for equity method investments, firms often used the cost method to ac-
count for their unconsolidated investments in common stock regardless of the presence
of significant influence. The cost method employed the cash basis of income recognition.
When the investee declared a dividend, the investor recorded “dividend income.” The in-
vestment account typically remained at its original cost—hence the term cost method.

Many firms' compensation plans reward managers based on reported annual income.
How might the cost method of accounting for significant investments have resulted in un-
intended wealth transfers from owners to managers? Do the equity or fair-value methods
provide similar incentives?

INTERNATIONAL ACCOUNTING STANDARD 28—
INVESTMENTS IN ASSOCIATES

The International Accounting Standards Board (IASB), similar to the FASB, recognizes the
need to take into account the significant influence that can occur when one firm holds a cer-
tain amount of voting shares of another. The IASB defines significant influence as the power
to participate in the financial and operating policy decisions of the investee, but it is not con-
trol or joint control over those policies. The following describes the basics of the equity
method in International Accounting Standard (IAS) 28:*

If an investor holds, directly or indirectly (e.g., through subsidiaries), 20 per cent or more of the
voting power of the investee, it is presumed that the investor has significant influence, unless it
can be clearly demonstrated that this is not the case. Conversely, if the investor holds, directly or
indirectly (e.g., through subsidiaries), less than 20 per cent of the voting power of the investee, it
is presumed that the investor does not have significant influence, unless such influence can be
clearly demonstrated. A substantial or majority ownership by another investor does not necessar-
ily preclude an investor from having significant influence.

Under the equity method, the investment in an associate is initially recognised at cost and the
carrying amount is increased or decreased to recognise the investor’s share of the profit or loss
of the investee after the date of acquisition. The investor’s share of the profit or loss of the in-
vestee is recognised in the investor’s profit or loss. Distributions received from an investee re-
duce the carrying amount of the investment.

As seen from the above excerpt from /4S5 28, the equity method concepts and applications de-
scribed are virtually identical to those prescribed by the FASB ASC.

APPLICATION OF THE EQUITY METHOD

LO2

Identify the sole criterion for
applying the equity method of
accounting and guidance in
assessing whether the criterion
is met.

An understanding of the equity method is best gained by initially examining the FASB’s treat-
ment of two questions:

1. What parameters identify the area of ownership for which the equity method is applicable?

2. How should the investor report this investment and the income generated by it to reflect the
relationship between the two companies?

Criteria for Utilizing the Equity Method

The rationale underlying the equity method is that an investor begins to gain the ability to in-
fluence the decision-making process of an investee as the level of ownership rises. According
to FASB ASC Topic 323 on equity method investments, achieving this “ability to exercise
significant influence over operating and financial policies of an investee even though the

4 International Accounting Standards Board, IAS 28 Investments in Associates, Technical Summary
(www.iasb.org).
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investor holds 50 percent or less of the voting stock” is the sole criterion for requiring appli-
cation of the equity method [FASB ASC (para. 323-10-15-3)].

Clearly, a term such as the ability to exercise significant influence is nebulous and subject
to a variety of judgments and interpretations in practice. At what point does the acquisition of
one additional share of stock give an owner the ability to exercise significant influence? This
decision becomes even more difficult in that only the ability to exercise significant influence
need be present. There is no requirement that any actual influence must have ever been
applied.

FASB ASC Topic 323 provides guidance to the accountant by listing several conditions that
indicate the presence of this degree of influence:

* Investor representation on the board of directors of the investee.
 Investor participation in the policymaking process of the investee.
* Material intercompany transactions.

+ Interchange of managerial personnel.

» Technological dependency.

* Extent of ownership by the investor in relation to the size and concentration of other own-
ership interests in the investee.

No single one of these guides should be used exclusively in assessing the applicability of the
equity method. Instead, all are evaluated together to determine the presence or absence of the
sole criterion: the ability to exercise significant influence over the investee.

These guidelines alone do not eliminate the leeway available to each investor when decid-
ing whether the use of the equity method is appropriate. To provide a degree of consistency in
applying this standard, the FASB provides a general ownership test: If an investor holds be-
tween 20 and 50 percent of the voting stock of the investee, significant influence is normally
assumed and the equity method is applied.

An investment (direct or indirect) of 20 percent or more of the voting stock of an investee should
lead to a presumption that in the absence of evidence to the contrary an investor has the ability
to exercise significant influence over an investee. Conversely, an investment of less than 20 per-
cent of the voting stock of an investee should lead to a presumption that an investor does not
have the ability to exercise significant influence unless such ability can be demonstrated.’

Limitations of Equity Method Applicability
At first, the 20 to 50 percent rule may appear to be an arbitrarily chosen boundary range
established merely to provide a consistent method of reporting for investments. However, the
essential criterion is still the ability to significantly influence (but not control) the investee,
rather than 20 to 50 percent ownership. If the absence of this ability is proven (or control ex-
ists), the equity method should not be applied regardless of the percentage of shares held.

For example, the equity method is not appropriate for investments that demonstrate any of
the following characteristics regardless of the investor’s degree of ownership:®

* An agreement exists between investor and investee by which the investor surrenders sig-
nificant rights as a shareholder.

* A concentration of ownership operates the investee without regard for the views of the investor.
» The investor attempts but fails to obtain representation on the investee’s board of directors.

In each of these situations, because the investor is unable to exercise significant influence over
its investee, the equity method is not applied.

Alternatively, if an entity can exercise control over its investee, regardless of its ownership
level, consolidation (rather than the equity method) is appropriate. FASB ASC (para. 8§10-10-
05-8) limits the use of the equity method by expanding the definition of a controlling finan-
cial interest and addresses situations in which financial control exists absent majority

> FASB ASC (para. 323-10-15-8).

6 FASB ASC (para. 323-10-15-10). This paragraph deals specifically with limits to using the equity method for
investments in which the owner holds 20 to 50 percent of the outstanding shares.
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ownership interest. In these situations, control is achieved through contractual and other
arrangements called variable interests.

To illustrate, one firm may create a separate legal entity in which it holds less than 50 per-
cent of the voting interests, but nonetheless controls that entity through governance document
provisions and/or contracts that specify decision-making power and the distribution of profits
and losses. Entities controlled in this fashion are typically designated as variable interest en-
tities, and their sponsoring firm may be required to include them in consolidated reports de-
spite the fact that ownership is less than 50 percent. Many firms (e.g., The Walt Disney
Company and Mills Corporation) reclassified former equity method investees as variable in-
terest entities and now consolidate these investments.’

Extensions of Equity Method Applicability

For some investments that either fall short of or exceed 20 to 50 percent ownership, the equity
method is nonetheless appropriately used for financial reporting. As an example, International
Paper Company disclosed that it accounts for its investment in Scitex Corporation using the eq-
uity method despite holding only a 13 percent interest. In its annual report, International Paper
cited its ability to exercise significant influence “because the Company is party to a shareowners’
agreement with two other entities which together with the Company own just over 39% of Scitex.”

Conditions can also exist where the equity method is appropriate despite a majority owner-
ship interest. In some instances approval or veto rights granted to minority shareholders restrict
the powers of the majority shareholder. Such minority rights may include approval over com-
pensation, hiring, termination, and other critical operating and capital spending decisions of an
entity. If the minority rights are so restrictive as to call into question whether control rests with
the majority owner, the equity method is employed for financial reporting rather than consolida-
tion. For example, prior to its acquisition of BellSouth, AT&T, Inc., stated in its financial reports
“we account for our 60 percent economic investment in Cingular under the equity method of ac-
counting because we share control equally with our 40 percent partner BellSouth.”

To summarize, the following table indicates the method of accounting that is typically ap-
plicable to various stock investments:

Normal Ownership Applicable Accounting

Criterion Level Method

Lack of ability to significantly Less than 20% Fair value or cost
influence

Presence of ability to significantly 20%-50% Equity method or fair value
influence

Control through voting More than 50% Consolidated financial
interests statements

Control through variable interests Primary beneficiary Consolidated financial
(governance documents, status (no ownership statements
contracts) required)

ACCOUNTING FOR AN INVESTMENT—THE EQUITY METHOD

Now that the criteria leading to the application of the equity method have been identified, a re-
view of its reporting procedures is appropriate. Knowledge of this accounting process is espe-
cially important to users of the investor’s financial statements because the equity method
affects both the timing of income recognition as well as the carrying value of the investment
account.

In applying the equity method, the accounting objective is to report the investor’s invest-
ment and investment income reflecting the close relationship between the companies. After

7 Chapters 2 and 6 provide further discussions of variable interest entities.
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recording the cost of the acquisition, two equity method entries periodically record the invest-
ment’s impact:

» The investor’s investment account increases as the investee earns and reports income.
Also, the investor recognizes investment income using the accrual method—that is, in the
same time period as the investee earns it. If an investee reports income of $100,000, a 30 per-
cent owner should immediately increase its own income by $30,000. This earnings accrual re-
flects the essence of the equity method by emphasizing the connection between the two
companies; as the owners’ equity of the investee increases through the earnings process, the
investment account also increases. Although the investor initially records the acquisition at
cost, upward adjustments in the asset balance are recorded as soon as the investee makes a
profit. A reduction is necessary if a loss is reported.

 The investor’s investment account is decreased whenever a dividend is collected. Because
distribution of cash dividends reduces the book value of the investee company, the investor
mirrors this change by recording the receipt as a decrease in the carrying value of the invest-
ment rather than as revenue. Once again, a parallel is established between the investment ac-
count and the underlying activities of the investee: The reduction in the investee’s owners’
equity creates a decrease in the investment. Furthermore, because the investor immediately
recognizes income when the investee earns it, double counting would occur if the investor also
recorded subsequent dividend collections as revenue. Importantly, the collection of a cash div-
idend is not an appropriate point for income recognition. Because the investor can influence
the timing of investee dividend distributions, the receipt of a dividend is not an objective mea-
sure of the income generated from the investment.

Application of Equity Method

Investee Event Investor Accounting
Income is earned. Proportionate share of income is recognized.
Dividends are distributed. Dividends received are recorded as a reduction in investment.

Application of the equity method causes the investment account on the investor’s balance
sheet to vary directly with changes in the investee’s equity. As an illustration, assume that an
investor acquires a 40 percent interest in a business enterprise. If the investor has the ability to
significantly influence the investee, the equity method may be utilized. If the investee subse-
quently reports net income of $50,000, the investor increases the investment account (and its
own net income) by $20,000 in recognition of a 40 percent share of these earnings. Con-
versely, a $20,000 dividend paid by the investee necessitates a reduction of $8,000 in this same
asset account (40 percent of the total payout).

In contrast, the fair-value method reports investments at fair value if it is readily deter-
minable. Also, income is recognized only upon receipt of dividends. Consequently, financial
reports can vary depending on whether the equity method or fair-value method is appropriate.

To illustrate, assume that Big Company owns a 20 percent interest in Little Company pur-
chased on January 1, 2010, for $200,000. Little then reports net income of $200,000, $300,000,
and $400,000, respectively, in the next three years while paying dividends of $50,000, $100,000,
and $200,000. The fair values of Big’s investment in Little, as determined by market prices, were
$235,000, $255,000, and $320,000 at the end of 2010, 2011, and 2012, respectively.

Exhibit 1.1 compares the accounting for Big’s investment in Little across the two methods.
The fair-value method carries the investment at its market values, presumed to be readily avail-
able in this example. Because the investment is classified as an available-for-sale security, the
excess of fair value over cost is reported as a separate component of stockholders’ equity.® In-
come is recognized as dividends are received.

In contrast, under the equity method, Big recognizes income as it is earned by Little. As
shown in Exhibit 1.1, Big recognizes $180,000 in income over the three years, and the carrying

8 Fluctuations in the market values of trading securities are recognized in income in the period in which they occur.
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EXHIBIT 1.1 Comparison of Fair-Value Method (ASC 320) and Equity Method (ASC 323)

Accounting by Big
Accounting by Big Company Company When
When Influence Is Not Significant Influence Is Significant
(available-for-sale security) (equity method)
Dividends Fair-Value
Income Paid by Carrying Adjustment to Equity in Carrying
of Little Little Dividend Value of Stockholders’ Investee Value of
Year Company Company Income Investment Equity Income Investment
2010 $200,000 $ 50,000 $10,000 $235,000 $ 35,000 $ 40,000* $230,0007
2011 300,000 100,000 20,000 255,000 55,000 60,000* 270,000"
2012 400,000 200,000 40,000 320,000 120,000 80,000* 310,000"
Total income recognized $70,000 $180,000

“Equity in investee income is 20 percent of the current year income reported by Little Company.
The carrying value of an investment under the equity method is the original cost plus income recognized less dividends received. For 2010, as an example, the $230,000 reported balance is
the $200,000 cost plus $40,000 equity income less $10,000 in dividends received.

value of the investment is adjusted upward to $310,000. Dividends received are not an appro-
priate measure of income because of the assumed significant influence over the investee. Big’s
ability to influence Little’s decisions applies to the timing of dividend distributions. Therefore,
dividends received do not objectively measure Big’s income from its investment in Little. As
Little earns income, however, under the equity method Big recognizes its share (20 percent)
of the income and increases the investment account. The equity method reflects the accrual
model: Income is recognized as it is earned, not when cash (dividend) is received.

Exhibit 1.1 shows that the carrying value of the investment fluctuates each year under the
equity method. This recording parallels the changes occurring in the net asset figures reported
by the investee. If the owner’s equity of the investee rises through income, an increase is made
in the investment account; decreases such as losses and dividends cause reductions to be
recorded. Thus, the equity method conveys information that describes the relationship created
by the investor’s ability to significantly influence the investee.

ACCOUNTING PROCEDURES USED IN APPLYING THE EQUITY METHOD

LO3

Prepare basic equity method
Jjournal entries for an investor
and describe the financial
reporting for equity method
investments.

Once guidelines for the application of the equity method have been established, the mechani-
cal process necessary for recording basic transactions is quite straightforward. The investor ac-
crues its percentage of the earnings reported by the investee each period. Dividend
declarations reduce the investment balance to reflect the decrease in the investee’s book value.
Referring again to the information presented in Exhibit 1.1, Little Company reported a net
income of $200,000 during 2010 and paid cash dividends of $50,000. These figures indicate
that Little’s net assets have increased by $150,000 during the year. Therefore, in its financial
records, Big Company records the following journal entries to apply the equity method:

Investment in Little Company .. ........ . .. ... 40,000
Equity in Investee Income . .. .. ... 40,000
To accrue earnings of a 20 percent owned investee ($200,000 X 20%).
Cash o 10,000
Investment in Little Company .. ........ .. .. .. 10,000

To record receipt of cash dividend from Little Company (350,000 X 20%).

In the first entry, Big accrues income based on the investee’s reported earnings even though
this amount greatly exceeds the cash dividend. The second entry reflects the actual receipt of
the dividend and the related reduction in Little’s net assets. The $30,000 net increment
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recorded here in Big’s investment account ($40,000 — $10,000) represents 20 percent of the
$150,000 increase in Little’s book value that occurred during the year.

Although these two entries illustrate the basic reporting process used in applying the equity
method, several other issues must be explored to obtain a full understanding of this approach.
More specifically, special procedures are required in accounting for each of the following:

1. Reporting a change to the equity method.

2. Reporting investee income from sources other than continuing operations.
3. Reporting investee losses.

4. Reporting the sale of an equity investment.

Reporting a Change to the Equity Method

In many instances, an investor’s ability to significantly influence an investee is not achieved
through a single stock acquisition. The investor could possess only a minor ownership for
some years before purchasing enough additional shares to require conversion to the equity
method. Before the investor achieves significant influence, any investment should be reported
by the fair-value method. After the investment reaches the point at which the equity method
becomes applicable, a technical question arises about the appropriate means of changing from
one method to the other.’

FASB ASC (para. 323-10-35-33) addresses this concern by stating that “the investment, re-
sults of operations (current and prior periods presented), and retained earnings of the investor
should be adjusted retroactively.” Thus, all accounts are restated so that the investor's financial
statements appear as if the equity method had been applied from the date of the first acquisition.
By mandating retrospective treatment, the FASB attempts to ensure comparability from year to
year in the financial reporting of the investor company. For example, Frequency Electronics, a
firm that specializes in designing, developing, and manufacturing satellite communications
equipment, recently reported an increase in its stock ownership of Morion, Inc., a crystal oscil-
lator manufacturer located in St. Petersburg, Russia. As reported in its 2006 annual report,

the Company increased its investment from 19.8% to 36.2% of Morion’s outstanding shares.
Accordingly, the Company changed its method of carrying the Morion investment from cost to
equity as required by generally accepted accounting principles. . . . The effect of the change

in accounting method for the fiscal year ended April 30, 2005, was to increase income before
provision for income taxes and net income by $315,000 ($0.04 per diluted share). The financial
statements for the prior fiscal years were restated for the change in accounting method. . . . Retained
earnings as of the beginning of fiscal year 2005 were increased by $207,000 for the effect of
retroactive application of the equity method.

To further illustrate this restatement procedure, assume that Giant Company acquires a
10 percent ownership in Small Company on January 1, 2010. Officials of Giant do not believe
that their company has gained the ability to exert significant influence over Small. Giant prop-
erly records the investment by using the fair-value method as an available-for-sale security.
Subsequently, on January 1, 2012, Giant purchases an additional 30 percent of Small’s out-
standing voting stock, thereby achieving the ability to significantly influence the investee’s de-
cision making. From 2010 through 2012, Small reports net income, pays cash dividends, and
has fair values at January 1 of each year as follows:

Year Net Income Cash Dividends Fair Value at January 1
2010 $ 70,000 $20,000 $800,000
2011 110,000 40,000 840,000
2012 130,000 50,000 930,000

In Giant’s 2010 and 2011 financial statements, as originally reported, dividend revenue of
$2,000 and $4,000, respectively, would be recognized based on receiving 10 percent of these

9 A switch to the equity method also can be required if the investee purchases a portion of its own shares as
treasury stock. This transaction can increase the investor’s percentage of outstanding stock.
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DOES THE EQUITY METHOD REALLY APPLY HERE?

Abraham, Inc., a New Jersey corporation, operates 57 bakeries throughout the northeastern
section of the United States. In the past, its founder, James Abraham, owned all the company’s
entire outstanding common stock. However, during the early part of this year, the corporation
suffered a severe cash flow problem brought on by rapid expansion. To avoid bankruptcy,
Abraham sought additional investment capital from a friend, Dennis Bostitch, who owns High-
land Laboratories. Subsequently, Highland paid $700,000 cash to Abraham, Inc., to acquire
enough newly issued shares of common stock for a one-third ownership interest.

At the end of this year, the accountants for Highland Laboratories are discussing the
proper method of reporting this investment. One argues for maintaining the asset at its
original cost: “This purchase is no more than a loan to bail out the bakeries. Mr. Abraham
will continue to run the organization with little or no attention paid to us. After all, what
does anyone in our company know about baking bread? | would be surprised if Abraham
does not reacquire these shares as soon as the bakery business is profitable again.”

One of the other accountants disagrees, stating that the equity method is appropriate.
“| realize that our company is not capable of running a bakery. However, the official rules
state that we must have only the ability to exert significant influence. With one-third of
the common stock in our possession, we certainly have that ability. Whether we use it or
not, this ability means that we are required to apply the equity method.”

How should Highland Laboratories account for its investment in Abraham, Inc.?

distributions. The investment account is maintained at fair value because it is readily deter-
minable. Also, the change in the investment’s fair value results in a credit to an unrealized cu-
mulative holding gain of $4,000 in 2010 and an additional credit of $9,000 in 2011 for a
cumulative amount of $13,000 reported in Giant’s 2011 stockholders’ equity section. However,
after changing to the equity method on January 1, 2012, Giant must restate these prior years
to present the investment as if the equity method had always been applied. Subsequently, in
comparative statements showing columns for previous periods, the 2010 statements should in-
dicate equity income of $7,000 with $11,000 being disclosed for 2011 based on a 10 percent
accrual of Small’s income for each of these years.
The income restatement for these earlier years can be computed as follows:

Equity in Investee Income Reported Retrospective
Year Income (10%) from Dividends Adjustment
2010 $ 7,000 $2,000 $ 5,000
2011 11,000 4,000 7,000
Total adjustment to Retained Earnings $12,000

Giant’s reported earnings for 2010 will increase by $5,000 with a $7,000 increment needed for
2011. To bring about this retrospective change to the equity method, Giant prepares the fol-
lowing journal entry on January 1, 2012:

Investment in Small Company .. ............. 12,000
Retained Earnings—Prior Period Adjustment—
Equity in Investee Income ... ... ... 12,000
To adjust 2010 and 2011 records so that investment is accounted for
using the equity method in a consistent manner.
Unrealized Holding Gain—Shareholders’ Equity . ..................... 13,000
Fair Value Adjustment (Available-for-Sale) . . ..................... 13,000
To remove the investor’s percentage of the increase in fair value
(10% % $130,000) from stockholders’ equity and the available-for-sale
portfolio valuation account.
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The $13,000 adjustment removes the valuation accounts that pertain to the investment prior
to obtaining significant influence. Because the investment is no longer part of the available-
for-sale portfolio, it is carried under the equity method rather than at fair value. Accordingly,
the fair-value adjustment accounts are reduced as part of the reclassification.

Continuing with this example, Giant makes two other journal entries at the end of 2012, but
they relate solely to the operations and distributions of that period.

Investment in Small Company .. ........ ... . ... .. ... 52,000
Equity in Investee Income . .. ... ... 52,000

To accrue 40 percent of the year 2012 income reported
by Small Company ($130,000 X 40%).

Cash 20,000
Investment in Small Company . ............ .. ... .. ... ... ..., 20,000

To record receipt of year 2012 cash dividend from Small Company
(350,000 X 40%).

Reporting Investee Income from Sources Other Than

Continuing Operations

Traditionally, certain elements of income are presented separately within a set of financial
statements. Examples include extraordinary items and discontinued operations. A concern that
arises in applying the equity method is whether items appearing separately in the investee’s in-
come statement require similar treatment by the investor.

To examine this issue, assume that Large Company owns 40 percent of the voting stock of
Tiny Company and accounts for this investment by means of the equity method. In 2010, Tiny
reports net income of $200,000, a figure composed of $250,000 in income from continuing
operations and a $50,000 extraordinary loss. Large Company accrues earnings of $80,000
based on 40 percent of the $200,000 net figure. However, for proper disclosure, the extraordi-
nary loss incurred by the investee must also be reported separately on the financial statements
of the investor. This handling is intended, once again, to mirror the close relationship between
the two companies.

Based on the level of ownership, Large recognizes $100,000 as a component of operating
income (40 percent of Tiny Company’s $250,000 income from continuing operations) along
with a $20,000 extraordinary loss (40 percent of $50,000). The overall effect is still an $80,000
net increment in Large’s earnings, but this amount has been appropriately allocated between
income from continuing operations and extraordinary items.

The journal entry to record Large’s equity interest in the income of Tiny follows:

Investment in Tiny Company . .. ........ .t 80,000
Extraordinary Loss of Investee ... ... . ... ... 20,000
Equity in Investee Income . ... ... ... 100,000

To accrue operating income and extraordinary loss from equity investment.

One additional aspect of this accounting should be noted. Even though the investee has al-
ready judged this loss as extraordinary, Large does not report its $20,000 share as a separate
item unless that figure is considered to be material with respect to the investor’s own operations.

Reporting Investee Losses

Although most of the previous illustrations are based on the recording of profits, accounting
for losses incurred by the investee is handled in a similar manner. The investor recognizes the
appropriate percentage of each loss and reduces the carrying value of the investment account.
Even though these procedures are consistent with the concept of the equity method, they fail
to take into account all possible loss situations.
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LO4

Record the sale of an equity
investment and identify the
accounting method to be applied
to any remaining shares that are
subsequently held.

Permanent Losses in Value

Investments can suffer permanent losses in fair value that are not evident through equity
method accounting. Such declines can be caused by the loss of major customers, changes in
economic conditions, loss of a significant patent or other legal right, damage to the company’s
reputation, and the like. Permanent reductions in fair value resulting from such adverse events
might not be reported immediately by the investor through the normal equity entries discussed
previously. Thus, FASB ASC (para. 323-10-35-32) provides the following guideline:

A loss in value of an investment which is other than a temporary decline should be recognized
the same as a loss in value of other long-term assets. Evidence of a loss in value might include,
but would not necessarily be limited to, absence of an ability to recover the carrying amount of
the investment or inability of the investee to sustain an earnings capacity which would justify the
carrying amount of the investment.

Thus, when a permanent decline in an equity method investment’s value occurs, the in-
vestor must recognize an impairment loss and reduce the asset to fair value. However, this loss
must be permanent before such recognition becomes necessary. Under the equity method, a
temporary drop in the fair value of an investment is simply ignored.

For example, Hess Corporation noted the following in its 2008 annual report:

The Corporation reviews equity method investments for impairment whenever events or changes
in circumstances indicate that an other than temporary decline in value has occurred. The
amount of the impairment is based on quoted market prices, where available, or other valuation
techniques.

Investment Reduced to Zero

Through the recognition of reported losses as well as any permanent drops in fair value, the in-
vestment account can eventually be reduced to a zero balance. This condition is most likely to
occur if the investee has suffered extreme losses or if the original purchase was made at a low,
bargain price. Regardless of the reason, the carrying value of the investment account could
conceivably be eliminated in total.

As The Coca-Cola Company recently disclosed:

The carrying value of our investment in CCE (Coca-Cola Enterprises) was reduced to zero as of
December 31, 2008, primarily as a result of recording our proportionate share of impairment
charges and items impacting AOCI (accumulated other comprehensive income) recorded by CCE.

When an investment account is reduced to zero, the investor should discontinue using the eq-
uity method rather than establish a negative balance. The investment retains a zero balance until
subsequent investee profits eliminate all unrealized losses. Once the original cost of the invest-
ment has been eliminated, no additional losses can accrue to the investor (since the entire cost
has been written off ) unless some further commitment has been made on behalf of the investee.

Noise Cancellation Technologies, Inc., for example, explains in recent financial statements
the discontinued use of the equity method when the investment account has been reduced
to zero:

When the Company’s share of cumulative losses equals its investment and the Company has no
obligation or intention to fund such additional losses, the Company suspends applying the equity
method. . . . The Company will not be able to record any equity in income with respect to an
entity until its share of future profits is sufficient to recover any cumulative losses that have not
previously been recorded.

Reporting the Sale of an Equity Investment

At any time, the investor can choose to sell part or all of its holdings in the investee company.
If a sale occurs, the equity method continues to be applied until the transaction date, thus es-
tablishing an appropriate carrying value for the investment. The investor then reduces this bal-
ance by the percentage of shares being sold.

As an example, assume that Top Company owns 40 percent of the 100,000 outstanding
shares of Bottom Company, an investment accounted for by the equity method. Although these
40,000 shares were acquired some years ago for $200,000, application of the equity method
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has increased the asset balance to $320,000 as of January 1, 2011. On July 1, 2011, Top elects
to sell 10,000 of these shares (one-fourth of its investment) for $110,000 in cash, thereby re-
ducing ownership in Bottom from 40 percent to 30 percent. Bottom Company reports income
of $70,000 during the first six months of 2011 and distributes cash dividends of $30,000.

Top, as the investor, initially makes the following journal entries on July 1, 2010, to accrue
the proper income and establish the correct investment balance:

Investment in Bottom Company . .............. .. ... ... .. ... .. 28,000
Equity in Investee Income . .. ... ... 28,000
To accrue equity income for first six months of 2011 ($70,000 X 40%).
Cash o 12,000
Investment in Bottom Company ... ................... .. ... .. 12,000

To record receipt of cash dividends from January through June 2011
($30,000 X 40%).

These two entries increase the carrying value of Top’s investment by $16,000, creating a
balance of $336,000 as of July 1, 2011. The sale of one-fourth of these shares can then be
recorded as follows:

Cash .. 110,000
Investment in Bottom Company .. ........ .. ... .. . 84,000
Gainon Sale of Investment . . . ... .. ... ... 26,000

To record sale of one-fourth of investment in Bottom Company
(%4 x $336,000 = $84,000).

After the sale is completed, Top continues to apply the equity method to this investment
based on 30 percent ownership rather than 40 percent. However, if the sale had been of suffi-
cient magnitude to cause Top to lose its ability to exercise significant influence over Bottom,
the equity method ceases to be applicable. For example, if Top Company’s holdings were re-
duced from 40 percent to 15 percent, the equity method might no longer be appropriate after
the sale. The shares still being held are reported according to the fair-value method with the
remaining book value becoming the new cost figure for the investment rather than the amount
originally paid.

If an investor is required to change from the equity method to the fair-value method, no ret-
rospective adjustment is made. Although, as previously demonstrated, a change to the equity
method mandates a restatement of prior periods, the treatment is not the same when the in-
vestor’s change is to the fair-value method.

EXCESS OF INVESTMENT COST OVER BOOK VALUE ACQUIRED

LOS

Allocate the cost of an equity
method investment and compute
amortization expense to match
revenues recognized from the
investment to the excess of investor
cost over investee book value.

After the basic concepts and procedures of the equity method are mastered, more complex ac-
counting issues can be introduced. Surely one of the most common problems encountered in
applying the equity method concerns investment costs that exceed the proportionate book
value of the investee company.'®

Unless the investor acquires its ownership at the time of the investee’s conception, paying
an amount equal to book value is rare. A number of possible reasons exist for a difference
between the book value of a company and the price of its stock. A company’s value at any time
is based on a multitude of factors such as company profitability, the introduction of a new
product, expected dividend payments, projected operating results, and general economic

19 Although encountered less frequently, investments can be purchased at a cost that is less than the under-
lying book value of the investee. Accounting for this possibility is explored in later chapters.
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conditions. Furthermore, stock prices are based, at least partially, on the perceived worth of a
company’s net assets, amounts that often vary dramatically from underlying book values. As-
set and liability accounts shown on a balance sheet tend to measure historical costs rather than
current value. In addition, these reported figures are affected by the specific accounting meth-
ods adopted by a company. Inventory costing methods such as LIFO and FIFO, for example,
obviously lead to different book values as does each of the acceptable depreciation methods.

If an investment is acquired at a price in excess of book value, logical reasons should ex-
plain the additional cost incurred by the investor. The source of the excess of cost over book
value is important. Income recognition requires matching the income generated from the in-
vestment with its cost. Excess costs allocated to fixed assets will likely be expensed over
longer periods than costs allocated to inventory. In applying the equity method, the cause of
such an excess payment can be divided into two general categories:

1. Specific investee assets and liabilities can have fair values that differ from their present
book values. The excess payment can be identified directly with individual accounts such
as inventory, equipment, franchise rights, and so on.

2. The investor could be willing to pay an extra amount because future benefits are expected
to accrue from the investment. Such benefits could be anticipated as the result of factors
such as the estimated profitability of the investee or the relationship being established be-
tween the two companies. In this case, the additional payment is attributed to an intangible
future value generally referred to as goodwill rather than to any specific investee asset or li-
ability. For example, in a recent annual report, Intel Corporation disclosed that its long-
term investment in Clearwire, accounted for under the equity method, included goodwill of
approximately $108 million.

As an illustration, assume that Big Company is negotiating the acquisition of 30 percent of
the outstanding shares of Little Company. Little’s balance sheet reports assets of $500,000 and
liabilities of $300,000 for a net book value of $200,000. After investigation, Big determines
that Little’s equipment is undervalued in the company’s financial records by $60,000. One of
its patents is also undervalued, but only by $40,000. By adding these valuation adjustments to
Little’s book value, Big arrives at an estimated $300,000 worth for the company’s net assets.
Based on this computation, Big offers $90,000 for a 30 percent share of the investee’s out-
standing stock.

Book value of Little Company (assets minus

liabilities [or stockholders' equity]) . .. ............ ... .. .. ... ... ..., $200,000
Undervaluation of equipment . .. ... ... .. ... . ... ... 60,000
Undervaluation of patent . .......... ... .. . ... 40,000
Value of net assets . ... .. $300,000
Portion being acquired .. ... .. ... 30%
ACQUISITION PrICE . . oo $ 90,000

Although Big’s purchase price is in excess of the proportionate share of Little’s book value,
this additional amount can be attributed to two specific accounts: Equipment and Patents. No
part of the extra payment is traceable to any other projected future benefit. Thus, the cost of
Big’s investment is allocated as follows:

Payment by investor . ... ... $90,000
Percentage of book value acquired ($200,000 X 30%) ........ 60,000
Payment in excess of book value . ......... ... ... ... .. ... 30,000
Excess payment identified with specific assets:

Equipment ($60,000 undervaluation X 30%) .............. $18,000

Patent ($40,000 undervaluation X 30%) . ................ 12,000 30,000

Excess payment not identified with specific assets—goodwill . . .. -0—
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Of the $30,000 excess payment made by the investor, $18,000 is assigned to the equipment
whereas $12,000 is traced to a patent and its undervaluation. No amount of the purchase price
is allocated to goodwill.

To take this example one step further, assume that Little’s owners reject Big’s proposed
$90,000 price. They believe that the value of the company as a going concern is higher than
the fair value of its net assets. Because the management of Big believes that valuable syner-
gies will be created through this purchase, the bid price is raised to $125,000 and accepted.
This new acquisition price is allocated as follows:

Payment by investor . ... .. $125,000
Percentage of book value acquired ($200,000 X 30%) ......... 60,000
Payment in excess of book value . . ......... ... ... .. L 65,000
Excess payment identified with specific assets:

Equipment ($60,000 undervaluation X 30%) .............. $18,000

Patent ($40,000 undervaluation X 30%) . ................ 12,000 30,000
Excess payment not identified with specific assets—goodwill . . .. $ 35,000

As this example indicates, any extra payment that cannot be attributed to a specific asset
or liability is assigned to the intangible asset goodwill. Although the actual purchase price can
be computed by a number of different techniques or simply result from negotiations, goodwill
is always the excess amount not allocated to identifiable asset or liability accounts.

Under the equity method, the investor enters total cost in a single investment account re-
gardless of the allocation of any excess purchase price. If all parties accept Big’s bid of
$125,000, the acquisition is initially recorded at that amount despite the internal assignments
made to equipment, patents, and goodwill. The entire $125,000 was paid to acquire this in-
vestment, and it is recorded as such.

The Amortization Process

The preceding extra payments were made in connection with specific assets (equipment,
patents, and goodwill). Even though the actual dollar amounts are recorded within the invest-
ment account, a definite historical cost can be attributed to these assets. With a cost to the in-
vestor as well as a specified life, the payment relating to each asset (except land, goodwill, and
other indefinite life intangibles) should be amortized over an appropriate time period.

Historically, goodwill implicit in equity method investments had been amortized over peri-
ods less than or equal to 40 years. However, in June 2001, a major and fundamental change in
GAAP occurred for goodwill. The useful life for goodwill is now considered indefinite. There-
fore, goodwill amortization expense no longer exists in financial reporting.!! Any implicit
goodwill is carried forward without adjustment until the investment is sold or a permanent de-
cline in value occurs.

Goodwill can maintain its value and theoretically may even increase over time. The notion
of an indefinite life for goodwill recognizes the argument that amortization of goodwill over
an arbitrary period fails to reflect economic reality and therefore does not provide useful in-
formation. A primary reason for the presumption of an indefinite life for goodwill relates to
the accounting for business combinations (covered in Chapters 2 through 7). Goodwill asso-
ciated with equity method investments, for the most part, is accounted for in the same manner
as goodwill arising from a business combination. One difference is that goodwill arising from
a business combination is subject to annual impairment reviews, whereas goodwill implicit in
equity investments is not. Equity method investments are tested in their entirety for permanent
declines in value.'?

" Other intangibles (such as certain licenses, trademarks) also can be considered to have indefinite lives and
thus are not amortized unless and until their lives are determined to be limited. Further discussion of intangi-
bles with indefinite lives appears in Chapter 3.

12 Because equity method goodwill is not separable from the related investment, goodwill should not be sep-
arately tested for impairment. See also FASB ASC para. 350-20-35-59.



16 Chapter 1

Assume, for illustrative purposes, that the equipment has a 10-year remaining life, the
patent a 5-year life, and the goodwill an indefinite life. If the straight-line method is used with
no salvage value, the investor’s cost should be amortized initially as follows: '3

Account Cost Assigned Useful Life Annual Amortization
Equipment $18,000 10 years $1,800
Patent 12,000 5 years 2,400
Goodwiill 35,000 Indefinite —-0—
Annual expense (for five years until patent cost
is completely amortized) $4,200

In recording this annual expense, Big is reducing a portion of the investment balance in the
same way it would amortize the cost of any other asset that had a limited life. Therefore, at the
end of the first year, the investor records the following journal entry under the equity method:

Equity in Investee Income . ... ... 4,200
Investment in Little Company ... ...... .. .. .. .. 4,200

To record amortization of excess payment allocated to equipment
and patent.

Because this amortization relates to investee assets, the investor does not establish a spe-
cific expense account. Instead, as in the previous entry, the expense is recognized through a
decrease in the equity income accruing from the investee company.

To illustrate this entire process, assume that Tall Company purchases 20 percent of Short
Company for $200,000. Tall can exercise significant influence over the investee; thus, the
equity method is appropriately applied. The acquisition is made on January 1, 2011, when
Short holds net assets with a book value of $700,000. Tall believes that the investee’s building
(10-year life) is undervalued within the financial records by $80,000 and equipment with a
5-year life is undervalued by $120,000. Any goodwill established by this purchase is consid-
ered to have an indefinite life. During 2011, Short reports a net income of $150,000 and pays
a cash dividend at year’s end of $60,000.

Tall’s three basic journal entries for 2011 pose little problem:

January 1, 2011
Investment in Short Company .. ........ ... ... ... ... 200,000
Cash . 200,000

To record acquisition of 20 percent of the outstanding shares
of Short Company.

December 31, 2011

Investment in Short Company ... ... .. .. .. .. ... 30,000
Equity in Investee Income . .. .. ... 30,000
To accrue 20 percent of the 2011 reported earnings
of investee ($150,000 X 20%).
Cash o 12,000
Investment in Short Company . ............. .. 12,000

To record receipt of 2011 cash dividend ($60,000 X 20%).

13 Unless otherwise stated, all amortization computations are based on the straight-line method with no
salvage value.
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An allocation of Tall’s $200,000 purchase price must be made to determine whether an
additional adjusting entry is necessary to recognize annual amortization associated with the
extra payment:

Payment by investor .. ... ... $200,000
Percentage of 1/1/11 book value ($700,000 X 20%) .......... 140,000
Payment in excess of book value . . ......... ... ... . L 60,000
Excess payment identified with specific assets:

Building ($80,000 X 20%) . ........ ... $16,000

Equipment ($120,000 X 20%) . .. ..ot 24,000 40,000
Excess payment not identified with specific assets—goodwill . . . . $ 20,000

As can be seen, $16,000 of the purchase price is assigned to a building, $24,000 to equip-
ment, with the remaining $20,000 attributed to goodwill. For each asset with a definite useful
life, periodic amortization is required.

Asset Attributed Cost Useful Life Annual Amortization
Building $16,000 10 years $1,600
Equipment 24,000 5 years 4,800
Goodwill 20,000 Indefinite —0—

Total for 2011 $6,400

At the end of 2011, Tall must also record the following adjustment in connection with these
cost allocations:

Equity in Investee Income . ... ... 6,400
Investment in Short Company .. .......... .. 6,400

To record 2011 amortization of extra cost of building ($1,600)
and equipment ($4,800).

Although these entries are shown separately here for better explanation, Tall would probably
net the income accrual for the year ($30,000) and the amortization ($6,400) to create a single
entry increasing the investment and recognizing equity income of $23,600. Thus, the first-year
return on Tall Company’s beginning investment balance (defined as equity earnings/beginning
investment balance) is equal to 11.80 percent ($23,600/$200,000).

ELIMINATION OF UNREALIZED PROFITS IN INVENTORY

LO6

Describe the rationale and com-
putations to defer unrealized
gains on intra-entity transfers
until the goods are either con-
sumed or sold to outside parties.

Many equity acquisitions establish ties between companies to facilitate the direct purchase and
sale of inventory items. Such intra-entity transactions can occur either on a regular basis
or only sporadically. For example, The Coca-Cola Company recently disclosed that it sold
$6.3 billion of syrup, concentrate, and other finished products to its 35 percent-owned investee
Coca-Cola Enterprises, Inc.

Regardless of their frequency, inventory sales between investor and investee necessitate
special accounting procedures to ensure proper timing of revenue recognition. An underly-
ing principle of accounting is that “revenues are not recognized until earned . . . and rev-
enues are considered to have been earned when the entity has substantially accomplished
what it must do to be entitled to the benefits represented by the revenues.”!” In the sale of

4 Unrealized gains can involve the sale of items other than inventory. The intra-entity transfer of depreciable
fixed assets and land is discussed in a later chapter.

5 FASB, Statement of Financial Accounting Concepts No. 6, “Recognition and Measurement in Financial
Statements of Business Enterprises” (Stamford, CT: December 1984), para. 83.
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EXHIBIT 1.2
Downstream and
Upstream Sales

Downstream sale Upstream sale
Investor Investor
A A
Y Y
Investee Investee

inventory to an unrelated party, recognition of revenue is normally not in question; substan-
tial accomplishment is achieved when the exchange takes place unless special terms are in-
cluded in the contract.

Unfortunately, the earning process is not so clearly delineated in sales made between re-
lated parties. Because of the relationship between investor and investee, the seller of the goods
is said to retain a partial stake in the inventory for as long as the buyer holds it. Thus, the
earning process is not considered complete at the time of the original sale. For proper ac-
counting, income recognition must be deferred until substantial accomplishment is proven.
Consequently, when the investor applies the equity method, reporting of the related profit on
intra-entity transfers is delayed until the buyer’s ultimate disposition of the goods. When the
inventory is eventually consumed within operations or resold to an unrelated party, the origi-
nal sale is culminated and the gross profit is fully recognized.

In accounting, transactions between related companies are identified as either downstream
or upstream. Downstream transfers refer to the investor’s sale of an item to the investee. Con-
versely, an upstream sale describes one that the investee makes to the investor (see Exhibit 1.2).
Although the direction of intra-entity sales does not affect reported equity method balances for
investments when significant influence exists, it has definite consequences when financial con-
trol requires the consolidation of financial statements, as discussed in Chapter 5. Therefore,
these two types of intra-entity sales are examined separately even at this introductory stage.

Downstream Sales of Inventory

Assume that Big Company owns a 40 percent share of Little Company and accounts for this
investment through the equity method. In 2011, Big sells inventory to Little at a price of
$50,000. This figure includes a gross profit of 30 percent, or $15,000. By the end of 2011,
Little has sold $40,000 of these goods to outside parties while retaining $10,000 in inventory
for sale during the subsequent year.

The investor has made downstream sales to the investee. In applying the equity method,
recognition of the related profit must be delayed until the buyer disposes of these goods. Al-
though total intra-entity transfers amounted to $50,000 in 2011, $40,000 of this merchandise has
already been resold to outsiders, thereby justifying the normal reporting of profits. For the
$10,000 still in the investee’s inventory, the earning process is not finished. In computing equity
income, this portion of the intra-entity profit must be deferred until Little disposes of the goods.

The gross profit on the original sale was 30 percent of the transfer price; therefore, Big’s
profit associated with these remaining items is $3,000 ($10,000 X 30%). However, because
only 40 percent of the investee's stock is held, just $1,200 ($3,000 X 40%) of this profit is
unearned. Big’s ownership percentage reflects the intra-entity portion of the profit. The total
$3,000 gross profit within the ending inventory balance is not the amount deferred. Rather,
40 percent of that gross profit is viewed as the currently unrealized figure.

Remaining Gross Gross Profit Investor Unrealized
Ending Profit in Ending Ownership Intra-entity
Inventory Percentage Inventory Percentage Gross Profit

$10,000 30% $3,000 40% $1,200




Discussion Question

IS THIS REALLY ONLY SIGNIFICANT INFLUENCE?

The Coca-Cola Company accounts for its ownership of Coca-Cola Enterprises, Inc. (CCE), by
the equity method as described in this chapter. In 2008, Coca-Cola held approximately
35 percent of CCE outstanding stock. According to the financial statements of CCE, the
products of The Coca-Cola Company account for approximately 93 percent of total CCE
revenues. Moreover, three CCE directors are executive officers of The Coca-Cola Company.
CCE conducts its business primarily under agreements with The Coca-Cola Company. These
agreements give the company the exclusive right to market, distribute, and produce bev-
erage products of The Coca-Cola Company in authorized containers in specified territo-
ries. These agreements provide The Coca-Cola Company with the ability, in its sole
discretion, to establish prices, terms of payment, and other terms and conditions for the
purchase of concentrates and syrups from The Coca-Cola Company.

If Coca-Cola acquires approximately 16 percent more of CCE, it will hold a majority of
the stock so that consolidation becomes a requirement. However, given the size of the pre-
sent ownership and the dependence that CCE has on Coca-Cola for products and market-
ing, does Coca-Cola truly have no more than “the ability to exercise significant influence
over the operating and financial policies” of CCE? Does the equity method fairly represent
the relationship that exists? Or does Coca-Cola actually control CCE despite the level of
ownership, and should consolidation be required? Should the FASB reexamine the bound-
ary between the application of the equity method and consolidation? Should the rules be
rewritten so that Coca-Cola must consolidate CCE rather than use the equity method? If so,
at what level of ownership would the equity method no longer be appropriate?

After calculating the appropriate deferral, the investor decreases current equity income by
$1,200 to reflect the unearned portion of the intra-entity profit. This procedure temporarily re-
moves this portion of the profit from the investor’s books in 2011 until the investee disposes
of the inventory in 2012. Big accomplishes the actual deferral through the following year-end
journal entry:

Deferral of Unrealized Gross Profit
Equity in Investee Income . ... ... 1,200
Investment in Little Company .. ......... ... ... 1,200
To defer unrealized gross profit on sale of inventory to Little Company.

In the subsequent year, when this inventory is eventually consumed by Little or sold to un-
related parties, the deferral is no longer needed. The earning process is complete, and Big
should recognize the $1,200. By merely reversing the preceding deferral entry, the accountant
succeeds in moving the investor’s profit into the appropriate time period. Recognition shifts
from the year of transfer to the year in which the earning process is substantially accomplished.

Subsequent Realization of Intra-entity Gross Profit
Investment in Little Company . ........ . ... .. ... 1,200
Equity in Investee Income .. ... ... 1,200

To recognize income on intra-entity sale that has now been earned
through sales to outsiders.

Upstream Sales of Inventory

Unlike consolidated financial statements (see Chapter 5), the equity method reports upstream
sales of inventory in the same manner as downstream sales. Hence, unrealized profits remaining
in ending inventory are deferred until the items are used or sold to unrelated parties. To illustrate,
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assume that Big Company once again owns 40 percent of Little Company. During the current
year, Little sells merchandise costing $40,000 to Big for $60,000. At the end of the fiscal period,
Big still retains $15,000 of these goods. Little reports net income of $120,000 for the year.

To reflect the basic accrual of the investee’s earnings, Big records the following journal en-
try at the end of this year:

Income Accrual
Investment in Little Company . ......... ... .. ... 48,000
Equity in Investee Income ... .. ... 48,000
To accrue income from 40 percent owned investee ($120,000 X 40%).

The amount of the gross profit remaining unrealized at year-end is computed using the
33/ gross profit percentage of the sales price ($20,000/$60,000):

Remaining Gross Gross Profit Investor Unrealized
Ending Profit in Ending Ownership Intra-entity

Inventory Percentage Inventory Percentage Gross Profit
$15,000 33%% $5,000 40% $2,000

Based on this calculation, a second entry is required of the investor at year-end. Once again,
a deferral of the unrealized gross profit created by the intra-entity transfer is necessary for
proper timing of income recognition. Under the equity method for investments with significant
influence, the direction of the sale between the investor and investee (upstream or down-
stream) has no effect on the final amounts reported in the financial statements.

Deferral of Unrealized Gross Profit
Equity in Investee Income . ... ... 2,000
Investment in Little Company .. .......... .. ... 2,000

To defer recognition of intra-entity unrealized gross profit until inventory
is used or sold to unrelated parties.

After the adjustment, Big, the investor, reports earnings from this equity investment of
$46,000 ($48,000 — $2,000). The income accrual is reduced because a portion of the intra-
entity gross profit is considered unrealized. When the investor eventually consumes or sells
the $15,000 in merchandise, the preceding journal entry is reversed. In this way, the effects of
the transfer are reported in the proper accounting period when the profit is earned by sales to
an outside party.

In an upstream sale, the investor’s own inventory account contains the unrealized profit.
The previous entry, though, defers recognition of this profit by decreasing Big’s investment ac-
count rather than the inventory balance. An alternative treatment would be the direct reduction
of the investor’s inventory balance as a means of accounting for this unrealized amount. Al-
though this alternative is acceptable, decreasing the investment remains the traditional ap-
proach for deferring unrealized gross profits, even for upstream sales.

Whether upstream or downstream, the investor’s sales and purchases are still reported as if
the transactions were conducted with outside parties. Only the unrealized gross profit is de-
ferred, and that amount is adjusted solely through the equity income account. Furthermore, be-
cause the companies are not consolidated, the investee’s reported balances are not altered at all
to reflect the nature of these sales/purchases. Obviously, readers of the financial statements
need to be made aware of the inclusion of these amounts in the income statement. Thus, re-
porting companies must disclose certain information about related-party transactions. These
disclosures include the nature of the relationship, a description of the transactions, the dollar
amounts of the transactions, and amounts due to or from any related parties at year-end.
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Decision Making and the Equity Method

It is important to realize that business decisions, including equity investments, typically in-
volve the assessment of a wide range of consequences. For example, managers frequently are
very interested in how financial statements report the effects of their decisions. This attention
to financial reporting effects of business decisions arises because measurements of financial
performance often affect the following:

* The firm’s ability to raise capital.

* Managerial compensation.

» The ability to meet debt covenants and future interest rates.
* Managers’ reputations.

Managers are also keenly aware that measures of earnings per share can strongly affect in-
vestors’ perceptions of the underlying value of their firms’ publicly traded stock. Conse-
quently, prior to making investment decisions, firms will study and assess the prospective
effects of applying the equity method on the income reported in financial statements. Addi-
tionally, such analyses of prospective reported income effects can influence firms regarding
the degree of influence they wish to have or even on the decision of whether to invest. For ex-
ample, managers could have a required projected rate of return on an initial investment. In
such cases, an analysis of projected income will be made to assist in setting an offer price.

For example, Investmor Co. is examining a potential 25 percent equity investment in
Marco, Inc., that will provide a significant level of influence. Marco projects an annual in-
come of $300,000 for the near future. Marco’s book value is $450,000, and it has an un-
recorded newly developed technology appraised at $200,000 with an estimated useful life of
10 years. In considering offer prices for the 25 percent investment in Marco, Investmor pro-
jects equity earnings as follows:

Projected income (25% X $300,000) . .......... ... ... $75,000
Excess patent amortization ([25% X 200,000/10 years) .. ............... (5,000)
Annual expected equity in Marcoearnings . .. ... $70,000

Investmor’s required first-year rate of return (before tax) on these types of investments is
20 percent. Therefore, to meet the first-year rate of return requirement involves a maximum
price of $350,000 ($70,000/20% = $350,000). If the shares are publicly traded (leaving the
firm a “price taker”), such income projections can assist the company in making a recom-
mendation to wait for share prices to move to make the investment attractive.

Criticisms of the Equity Method

Over the past several decades, thousands of business firms have accounted for their investments
using the equity method. Recently, however, the equity method has come under criticism for the
following:

* Emphasizing the 20-50 percent of voting stock in determining significant influence versus
control.

» Allowing off-balance sheet financing.
+ Potentially biasing performance ratios.

The guidelines for the equity method suggest that a 20-50 percent ownership of voting shares
indicates significant influence that falls short of control. But can one firm exert “control” over
another firm absent an interest of more than 50 percent? Clearly, if one firm controls another,
consolidation is the appropriate financial reporting technique. However, over the years, firms
have learned ways to control other firms despite owning less than 50 percent of voting shares.
For example, contracts across companies can limit one firm’s ability to act without permission
of the other. Such contractual control can be seen in debt arrangements, long-term sales and
purchase agreements, and agreements concerning board membership. As a result, control is ex-
erted through a variety of contractual arrangements. For financial reporting purposes, however,
if ownership is 50 percent or less, a firm can argue that control technically does not exist.



22 Chapter 1

In contrast to consolidated financial reports, when applying the equity method, the in-
vestee’s assets and liabilities are not combined with the investor’s amounts. Instead, the in-
vestor’s balance sheet reports a single amount for the investment and the income statement
reports a single amount for its equity in the earnings of the investee. If consolidated, the assets,
liabilities, revenues, and expenses of the investee are combined and reported in the body of the
investor’s financial statements.

Thus, for those companies wishing to actively manage their reported balance sheet num-
bers, the equity method provides an effective means. By keeping its ownership of voting
shares below 50 percent, a company can technically meet the rules for applying the equity
method for its investments and at the same time report investee assets and liabilities “off bal-
ance sheet.” As a result, relative to consolidation, a firm employing the equity method will re-
port smaller values for assets and liabilities. Consequently, higher rates of return for its assets
and sales, as well as lower debt-to-equity ratios, could result. For example, Accounting Hori-
zons discussed Coca-Cola’s application of the equity method as follows:

Even today, if Coca-Cola consolidates its equity method investments in which it owns more than
40 percent of the outstanding voting stock, Coke’s total liabilities increase by almost 300 percent,
substantially raising its debt-to-equity ratio from 1.24 to 4.79. Media reports indicate that the debt-
rating agencies actually calculate Coke’s ratios on a pro forma basis assuming consolidation.!®

On the surface, it appears that firms can avoid balance sheet disclosure of debts by main-
taining investments at less than 50 percent ownership. However, the equity method requires
summarized information as to assets, liabilities, and results of operations of the investees to be
presented in the notes or in separate statements. Therefore, supplementary information could
be available under the equity method that would not be separately identified in consolidation.
Nonetheless, some companies have contractual provisions (e.g., debt covenants, managerial
compensation agreements) based on ratios in the main body of the financial statements. Meet-
ing the provisions of such contracts could provide managers strong incentives to maintain
technical eligibility to use the equity method rather than full consolidation.

FAIR-VALUE REPORTING OPTION FOR EQUITY METHOD INVESTMENTS

LO7

Explain the rationale and
reporting implications of the fair-
value option for investments
otherwise accounted for by the
equity method.

In 2007, the FASB introduced a fair-value option under which an entity may irrevocably elect
fair value as the initial and subsequent measurement attribute for certain financial assets and
financial liabilities. Under the fair-value option, changes in the fair value of the elected finan-
cial items are included in earnings. Among the many financial assets available for the fair-
value option are included investments accounted for under the equity method.

For example, Citigroup now reports at fair value certain of its investments that previously
were reported using the equity method. In their 2008 annual report Citigroup noted that
“certain investments that would otherwise be accounted for using the equity method are car-
ried at fair value. Changes in fair value of such investments are recorded in earnings.” Many
other firms, however, appeared reluctant to elect the fair-value option for their equity method
investments.!”

Typically, the election date for the fair-value option is the date an investment first qualifies
for equity method treatment—in other words, once significant influence is present.'® However,
such an election is irrevocable, leaving the firm no future option to apply the equity method
for the investment. Any initial effect of the fair-value option election (e.g., adjusting an

6 A, Hartgraves and G. Benston, “The Evolving Accounting Standards for Special Purpose Entities and
Consolidations,” Accounting Horizons, September 2002.

7 "Fair Uptake on the Fair Value Option, Survey Says,” Treasury & Risk, October 28, 2008, reports a Grant
Thornton survey showing 31 percent of CFOs and controllers plan to adopt fair value for their equity method
investments. In a similar survey by PricewaterhouseCoopers 15 percent of the respondents indicated they will
likely adopt the fair-value option for their equity method investments (“PwC: CFOs Predict a Fair-Value
Headache,” CFO.com, May 30, 2007).

'8 Firms also had the opportunity to elect fair-value treatment for equity method investments existing in 2008,
the first effective year for the fair-value option.
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investment previously reported at cost or using a fair-value adjustment account) is reported as
a cumulative-effect adjustment to the opening balance of retained earnings.

Under the fair-value option, firms simply report the investment’s fair value as an asset and
changes in fair value as earnings. As such, firms neither compute excess cost amortizations
nor adjust earnings for intra-entity profits. Dividends received from an investee are included
in earnings under the fair-value option. Because dividends typically reduce an investment’s
fair value, an increase in earnings from dividends received would be offset by a decrease in
earnings from the decline in an investment’s fair value.

To illustrate application of the fair-value option, on January 1, 2010, Westwind Co. pays
$722,000 in exchange for 40,000 common shares of Armco, Inc. Armco has 100,000 common
shares outstanding, the majority of which continue to trade on the New York Stock Exchange.
During the next two years, Armco reports the following information:

Common Shares
Total Fair Value

Year Net Income Cash Dividends at December 31
2010 $158,000 $25,000 $1,900,000
2011 125,000 25,000 1,870,000

Westwind elects to adopt the fair-value reporting option and accordingly makes the following
journal entries for its investment in Armco over the next two years.

Investment in Armco, INC. ... .. ... 722,000
Cash . 722,000
To record Westwind's initial 40 percent investment in Armco, Inc.
Cash .. 10,000
Dividend income ... ... ... ... 10,000
To recognize 2010 dividends received (40%) as investment income.
Investment in Armco, INC. ... ... 38,000
Investment income . ... ... ... 38,000
To recognize Westwind'’s 40 percent of the 2010 change in Armco’s fair value.
Cash .. 10,000
Dividend income .. ... ... ... 10,000
To recognize 2011 dividends received (40%) as investment income.
Investment l0SS . . . ... . ... .. 12,000
Investment in Armco, InC. .. ... ... ... 12,000
To recognize Westwind's 40 percent of the 2011 change in Armco’s fair value.

In its December 31, 2011, balance sheet, Westwind thus reports its Investment in Armco
account at $748,000, equal to 40 percent of Armco’s total fair value (or $722,000 initial cost
adjusted for 2010-2011 fair-value changes of $38,000 less $12,000).

In addition to the increasing emphasis on fair values in financial reporting, the fair-value
option also is motivated by a perceived need for consistency across various balance sheet
items. In particular, the fair-value option is designed to limit volatility in earnings that occurs
when some financial items are measured using cost-based attributes and others at fair value.

As FASB ASC (para. 825-10-10-1) observes, the objective of the fair value option is

... to improve financial reporting by providing entities with the opportunity to mitigate volatility
in reported earnings caused by measuring related assets and liabilities differently without having
to apply complex hedge accounting provisions.

The fair-value reporting option is also available for available-for-sale and held-to-maturity
securities. However, consolidated investments are specifically excluded from the statement’s
scope. The fair-value election for financial reporting began in 2008.
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Summary

1. The equity method of accounting for an investment reflects the close relationship that could exist be-
tween an investor and an investee. More specifically, this approach is available when the owner
achieves the ability to apply significant influence to the investee’s operating and financial decisions.
Significant influence is presumed to exist at the 20 to 50 percent ownership level. However, the
accountant must evaluate each situation, regardless of the percentage of ownership, to determine
whether this ability is actually present.

2. To mirror the relationship between the companies, the equity method requires the investor to accrue
income when the investee earned it. In recording this profit or loss, the investor separately reports
items such as extraordinary gains and losses as well as prior period adjustments to highlight their
nonrecurring nature. Dividend payments decrease the owners’ equity of the investee company; there-
fore, the investor reduces the investment account when collected.

3. When acquiring capital stock, an investor often pays an amount that exceeds the investee company’s
underlying book value. For accounting purposes, such excess payments must be either identified with
specific assets and liabilities (such as land or buildings) or allocated to an intangible asset referred to
as goodwill. The investor then amortizes each assigned cost (except for any amount attributed to land
or goodwill) over the expected useful lives of the assets and liabilities. This amortization reduces the
amount of equity income being reported.

4. Ifthe investor sells the entire investment or any portion of it, the equity method is applied consistently
until the date of disposal. A gain or loss is computed based on the adjusted book value at that time.
Remaining shares are accounted for by means of either the equity method or the fair-value method,
depending on the investor’s subsequent ability to significantly influence the investee.

5. Inventory (or other assets) can be transferred between investor and investee. Because of the rela-
tionship between the two companies, the equity income accrual should be reduced to defer the
intra-entity portion of any gross profit included on these transfers until the items are either sold to out-
siders or consumed. Thus, the amount of intra-entity gross profit in ending inventory decreases
the amount of equity income being recognized in the current period although this effect is subse-
quently reversed.

6. Since 2008, firms may elect to report significant influence investments at fair value with changes in
fair value as earnings. Under the fair-value option, firms simply report the investment’s fair value as
an asset and changes in fair value as earnings.

Comprehensive
Illustration

PROBLEM

(Estimated Time: 30 to 50 Minutes) Every chapter in this textbook concludes with an illustration de-
signed to assist students in tying together the essential elements of the material presented. After a careful
reading of each chapter, attempt to work through the comprehensive problem. Then review the solution
that follows the problem, noting the handling of each significant accounting issue.

Part A

On January 1, 2010, Big Company pays $70,000 for a 10 percent interest in Little Company. On that
date, Little has a book value of $600,000, although equipment, which has a five-year life, is undervalued
by $100,000 on its books. Little Company’s stock is closely held by a few investors and is traded only in-
frequently. Because fair values are not readily available on a continuing basis, the investment account is
appropriately maintained at cost.

On January 1, 2011, Big acquires an additional 30 percent of Little Company for $264,000. This sec-
ond purchase provides Big the ability to exert significant influence over Little and Big will now apply
the equity method. At the time of this transaction, Little’s equipment with a four-year life was underval-
ued by only $80,000.

During these two years, Little reported the following operational results:

Year Net Income Cash Dividends Paid

2010 $210,000 $110,000
2011 250,000 100,000
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Additional Information

* Cash dividends are always paid on July 1 of each year.
* Any goodwill is considered to have an indefinite life.

Required
a. What income did Big originally report for 2010 in connection with this investment?

b. On comparative financial statements for 2010 and 2011, what figures should Big report in connec-
tion with this investment?

Part B (This Problem Is a Continuation of Part A)

In 2012, Little Company reports $400,000 in income from continuing operations plus a $60,000 extra-
ordinary gain. The company pays a $120,000 cash dividend. During this fiscal year, Big sells inventory
costing $80,000 to Little for $100,000. Little continues to hold 30 percent of this merchandise at the end
of 2012. Big maintains 40 percent ownership of Little throughout the period.

Required

Prepare all necessary journal entries for Big for the year of 2012.

SOLUTION

Part A

a. Big Company accounts for its investment in Little Company at cost during 2010. Because Big held
only 10 percent of the outstanding shares, significant influence was apparently not present. Because
the stock is not actively traded, fair values are not available and the investment remains at cost. There-
fore, the investor records only the $11,000 ($110,000 X 10%) received in dividends as income in the
original financial reporting for that year.

b. To make comparative reports consistent, a change to the equity method is recorded retrospectively.
Therefore, when the ability to exert significant influence over the operations of Little is established
on January 1, 2011, both Big’s 2010 and 2011 financial statements will reflect the equity method.

Big first evaluates the initial purchase of Little’s stock to determine whether either goodwill or incre-
mental asset values need to be reflected within the equity method procedures.

Purchase of 10 Percent of Voting Stock on January 1, 2010

Payment by iNVeSTOr ... ... .. .. $70,000
Percentage of book value acquired (600,000 X 10%) . ................... 60,000
Payment in excess of book value . .......... . ... ... ... .. .. .. ... ... ... 10,000
Excess payment identified with specific assets:

Equipment ($100,000 X 10%) ... ... .. i 10,000
Excess payment not identified with specific assets—goodwill .. ............ .. =0=

As shown here, the $10,000 excess payment was made to recognize the undervaluation of Little’s equip-
ment. This asset had a useful life at that time of five years; thus, the investor records amortization ex-
pense of $2,000 each year.

A similar calculation must be carried out for Big’s second stock purchase:

Purchase of 30 Percent of Voting Stock on January 1, 2011

Payment by investor .. ...... ... ... $264,000
Percentage of book value® acquired ($700,000 X 30%) . .................. 210,000
Payment in excess of book value .. ....... ... .. ... .. ... 54,000
Excess payment identified with specific assets:

Equipment ($80,000 X 30%) ... ..t 24,000
Excess payment not identified with specific assets—goodwill .. ............ .. $ 30,000

*Little’s book value on January 1, 2011, is computed by adding the 2010 net income of $210,000 less dividends paid of $110,000 to the previous
book value of $600,000.
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In this second acquisition, $24,000 of the payment is attributable to the undervalued equipment with
$30,000 assigned to goodwill. Because the equipment now has only a four-year remaining life, annual
amortization of $6,000 is appropriate ($24,000/4).

After the additional shares are acquired on January 1, 2011, Big’s financial records for 2010 must be
retrospectively restated as if the equity method had been applied from the date of the initial investment.

Financial Reporting—2010

Equity in Investee Income (income statement)

Income reported by Little .. ... ... .. .. ... $210,000
Big's OWNErship . . . ..o 10%
Accrual for 2010 . . ..o $ 21,000
Less: Equipment amortization (first purchase) .. ..................... (2,000)
Equity in investee income—2010 . .. .. ... ... ... $ 19,000
Investment in Little (balance sheet)
Cost of first acquisition . ... ... .. ... ... $ 70,000
2010 Equity in investee income (above) . ........... ... ... ... ... 19,000
Less: Dividends received ($110,000 X 10%) . ... ... (11,000)
Investment in Little—12/31/10 . . . .. $ 78,000

Financial Reporting—2011

Equity in Investee Income (income statement)

Income reported by Little . ... ... ... .. $250,000
Big's OWNErship . . . .. oo 40%
Big’s share of Little’s reported income . ........... ... ... .. ... ... $100,000

Less: Amortization expense:

Equipment (first purchase) .. ....... ... . ... ... .. .. ... ... (2,000)

Equipment (second purchase) .. ........ ... .. .. ... (6,000)
Equity in investee income—2011 ... .. ... ... ... $ 92,000
Investment in Little (balance sheet)

Book value—12/31/10 (@bove) . .. ... ... . . . . $ 78,000

Cost of 2011 acquisition .. ... ... ... .. .. ... 264,000

Equity in investee income (@bove) .. ... ... 92,000

Less: Dividends received ($100,000 X 40%) . ... ..o (40,000)
Investment in Little—12/31/11 . . ... .. . . . . . . $394,000
Part B

On July 1, 2012, Big receives a $48,000 cash dividend from Little (40% X $120,000). According to the
equity method, receipt of this dividend reduces the carrying value of the investment account:

Cash 48,000
Investment in Little Company . ......... ... ... ... ... .. ... .. 48,000
To record receipt of 2012 dividend from investee.

Big records no other journal entries in connection with this investment until the end of 2012. At that time,
the annual accrual of income as well as the adjustment to record amortization is made (see Part A for com-
putation of expense). The investee’s continuing income is reported separately from the extraordinary item.

Investment in Little Company .. ............. ... . 184,000
Equity in Investee Income . ... ... .. 160,000
Extraordinary Gain of Investee .. ......... ... ... ... .. ... ..., 24,000

To recognize reported income of investee based on a 40 percent
ownership level of $400,000 operating income and $60,000
extraordinary gain.

Equity in Investee Income . ... ... 8,000
Investment in Little Company . ............ ... .. ... .. ... .. 8,000

To record annual amortization on excess payment made in relation
to equipment ($2,000 from first purchase and $6,000 from second).
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Big needs to make only one other equity entry during 2012. Intra-entity sales have occurred and Little
continues to hold a portion of the inventory. Therefore, an unrealized profit exists that must be deferred.
The gross profit rate from the sale was 20 percent ($20,000/$100,000). Because the investee still possesses
$30,000 of this merchandise, the related gross profit is $6,000 ($30,000 X 20%). However, Big owns
only 40 percent of Little’s outstanding stock; thus, the unrealized intra-entity gross profit at year’s end is
$2,400 ($6,000 X 40%). That amount must be deferred until Little consumes or sells the inventory to
unrelated parties in subsequent years.

Equity in Investee Company .. ... 2,400
Investment in Little Company . ........... ... .. .. .. ... .... 2,400
To defer unrealized gross profit on intra-entity sale.

Questions 1. A company acquires a rather large investment in another corporation. What criteria determine
whether the investor should apply the equity method of accounting to this investment?
2. What indicates an investor’s ability to significantly influence the decision-making process of an
investee?

3. Why does the equity method record dividends received from an investee as a reduction in the in-
vestment account, not as dividend income?

4. Jones Company possesses a 25 percent interest in the outstanding voting shares of Sandridge Company.
Under what circumstances might Jones decide that the equity method would not be appropriate to
account for this investment?

5. Smith, Inc., has maintained an ownership interest in Watts Corporation for a number of years. This
investment has been accounted for using the equity method. What transactions or events create
changes in the Investment in Watts Corporation account being recorded by Smith?

6. Although the equity method is a generally accepted accounting principle (GAAP), recognition of
equity income has been criticized. What theoretical problems can opponents of the equity method
identify? What managerial incentives exist that could influence a firm’s percentage ownership interest
in another firm?

7. Because of the acquisition of additional investee shares, an investor can choose to change from the fair-
value method to the equity method. Which procedures are applied to effect this accounting change?

8. Riggins Company accounts for its investment in Bostic Company using the equity method. During
the past fiscal year, Bostic reported an extraordinary gain on its income statement. How would this
extraordinary item affect the investor’s financial records?

9. During the current year, Davis Company’s common stock suffers a permanent drop in market value.
In the past, Davis has made a significant portion of its sales to one customer. This buyer recently
announced its decision to make no further purchases from Davis Company, an action that led to the
loss of market value. Hawkins, Inc., owns 35 percent of the outstanding shares of Davis, an invest-
ment that is recorded according to the equity method. How would the loss in value affect this in-
vestor’s financial reporting?

10. Wilson Company acquired 40 percent of Andrews Company at a bargain price because of losses ex-
pected to result from Andrews’s failure in marketing several new products. Wilson paid only $100,000,
although Andrews’s corresponding book value was much higher. In the first year after acquisition,
Andrews lost $300,000. In applying the equity method, how should Wilson account for this loss?

11. In a stock acquisition accounted for by the equity method, a portion of the purchase price often is at-
tributed to goodwill or to specific assets or liabilities. How are these amounts determined at acqui-
sition? How are these amounts accounted for in subsequent periods?

12. Princeton Company holds a 40 percent interest in the outstanding voting stock of Yale Company. On
June 19 of the current year, Princeton sells part of this investment. What accounting should Princeton
make on June 19? What accounting will Princeton make for the remainder of the current year?

13. What is the difference between downstream and upstream sales? How does this difference impact
application of the equity method?

14. How is the unrealized gross profit on intra-entity sales calculated? What effect does an unrealized
gross profit have on the recording of an investment if the equity method is applied?

15. How are intra-entity transfers reported in an investee’s separate financial statements if the investor
is using the equity method?

16. What is the fair-value option for reporting equity method investments? How do the equity method
and the fair-value option differ in recognizing income from an investee?
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Problems

LO3

LO2

LO3

LO7

LO7

LO3

LO3, LO5

. When an investor uses the equity method to account for investments in common stock, cash dividends

received by the investor from the investee should be recorded as

a. A deduction from the investor’s share of the investee’s profits.

b. Dividend income.

c. A deduction from the stockholders’ equity account, dividends to stockholders.
d. A deduction from the investment account.

(AICPA adapted)

. Which of the following does not indicate an investor company’s ability to significantly influence an

investee?

a. Material intra-entity transactions.

b. The investor owns 30 percent of the investee but another owner holds the remaining 70 percent.
c. Interchange of personnel.

d. Technological dependency.

. Sisk Company has owned 10 percent of Maust, Inc., for the past several years. This ownership did

not allow Sisk to have significant influence over Maust. Recently, Sisk acquired an additional 30 percent
of Maust and now will use the equity method. How will the investor report this change?

a. A cumulative effect of an accounting change is shown in the current income statement.

b. No change is recorded; the equity method is used from the date of the new acquisition.

c. A retrospective adjustment is made to restate all prior years presented using the equity method.
d. Sisk has the option to choose the method to show this change.

. Under the fair-value option, which of the following affects the income the investor recognizes from

its ownership of the investee?

a. The investee’s reported income adjusted for excess cost over book value amortizations.
b. Changes in the fair value of the investor’s ownership shares of the investee.

c. Intra-entity profits from upstream sales.

d. Extraordinary items reported by the investee.

. When an investor elects the fair-value option for a significant influence investment, cash dividends

received by the investor from the investee should be recorded as

a. A deduction from the investor’s share of the investee’s reported income.

b. A deduction from the investment account.

c. A reduction from accumulated other comprehensive income reported in stockholders’ equity.
d. Dividend income.

. On January 1, Puckett Company paid $1.6 million for 50,000 shares of Harrison’s voting common

stock, which represents a 40 percent investment. No allocation to goodwill or other specific account
was made. Significant influence over Harrison is achieved by this acquisition and so Puckett applies
the equity method. Harrison distributed a dividend of $2 per share during the year and reported net
income of $560,000. What is the balance in the Investment in Harrison account found in Puckett’s
financial records as of December 31?

a. $1,724,000.
b. $1,784,000.
c. $1,844,000.
d. $1,884,000.

. In January 2010, Wilkinson, Inc., acquired 20 percent of the outstanding common stock of Bremm,

Inc., for $700,000. This investment gave Wilkinson the ability to exercise significant influence over
Bremm. Bremm’s assets on that date were recorded at $3,900,000 with liabilities of $900,000. Any
excess of cost over book value of the investment was attributed to a patent having a remaining useful
life of 10 years.

In 2010, Bremm reported net income of $170,000. In 2011, Bremm reported net income of
$210,000. Dividends of $70,000 were paid in each of these two years. What is the equity method
balance of Wilkinson’s Investment in Bremm, Inc., at December 31, 2011?

a. $728,000.
b. $748,000.
c. $756,000.
d. $776,000.
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. Ace purchases 40 percent of Baskett Company on January 1 for $500,000. Although Ace did not use

it, this acquisition gave Ace the ability to apply significant influence to Baskett’s operating and
financing policies. Baskett reports assets on that date of $1,400,000 with liabilities of $500,000. One
building with a seven-year life is undervalued on Baskett’s books by $140,000. Also, Baskett’s book
value for its trademark (10-year life) is undervalued by $210,000. During the year, Baskett reports
net income of $90,000 while paying dividends of $30,000. What is the Investment in Baskett Company
balance (equity method) in Ace’s financial records as of December 31?

a. $504,000.

b. $507,600.

c. $513,900.

d. $516,000.

. Goldman Company reports net income of $140,000 each year and pays an annual cash dividend of

$50,000. The company holds net assets of $1,200,000 on January 1, 2010. On that date, Wallace pur-
chases 40 percent of the outstanding stock for $600,000, which gives it the ability to significantly
influence Goldman. At the purchase date, the excess of Wallace’s cost over its proportionate share of
Goldman’s book value was assigned to goodwill. On December 31, 2012, what is the Investment in
Goldman Company balance (equity method) in Wallace’s financial records?

a. $600,000.
b. $660,000.
c. $690,000.
d. $708,000.

Perez, Inc., applies the equity method for its 25 percent investment in Senior, Inc. During 2011,
Perez sold goods with a 40 percent gross profit to Senior. Senior sold all of these goods in 2011.
How should Perez report the effect of the intra-entity sale on its 2011 income statement?

a. Sales and cost of goods sold should be reduced by the amount of intra-entity sales.
b. Sales and cost of goods sold should be reduced by 25 percent of the amount of intra-entity sales.

c. Investment income should be reduced by 25 percent of the gross profit on the amount of intra-
entity sales.

d. No adjustment is necessary.

Panner, Inc., owns 30 percent of Watkins and applies the equity method. During the current year,

Panner buys inventory costing $54,000 and then sells it to Watkins for $90,000. At the end of the

year, Watkins still holds only $20,000 of merchandise. What amount of unrealized gross profit must

Panner defer in reporting this investment using the equity method?

a. $2,400.
b. $4,800.
c. $8,000.
d. $10,800.

Alex, Inc., buys 40 percent of Steinbart Company on January 1, 2010, for $530,000. The equity
method of accounting is to be used. Steinbart’s net assets on that date were $1.2 million. Any excess
of cost over book value is attributable to a trade name with a 20-year remaining life. Steinbart
immediately begins supplying inventory to Alex as follows:

Amount Held by Alex

at Year-End
Year Cost to Steinbart Transfer Price (at Transfer Price)
2010 $70,000 $100,000 $25,000
2011 96,000 150,000 45,000

Inventory held at the end of one year by Alex is sold at the beginning of the next.
Steinbart reports net income of $80,000 in 2010 and $110,000 in 2011 while paying $30,000 in
dividends each year. What is the equity income in Steinbart to be reported by Alex in 2011?

a. $34,050.
b. $38,020.
c. $46,230.
d. $51,450.
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On January 3, 2011, Haskins Corporation acquired 40 percent of the outstanding common stock of
Clem Company for $990,000. This acquisition gave Haskins the ability to exercise significant in-
fluence over the investee. The book value of the acquired shares was $790,000. Any excess cost over
the underlying book value was assigned to a patent that was undervalued on Clem’s balance sheet.
This patent has a remaining useful life of 10 years. For the year ended December 31, 2011, Clem
reported net income of $260,000 and paid cash dividends of $80,000. At December 31, 2011, what
should Haskins report as its investment in Clem under the equity method?

On January 1, 2010, Alison, Inc., paid $60,000 for a 40 percent interest in Holister Corporation’s
common stock. This investee had assets with a book value of $200,000 and liabilities of $75,000. A
patent held by Holister having a $5,000 book value was actually worth $20,000. This patent had a
six-year remaining life. Any further excess cost associated with this acquisition was attributed to
goodwill. During 2010, Holister earned income of $30,000 and paid dividends of $10,000. In 2011,
it had income of $50,000 and dividends of $15,000. During 2011, the fair value of Allison’s invest-
ment in Holister had risen from $68,000 to $75,000.

a. Assuming Alison uses the equity method, what balance should appear in the Investment in Holister

account as of December 31, 2011?

b. Assuming Alison uses the fair-value option, what income from the investment in Holister should
be reported for 2011?

. On January 1, 2011, Ruark Corporation acquired a 40 percent interest in Batson, Inc., for $210,000.

On that date, Batson’s balance sheet disclosed net assets of $360,000. During 2011, Batson reported
net income of $80,000 and paid cash dividends of $25,000. Ruark sold inventory costing $30,000 to
Batson during 2011 for $40,000. Batson used all of this merchandise in its operations during 2011.
Prepare all of Ruark’s 2011 journal entries to apply the equity method to this investment.

Waters, Inc., acquired 10 percent of Denton Corporation on January 1, 2010, for $210,000 although
Denton’s book value on that date was $1,700,000. Denton held land that was undervalued by $100,000
on its accounting records. During 2010, Denton earned a net income of $240,000 while paying cash
dividends of $90,000. On January 1, 2011, Waters purchased an additional 30 percent of Denton for
$600,000. Denton’s land is still undervalued on that date, but then by $120,000. Any additional excess
cost was attributable to a trademark with a 10-year life for the first purchase and a 9-year life for the
second. The initial 10 percent investment had been maintained at cost because fair values were not
readily available. The equity method will now be applied. During 2011, Denton reported income of
$300,000 and distributed dividends of $110,000. Prepare all of the 2011 journal entries for Waters.

Tiberand, Inc., sold $150,000 in inventory to Schilling Company during 2010 for $225,000.
Schilling resold $105,000 of this merchandise in 2010 with the remainder to be disposed of during
2011. Assuming that Tiberand owns 25 percent of Schilling and applies the equity method, what
journal entry is recorded at the end of 2010 to defer the unrealized gross profit?
Hager holds 30 percent of the outstanding shares of Jenkins and appropriately applies the equity
method of accounting. Excess cost amortization (related to a patent) associated with this investment
amounts to $9,000 per year. For 2010, Jenkins reported earnings of $80,000 and pays cash dividends
of $30,000. During that year, Jenkins acquired inventory for $50,000, which it then sold to Hager for
$80,000. At the end of 2010, Hager continued to hold merchandise with a transfer price of $40,000.
a. What Equity in Investee Income should Hager report for 2010?
b. How will the intra-entity transfer affect Hager’s reporting in 2011?
c. If Hager had sold the inventory to Jenkins, how would the answers to (a) and (b) have changed?
On January 1, 2009, Monroe, Inc., purchased 10,000 shares of Brown Company for $250,000, giv-
ing Monroe 10 percent ownership of Brown. On January 1, 2010, Monroe purchased an additional
20,000 shares (20 percent) for $590,000. This latest purchase gave Monroe the ability to apply sig-
nificant influence over Brown. The original 10 percent investment was categorized as an available-
for-sale security. Any excess of cost over book value acquired for either investment was attributed
solely to goodwill.

Brown reports net income and dividends as follows. These amounts are assumed to have occurred
evenly throughout these years.

Cash Dividends

Net Income (paid quarterly)
2009 $350,000 $100,000
2010 480,000 110,000

2011 500,000 120,000
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On July 1, 2011, Monroe sells 2,000 shares of this investment for $46 per share, thus reducing
its interest from 30 to 28 percent. However, the company retains the ability to significantly influence
Brown. Using the equity method, what amounts appear in Monroe’s 2011 income statement?

Collins, Inc., purchased 10 percent of Merton Corporation on January 1, 2010, for $345,000 and

classified the investment as an available-for-sale security. Collins acquires an additional 15 percent

of Merton on January 1, 2011, for $580,000. The equity method of accounting is now appropriate

for this investment. No intra-entity sales have occurred.

a. How does Collins initially determine the income to be reported in 2010 in connection with its
ownership of Merton?

b.  What factors should have influenced Collins in its decision to apply the equity method in 2011?

c. What factors could have prevented Collins from adopting the equity method after this second
purchase?

d. What is the objective of the equity method of accounting?

e. What criticisms have been leveled at the equity method?
In comparative statements for 2010 and 2011, how would Collins determine the income to be
reported in 2010 in connection with its ownership of Merton? Why is this accounting appropriate?

g. How is the allocation of Collins’s acquisition made?

h. If Merton pays a cash dividend, what impact does it have on Collins’s financial records under the
equity method? Why is this accounting appropriate?

i.  On financial statements for 2011, what amounts are included in Collins’s Investment in Merton
account? What amounts are included in Collins’s Equity in Income of Merton account?

Parrot Corporation holds a 42 percent ownership of Sunrise, Inc. The equity method is being ap-

plied. Parrot assigned the entire original excess purchase price over book value to goodwill. During

2010, the two companies made intra-entity inventory transfers. A portion of this merchandise was

not resold until 2011. During 2011, additional transfers were made.

a. What is the difference between upstream transfers and downstream transfers?

b. How does the direction of an intra-entity transfer (upstream versus downstream) affect the ap-
plication of the equity method?

c. How is the intra-entity unrealized gross profit computed in applying the equity method?

d. How should Parrot compute the amount of equity income to be recognized in 2010? What entry
is made to record this income?

e. How should Parrot compute the amount of equity income to be recognized in 2011?
If none of the transferred inventory had remained at the end of 2010, how would these transfers
have affected the application of the equity method?

g. How do these intra-entity transfers affect Sunrise’s financial reporting?

Several years ago, Einstein, Inc., bought 40 percent of the outstanding voting stock of Brooks Com-

pany. The equity method is appropriately applied. On August 1 of the current year, Einstein sold a

portion of these shares.

a. How does Einstein compute the book value of this investment on August 1 to determine its gain
or loss on the sale?

b. How should Einstein account for this investment after August 1?

c. If Einstein retains only a 2 percent interest in Brooks so that it holds virtually no influence over
Brooks, what figures appear in the investor’s income statement for the current year?

d. If Einstein retains only a 2 percent interest in Brooks so that virtually no influence is held, does
the investor have to retroactively adjust any previously reported figures?

Russell owns 30 percent of the outstanding stock of Thacker and has the ability to significantly in-
fluence the investee’s operations and decision making. On January 1, 2011, the balance in the Invest-
ment in Thacker account is $335,000. Amortization associated with this acquisition is $9,000 per
year. In 2011, Thacker earns an income of $90,000 and pays cash dividends of $30,000. Previously,
in 2010, Thacker had sold inventory costing $24,000 to Russell for $40,000. Russell consumed all
but 25 percent of this merchandise during 2010 and used the rest during 2011. Thacker sold addi-
tional inventory costing $28,000 to Russell for $50,000 in 2011. Russell did not consume 40 percent
of these 2011 purchases from Thacker until 2012.

a. What amount of equity method income would Russell recognize in 2011 from its ownership in-
terest in Thacker?

b. What is the equity method balance in the Investment in Thacker account at the end of 2011?
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On January 1, 2010, Allan acquires 15 percent of Bellevue’s outstanding common stock for $62,000.

Allan classifies the investment as an available-for-sale security and records any unrealized holding

gains or losses directly in owners’ equity. On January 1, 2011, Allan buys an additional 10 percent of

Bellevue for $43.,800, providing Allan the ability to significantly influence Bellevue’s decisions.
During the next two years, the following information is available for Bellevue:

Common Stock

Income Dividends Fair Value (12/31)
2010 $ 80,000 $30,000 $438,000
2011 100,000 40,000 468,000

In each purchase, Allan attributes any excess of cost over book value to Bellevue’s franchise agree-
ments that had a remaining life of 10 years at January 1, 2010. Also at January 1, Bellevue reports a
net book value of $280,000.

a. Assume Allan applies the equity method to its Investment in Bellevue account:

1. On Allan’s December 31, 2011, balance sheet, what amount is reported for the Investment in
Bellevue account?

2. What amount of equity income should Allan report for 2011?

3. Prepare the January 1, 2011, journal entry to retrospectively adjust the Investment in Bellevue
account to the equity method.

b. Assume Allan elects the fair-value reporting option for its investment in Bellevue:

1. On Allan’s December 31, 2011, balance sheet, what amount is reported for the Investment in
Bellevue account?

2. What amount of income from its investment in Bellevue should Allan report for 2011?

Anderson acquires 10 percent of the outstanding voting shares of Barringer on January 1, 2009, for
$92,000 and categorizes the investment as an available-for-sale security. An additional 20 percent of
the stock is purchased on January 1, 2010, for $210,000, which gives Anderson the ability to signif-
icantly influence Barringer. Barringer has a book value of $800,000 at January 1, 2009, and records
net income of $180,000 for that year. Barringer paid dividends of $80,000 during 2009. The book
values of Barringer’s asset and liability accounts are considered as equal to fair values except for a
copyright whose value accounted for Anderson’s excess cost in each purchase. The copyright had a
remaining life of 16 years at January 1, 2009.

Barringer reported $210,000 of net income during 2010 and $230,000 in 2011. Dividends of
$100,000 are paid in each of these years. Anderson uses the equity method.

a. On comparative income statements issued in 2011 by Anderson for 2009 and 2010,
what amounts of income would be reported in connection with the company’s investment in
Barringer?

b. If Anderson sells its entire investment in Barringer on January 1, 2012, for $400,000 cash, what
is the impact on Anderson’s income?

c. Assume that Anderson sells inventory to Barringer during 2010 and 2011 as follows:

Cost to Price to Year-End Balance
Year Anderson Barringer (at Transfer Price)
2010 $35,000 $50,000 $20,000 (sold in following year)
2011 33,000 60,000 40,000 (sold in following year)

What amount of equity income should Anderson recognize for the year 2011?

Smith purchased 5 percent of Barker’s outstanding stock on October 1, 2009, for $7,475 and ac-
quired an additional 10 percent of Barker for $14,900 on July 1, 2010. Both of these purchases were
accounted for as available-for-sale investments. Smith purchases a final 20 percent on December 31,
2011, for $34,200. With this final acquisition, Smith achieves the ability to significantly influence
Barker’s decision-making process and employs the equity method.

Barker has a book value of $100,000 as of January 1, 2009. Information follows concerning
the operations of this company for the 2009-2011 period. Assume that all income was earned
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uniformly in each year. Assume also that one-fourth of the total annual dividends are paid at the end
of each calendar quarter.

Year Reported Income Dividends
2009 $20,000 $ 8,000
2010 30,000 16,000
2011 24,000 9,000

On Barker’s financial records, the book values of all assets and liabilities are the same as their fair
values. Any excess cost from either purchase relates to identifiable intangible assets. For each pur-
chase, the excess cost is amortized over 15 years. Amortization for a portion of a year should be
based on months.

a. On comparative income statements issued in 2012 for the years of 2009, 2010, and 2011, what
would Smith report as its income derived from this investment in Barker?

b. On a balance sheet as of December 31, 2011, what should Smith report as investment in Barker?

Hobson acquires 40 percent of the outstanding voting stock of Stokes Company on January 1, 2010,
for $210,000 in cash. The book value of Stokes’s net assets on that date was $400,000, although one
of the company’s buildings, with a $60,000 carrying value, was actually worth $100,000. This build-
ing had a 10-year remaining life. Stokes owned a royalty agreement with a 20-year remaining life
that was undervalued by $85,000.

Stokes sold inventory with an original cost of $60,000 to Hobson during 2010 at a price of
$90,000. Hobson still held $15,000 (transfer price) of this amount in inventory as of December 31,
2010. These goods are to be sold to outside parties during 2011.

Stokes reported a loss of $60,000 for 2010, $40,000 from continuing operations and $20,000
from an extraordinary loss. The company still manages to pay a $10,000 cash dividend during
the year.

During 2011, Stokes reported a $40,000 net income and distributed a cash dividend of $12,000.
It made additional inventory sales of $80,000 to Hobson during the period. The original cost of the
merchandise was $50,000. All but 30 percent of this inventory had been resold to outside parties by
the end of the 2011 fiscal year.

Prepare all journal entries for Hobson for 2010 and 2011 in connection with this investment. As-
sume that the equity method is applied.

Penston Company owns 40 percent (40,000 shares) of Scranton, Inc., which it purchased several
years ago for $182,000. Since the date of acquisition, the equity method has been properly applied,
and the book value of the investment account as of January 1, 2011, is $248,000. Excess patent cost
amortization of $12,000 is still being recognized each year. During 2011, Scranton reports net in-
come of $200,000, $320,000 in operating income earned evenly throughout the year, and a $120,000
extraordinary loss incurred on October 1. No dividends were paid during the year. Penston sold
8,000 shares of Scranton on August 1, 2011, for $94,000 in cash. However, Penston retains the abil-
ity to significantly influence the investee.

During the last quarter of 2010, Penston sold $50,000 in inventory (which it had originally pur-
chased for only $30,000) to Scranton. At the end of that fiscal year, Scranton’s inventory retained
$9,000 (at sales price) of this merchandise, which was subsequently sold in the first quarter of 2011.

On Penston’s financial statements for the year ended December 31, 2011, what income effects
would be reported from its ownership in Scranton?

On July 1, 2009, Gibson Company acquired 75,000 of the outstanding shares of Miller Company for
$12 per share. This acquisition gave Gibson a 35 percent ownership of Miller and allowed Gibson to
significantly influence the investee’s decisions.

As of July 1, 2009, the investee had assets with a book value of $2 million and liabilities of
$400,000. At the time, Miller held equipment appraised at $150,000 above book value; it was con-
sidered to have a seven-year remaining life with no salvage value. Miller also held a copyright with
a five-year remaining life on its books that was undervalued by $650,000. Any remaining excess cost
was attributable to goodwill. Depreciation and amortization are computed using the straight-line
method. Gibson applies the equity method for its investment in Miller.

Miller’s policy is to pay a $1 per share cash dividend every April 1 and October 1. Miller’s in-
come, earned evenly throughout each year, was $550,000 in 2009, $575,000 in 2010, and $620,000
in 2011.
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In addition, Gibson sold inventory costing $90,000 to Miller for $150,000 during 2010. Miller
resold $80,000 of this inventory during 2010 and the remaining $70,000 during 2011.
a. Prepare a schedule computing the equity income to be recognized by Gibson during each of
these years.

b. Compute Gibson’s investment in Miller Company’s balance as of December 31, 2011.

30. On January 1, 2009, Plano Company acquired 8 percent (16,000 shares) of the outstanding voting
shares of the Sumter Company for $192,000, an amount equal to Sumter’s underlying book and fair
value. Sumter pays a cash dividend to its stockholders each year of $100,000 on September 15.
Sumter reported net income of $300,000 in 2009, $360,000 in 2010, $400,000 in 2011, and
$380,000 in 2012. Each income figure can be assumed to have been earned evenly throughout its re-
spective year. In addition, the fair value of these 16,000 shares was indeterminate, and therefore the
investment account remained at cost.

On January 1, 2011, Plano purchased an additional 32 percent (64,000 shares) of Sumter for
$965,750 in cash and began to use the equity method. This price represented a $50,550 payment in
excess of the book value of Sumter’s underlying net assets. Plano was willing to make this extra pay-
ment because of a recently developed patent held by Sumter with a 15-year remaining life. All other
assets were considered appropriately valued on Sumter’s books.

On July 1, 2012, Plano sold 10 percent (20,000 shares) of Sumter’s outstanding shares for
$425,000 in cash. Although it sold this interest, Plano maintained the ability to significantly influ-
ence Sumter’s decision-making process. Assume that Plano uses a weighted average costing system.

Prepare the journal entries for Plano for the years of 2009 through 2012.

31. On January 1, 2010, Stream Company acquired 30 percent of the outstanding voting shares of
Q-Video, Inc., for $770,000. Q-Video manufactures specialty cables for computer monitors. On that
date, Q-Video reported assets and liabilities with book values of $1.9 million and $700,000, respec-
tively. A customer list compiled by Q-Video had an appraised value of $300,000, although it was not
recorded on its books. The expected remaining life of the customer list was five years with a
straight-line depreciation deemed appropriate. Any remaining excess cost was not identifiable with
any particular asset and thus was considered goodwill.

Q-Video generated net income of $250,000 in 2010 and a net loss of $100,000 in 2011. In each
of these two years, Q-Video paid a cash dividend of $15,000 to its stockholders.

During 2010, Q-Video sold inventory that had an original cost of $100,000 to Stream for
$160,000. Of this balance, $80,000 was resold to outsiders during 2010, and the remainder was sold
during 2011. In 2011, Q-Video sold inventory to Stream for $175,000. This inventory had cost only
$140,000. Stream resold $100,000 of the inventory during 2011 and the rest during 2012.

For 2010 and then for 2011, compute the amount that Stream should report as income from its
investment in Q-Video in its external financial statements under the equity method.

Develop Your
Skills

EXCEL CASE 1

PA On January 1, 2011, Acme Co. is considering purchasing a 40 percent ownership interest in PHC Co.,

skills a privately held enterprise, for $700,000. PHC predicts its profit will be $185,000 in 2011, projects a
10 percent annual increase in profits in each of the next four years, and expects to pay a steady annual
dividend of $30,000 for the foreseeable future. Because PHC has on its books a patent that is undervalued
by $375,000, Acme realizes that it will have an additional amortization expense of $15,000 per year over
the next 10 years—the patent’s estimated useful life. All of PHC’s other assets and liabilities have book
values that approximate market values. Acme uses the equity method for its investment in PHC.

Required

1. Using an Excel spreadsheet, set the following values in cells:
* Acme’s cost of investment in PHC.
» Percentage acquired.
» First-year PHC reported income.
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» Projected growth rate in income.
»  PHC annual dividends.
* Annual excess patent amortization.

2. Referring to the values in (1), prepare the following schedules using columns for the years 2011
through 2015.

*  Acme’s equity in PHC earnings with rows showing these:
* Acme’s share of PHC reported income.
* Amortization expense.
* Acme’s equity in PHC earnings.
*  Acme’s Investment in PHC balance with rows showing the following:
» Beginning balance.
* Equity earnings.
» Dividends.
* Ending balance.

* Return on beginning investment balance = Equity earnings/Beginning investment balance in each
year.

3. Given the preceding values, compute the average of the projected returns on beginning investment
balances for the first five years of Acme’s investment in PHC. What is the maximum Acme can
pay for PHC if it wishes to earn at least a 10 percent average return on beginning investment balance?
(Hint: Under Excel’s Tools menu, use the Solver or Goal Seek capability to produce a 10 percent
average return on beginning investment balance by changing the cell that contains Acme’s cost
of investment in PHC. Excel’s Solver should produce an exact answer while Goal Seek should
produce a close approximation. You may need to first add in the Solver capability under Excel’s
Tools menu.)

On January 1, Intergen, Inc., invests $200,000 for a 40 percent interest in Ryan, a new joint venture with
two other partners each investing $150,000 for 30 percent interests. Intergen plans to sell all of its pro-
duction to Ryan, which will resell the inventory to retail outlets. The equity partners agree that Ryan will
buy inventory only from Intergen. Also, Intergen plans to use the equity method for financial reporting.

During the year, Intergen expects to incur costs of $850,000 to produce goods with a final retail mar-
ket value of $1,200,000. Ryan projects that, during this year, it will resell three-fourths of these goods
for $900,000. It should sell the remainder in the following year.

The equity partners plan a meeting to set the price Intergen will charge Ryan for its production. One
partner suggests a transfer price of $1,025,000 but is unsure whether it will result in an equitable return
across the equity holders. Importantly, Intergen agrees that its total rate of return (including its own
operations and its investment in Ryan) should be equal to that of the other investors’ return on their
investments in Ryan. All agree that Intergen’s value including its investment in Ryan is $1,000,000.

Required
1. Create an Excel spreadsheet analysis showing the following:
* Projected income statements for Intergen and Ryan. Formulate the statements to do the following:
» Link Ryan’s cost of goods sold to Intergen’s sales (use a starting value of $1,025,000 for In-
tergen’s sales).
» Link Intergen’s equity in Ryan’s earnings to Ryan’s net income (adjusted for Intergen’s gross
profit rate X Ryan’s ending inventory X 40 percent ownership percentage).
» Be able to change Intergen’s sales and see the effects throughout the income statements of
Ryan and Intergen. Note that the cost of goods sold for Intergen is fixed.
» The rate of return for the two 30 percent equity partners on their investment in Ryan.
» The total rate of return for Intergen based on its $1,000,000 value.
2. What transfer price will provide an equal rate of return for each of the investors in the first year
of operation? (Hint: Under Excel’s Tools menu, use the Goal Seek or Solver capability to produce
a zero difference in rates of return across the equity partners by changing the cell that contains
Intergen’s sales.)
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ANALYSIS CASE
CEA,

Refer to the Web sites www.cokecce.com and www.coca-cola.com.

Required
Address the following:

1. How does The Coca-Cola Company account for its investment in Coca-Cola Enterprises, Inc. (CCE)?
What are the accounting implications of the method Coca-Cola uses?

2. What criterion does Coca-Cola use to choose the method of accounting for its investment in CCE?

3. Describe the relationship between Coca-Cola and CCE.

4. Calculate the debt-to-equity ratios in the most recent two years for both Coca-Cola and CCE. Does
Coca-Cola have the ability to influence CCE’s debt levels?

5. How are Coca-Cola’s financials affected by its relationship with CCE? In general, how would Coca-
Cola’s financials change if it consolidated CCE?

RESEARCH AND ANALYSIS CASE—IMPAIRMENT

CEA,

Wolf Pack Transport Co. has a 25 percent equity investment in Maggie Valley Depot (MVD), Inc., which
owns and operates a warehousing facility used for the collection and redistribution of various consumer
goods. Wolf Pack paid $1,685,000 for MVD several years ago, including a $300,000 allocation for good-
will as the only excess cost over book value acquired. Wolf Pack Transport has since appropriately ap-
plied the equity method to account for the investment in its internal and external financial reports. In its
most recent balance sheet, because of recognized profits in excess of dividends since the acquisition,
Wolf Pack reported a $2,350,000 amount for its Investment in Maggie Valley Depot, Inc., account.

However, competition in the transit warehousing industry has increased in the past 12 months. In the same
area as the MVD facility, a competitor company opened two additional warehouses that are much more con-
veniently located near a major interstate highway. MVD’s revenues declined 30 percent as customers shifted
their business to the competitor’s facilities and the prices for warehouse services declined. The market value
of Wolf Pack’s stock ownership in MVD fell to $1,700,000 from a high last year of $2,500,000. MVD’s man-
agement is currently debating ways to respond to these events but has yet to formulate a firm plan.

Required
1. What guidance does the FASB ASC provide for equity method investment losses in value?

2. Should Wolf Pack recognize the decline in the value of its holdings in MVD in its current year
financial statements?

3. Should Wolf Pack test for impairment of the value it had initially assigned to goodwill?

RESEARCH CASE—MINORITY SHAREHOLDER RIGHTS

CEA,

Consolidated financial reporting is appropriate when one entity has a controlling financial interest in
another entity. The usual condition for a controlling financial interest is ownership of a majority voting
interest. But in some circumstances, control does not rest with the majority owner—especially when
minority owners are contractually provided with approval or veto rights that can restrict the actions of the
majority owner. In these cases, the majority owner employs the equity method rather than consolidation.

Required

Address the following by searching the FASB ASC Topic 810 on consolidation.

1. What are protective minority rights?

2. What are substantive participating minority rights?

3. What minority rights overcome the presumption that all majority-owned investees should be consolidated?
4

. Zee Company buys 60 percent of the voting stock of Bee Company with the remaining 40 percent mi-
nority interest held by Bee’s former owners, who negotiated the following minority rights:

* Any new debt above $1,000,000 must be approved by the 40 percent minority shareholders.

* Any dividends or other cash distributions to owners in excess of customary historical amounts
must be approved by the 40 percent minority shareholders.

According to the FASB ASC, what are the issues in determining whether Zee should consolidate Bee or
report its investment in Bee under the equity method?



Consolidation
of Financial
Information

Financial statements published and distributed to owners, creditors, and
other interested parties appear to report the operations and financial
position of a single company. In reality, these statements frequently rep-
resent a number of separate organizations tied together through com-
mon control (a business combination). When financial statements
represent more than one corporation, we refer to them as consolidated
financial statements.

Consolidated financial statements are typical in today’s business
world. Most major organizations, and many smaller ones, hold control
over an array of organizations. For example, from 2000 through 2009,
Cisco Systems, Inc., reported more than 60 business acquisitions that
now are consolidated in its financial reports. PepsiCo, Inc., as another ex-
ample, annually consolidates data from a multitude of companies into a
single set of financial statements. By gaining control over these compa-
nies (often known as subsidiaries)—which include among others Pepsi-
Cola Company, Tropicana Products, and Frito-Lay—PepsiCo (the parent)
forms a single business combination and single reporting entity.

The consolidation of financial information as exemplified by Cisco
Systems and PepsiCo is one of the most complex procedures in all of ac-
counting. Comprehending this process completely requires understand-
ing the theoretical logic that underlies the creation of a business
combination. Furthermore, a variety of procedural steps must be mas-
tered to ensure that proper accounting is achieved for this single re-
porting entity. The following coverage introduces both of these aspects
of the consolidation process.

The FASB Accounting Standards Codification (ASC) contains the current
accounting standards for business combinations under the following topics:

* Business Combinations (Topic 805).

* Consolidation (Topic 810).

Parent
Business
combination

Subsidiary

chapter

LEARNING OBJECTIVES

After studying this chapter, you
should be able to:

LO1

LO2

LO3

LO4

LO5

LO6

LO7

LO8

LO9

Discuss the motives for busi-
ness combinations.

Recognize when consolida-
tion of financial information
into a single set of state-
ments is necessary.

Define the term business
combination and differenti-
ate across various forms of
business combinations.

Describe the valuation
principles of the acquisition
method.

Determine the total fair
value of the consideration
transferred for an acquisition
and allocate that fair value to
specific subsidiary assets ac-
quired (including goodwill),
and liabilities assumed, or a
gain on bargain purchase.

Prepare the journal entry to
consolidate the accounts of
a subsidiary if dissolution
takes place.

Prepare a worksheet to con-
solidate the accounts of two
companies that form a busi-
ness combination if dissolu-
tion does not take place.

Describe the two criteria for
recognizing intangible assets
apart from goodwill in a
business combination.

Identify the general charac-
teristics of the purchase
method and the general
characteristics of a pooling
of interests. Also recognize
that although the pooling
of interests and purchase
methods are no longer ap-
plicable for new business
combinations their financial
reporting effects will be evi-
dent for decades to come.
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The Business Combinations topic provides guidance on the accounting and reporting for
business combinations using the acquisition method. The acquisition method embraces a
fair value measurement attribute. Adoption of this attribute reflects the FASB’s increasing
emphasis on fair value for measuring and assessing business activity. In the past, financial
reporting standards embraced the cost principle to measure and report the financial
effects of business combinations. This fundamental change from a cost-based to a fair-
value model has transformed the way we account for and report business combinations
in our society.

The Consolidation topic provides guidance on circumstances that require a firm to pre-
pare consolidated financial reports and various other related reporting issues. Basically,
consolidated financial reports must be prepared whenever one firm has a controlling
financial interest in another. Although ownership of a majority voting interest is the usual
condition for a controlling financial interest, the power to control may also exist with a
lesser percentage of ownership through governance contracts, leases, or agreement with
other stockholders.'

In this chapter, we first present expansion through corporate takeovers and present an
overview of the consolidation process. Then we present the specifics of the acquisition
method of accounting for business combinations where the acquirer obtains complete
ownership of another firm. Later, beginning in Chapter 4, we introduce coverage of
acquisitions with less than complete ownership.

Financial reporting for business combinations has experienced many changes over the
past decade. Prior to the acquisition method requirement, accounting standards allowed
either the purchase method or the earlier pooling of interests method of accounting for
business combinations. Neither of these methods is now permitted for reporting the for-
mation of new business combinations. However, because of the prospective application of
the acquisition method beginning in 2009, legacy effects of these methods remain in
many of today’s financial statements. Therefore, at the end of this chapter we present
coverage of the purchase and pooling of interests methods.

EXPANSION THROUGH CORPORATE TAKEOVERS

LO1

Discuss the motives for business
combinations.

Reasons for Firms to Combine

A frequent economic phenomenon is the combining of two or more businesses into a single
entity under common management and owner control. During recent decades, the United
States and the rest of the world have experienced an enormous number of corporate mergers
and takeovers, transactions in which one company gains control over another. According to
Thomson Financial, the number of mergers and acquisitions globally in 2008 exceeded
39,597 with a total value of more than $2.9 trillion. Of these deals more than $1.5 trillion in-
volved a U.S. firm. As indicated by Exhibit 2.1, the magnitude of recent combinations con-
tinues to be large.

As with any other economic activity, business combinations can be part of an overall man-
agerial strategy to maximize shareholder value. Shareholders—the owners of the firm—hire
managers to direct resources so that the firm’s value grows over time. In this way, owners
receive a return on their investment. Successful firms receive substantial benefits through
enhanced share value. Importantly, the managers of successful firms also receive substantial
benefits in salaries, especially if their compensation contracts are partly based on stock mar-
ket performance of the firm’s shares.

T We discuss entities controlled through contractual means (known as variable interest entities) in Chapter 6.
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Recent Notable Business
Combinations
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Acquirer Target Deal Value (in billions)
Pfizer Wyeth $67.3
InBev Anheuser-Busch 52.0
Merck Schering-Plough 411
Bank of America Merrill Lynch 29.1
Verizon Wireless Alltel 28.1
Mars Wm. Wrigley, Jr. 23.2
Oracle Sun Microsystems 7.4
Delta Airlines Northwest Airlines 3.4
EMC Data Domain 2.4
Abbott Laboratories Advanced Medical Optics 1.4

If the goal of business activity is to maximize the firm’s value, in what ways do business
combinations help achieve that goal? Clearly, the business community is moving rapidly
toward business combinations as a strategy for growth and competitiveness. Size and scale are
obviously becoming critical as firms compete in today’s markets. If large firms can be more ef-
ficient in delivering goods and services, they gain a competitive advantage and become more
profitable for the owners. Increases in scale can produce larger profits from enhanced sales
volume despite smaller (more competitive) profit margins. For example, if a combination can
integrate successive stages of production and distribution of products, coordinating raw mater-
ial purchases, manufacturing, and delivery can result in substantial savings. As an example,
Ford Motor Co.’s acquisition of Hertz Rental (one of its largest customers) enabled Ford not
only to ensure demand for its cars but also to closely coordinate production with the need for
new rental cars. Other cost savings resulting from elimination of duplicate efforts, such as data
processing and marketing, can make a single entity more profitable than the separate parent and
subsidiary had been in the past.

Although no two business combinations are exactly alike, many share one or more of the
following characteristics that potentially enhance profitability:

 Vertical integration of one firm’s output and another firm’s distribution or further processing.
* Cost savings through elimination of duplicate facilities and staff.

*  Quick entry for new and existing products into domestic and foreign markets.

* Economies of scale allowing greater efficiency and negotiating power.

» The ability to access financing at more attractive rates. As firm size increases, negotiating
power with financial institutions can increase also.

» Diversification of business risk.

Business combinations also occur because many firms seek the continuous expansion of
their organizations, often into diversified areas. Acquiring control over a vast network of dif-
ferent businesses has been a strategy utilized by a number of companies (sometimes known as
conglomerates) for decades. Entry into new industries is immediately available to the parent
without having to construct facilities, develop products, train management, or create market
recognition. Many corporations have successfully employed this strategy to produce huge,
highly profitable organizations. Unfortunately, others have discovered that the task of manag-
ing a widely diverse group of businesses can be a costly learning experience. Even combina-
tions that purportedly take advantage of operating synergies and cost savings often fail if the
integration is not managed carefully.

Overall, the primary motivations for many business combinations can be traced to an in-
creasingly competitive environment. Three recent examples of large business combinations
provide interesting examples of some distinct motivations to combine: Bank of America and
Merrill Lynch, InBev and Anheuser-Busch, and Pfizer and Wyeth. Each is discussed briefly
in turn.

2 Mark Sirower, “What Acquiring Minds Need to Know,” The Wall Street Journal—Manager’s Journal,
February 22, 1999.



40 Chapter 2

Bank of America and Merrill Lynch

On January 1, 2009, Bank of America completed its acquisition of Merrill Lynch in exchange
for common and preferred stock valued at $29.1 billion.? At the time of the acquisition, Bank
of America was the nation’s largest retail bank, credit card company, and retail lender, while
Merrill Lynch was a worldwide leader among investment banking and wealth management
firms. Bank of America had made several previous attempts to establish its brokerage business
but had struggled in doing so. Rather than continue to try and build this business internally,
Bank of America determined that acquiring Merrill Lynch was a better option. With the addi-
tion of Merrill Lynch, Bank of America became the nation’s largest brokerage firm. Merrill
Lynch was also expected to help expand Bank of America’s presence in the worldwide market.*

Merrill Lynch’s motivation for accepting the deal was largely a matter of survival. During
the third quarter of 2008, like almost all large investment banks, Merrill Lynch was hit hard by
the credit crisis. Because of its large position in mortgage-backed securities, as the number of
mortgage defaults rose dramatically, Merrill’s stock decreased significantly and the company
reported large losses. Most of the nation’s top investment banks were also under duress and
forced to make decisions affecting their survival. Some, like Lehman Brothers, were unable to
secure government assistance and filed for bankruptcy, while others like Goldman Sachs
shifted their business structures. Merrill Lynch opted for a takeover strategy and accepted
Bank of America’s offer.’ Despite Merrill’s 2008 large losses and stock price decline, Bank of
America recorded $5 billion of goodwill from the combination.

While the two companies did not have a large overlap in services, Bank of America esti-
mated annual pretax savings of $7 billion by the year 2012. These savings were expected to
result primarily through the elimination of duplicate jobs within Bank of America’s weak
brokerage sector.

InBev and Anheuser-Busch

On July 13, 2008, the Belgian beer company InBev and the American company Anheuser-
Busch announced their combination, creating the world’s largest beer company and one of the
world’s top five consumer products companies. Under the terms of the deal, Anheuser-Busch
shareholders received $70 in cash for each share held, and Anheuser-Busch became a wholly
owned subsidiary of the newly named Anheuser-Busch InBev company. The total cost of the
acquisition was $52 billion.®

From a geographical standpoint, the two firms complemented each other. In the United
States, for example, InBev should be able to reduce costs by utilizing Busch’s long-established
distribution system for its own brands like Bass, Becks, and Stella Artois. Anheuser-Busch, on
the other hand, may now be able to take advantage of InBev’s established European presence to
improve its product reception in Europe, where it had traditionally done poorly. The two compa-
nies also complemented each other in the Chinese market, where InBev brands were strong in
the Northwest and Busch’s Budweiser brand was strong in the Southeast.

In addition to creating a more globally integrated firm, InBev expects the combination
to produce annual cost savings of $1.5 billion by 2011. Because there is not much overlap
between the two firms geographically, the cost reductions are expected to come from
economies of scale, combination of corporate functions, and knowledge sharing. Significant
financial impacts from plant- and distribution-level layoffs are not anticipated given the com-
plementary nature of the firms’ mostly distinct operating locations.”

Pfizer and Wyeth

On January 26, 2009, pharmaceutical giant Pfizer announced that it would acquire its smaller
competitor, Wyeth, for $68 billion in cash and stock. Wyeth shareholders were offered $33 in

3 Some initial announcement date reports indicated a $50 billion price for Merrill Lynch. However, as revealed in
Bank of America’s March 31, 2009, 10-Q report, the final value assigned to the acquisition was $29.1 billion.

4 Bank of America press release, September 18, 2008.

> Jonathan Stempel, “Bank of America/Merrill Merger Wins Shareholder OK,"” Reuters, December 8, 2008.
6 Anheuser-Busch press release, July 14, 2008.

7 AB InBev press release, November 18, 2008.
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cash and 0.985 share of Pfizer for each share of Wyeth.® Pfizer had been looking to diversify
its sales product portfolio, as the majority of its revenues were comprised of only a few key
drugs. Wyeth was seen as a potential fit for Pfizer as its strengths in the vaccines and biologic
drug markets were areas in which Pfizer lacked a strong presence. Additionally, the Wyeth
acquisition was anticipated to solidify Pfizer’s position atop the pharmaceutical industry.

The deal was expected to benefit both companies, as they each had patents expiring on
many of their drugs. The patent on Pfizer’s top-earning drug Lipitor is scheduled to expire
in November of 2011 and, at the time of the acquisition announcement, Lipitor accounted for
25 percent of Pfizer’s revenues. According to estimates, by 2015, 70 percent of Pfizer’s rev-
enue could be lost due to the expiration of drug patents. Wyeth was in a similar position, as
patents for its two largest revenue-producing drugs, Effexor and Protonix, were set to expire
in 2010 and 2011, respectively. With no new drug creation on the horizon, Pfizer’s manage-
ment determined that acquiring Wyeth would lessen its risks as well as aid in new drug devel-
opment. Once the merger is completed, no one drug will account for more than 10 percent of
the combined revenues.’

While Pfizer’s management maintained that the motivation for the acquisition was to di-
versify its sales portfolio, Pfizer also expects to benefit from cost synergies. Upon completion
of the acquisition, Pfizer planned to close 5 of its 46 manufacturing plants and eliminate
20,000, or 15 percent, of jobs between the two companies. As a result of these job cuts, Pfizer
estimated savings of $4 billion by 2012.

THE CONSOLIDATION PROCESS

LO2

Recognize when consolidation
of financial information into
a single set of statements is
necessary.

LO3

Define the term business
combination and differentiate
across various forms of business
combinations.

The consolidation of financial information into a single set of statements becomes necessary
when the business combination of two or more companies creates a single economic entity. As
stated in the FASB ASC (para. 810-10-10-1): “There is a presumption that consolidated state-
ments are more meaningful than separate statements and that they are usually necessary for a
fair presentation when one of the companies in the group directly or indirectly has a control-
ling financial interest in the other entities.”

Thus, in producing financial statements for external distribution, the reporting entity tran-
scends the boundaries of incorporation to encompass all companies for which control is pre-
sent. Even though the various companies may retain their legal identities as separate
corporations, the resulting information is more meaningful to outside parties when consoli-
dated into a single set of financial statements.

To explain the process of preparing consolidated financial statements for a business com-
bination, we address three questions:

* How is a business combination formed?
*  What constitutes a controlling financial interest?
* How is the consolidation process carried out?

Business Combinations—Creating a Single Economic Entity

A business combination refers to a transaction or other event in which an acquirer obtains con-
trol over one or more businesses.

Business combinations are formed by a wide variety of transactions or events with various
formats. For example, each of the following is identified as a business combination although
it differs widely in legal form. In every case, two or more enterprises are being united into a
single economic entity so that consolidated financial statements are required.

1. One company obtains the assets, and often the liabilities, of another company in ex-
change for cash, other assets, liabilities, stock, or a combination of these. The second organi-
zation normally dissolves itself as a legal corporation. Thus, only the acquiring company
remains in existence, having absorbed the acquired net assets directly into its own operations.

8 Aaron Smith, “Pfizer to Buy Wyeth for $68 Billion,” CNN/Money, January 30, 2009.
9 Catherine Arnst, “Pfizer CEO: Wyeth Takeover Will Be Different,” BusinessWeek, January 26, 2009.
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Any business combination in which only one of the original companies continues to exist is
referred to in legal terms as a statutory merger.

2. One company obtains all of the capital stock of another in exchange for cash, other as-
sets, liabilities, stock, or a combination of these. After gaining control, the acquiring company
can decide to transfer all assets and liabilities to its own financial records with the second
company being dissolved as a separate corporation.'” The business combination is, once again,
a statutory merger because only one of the companies maintains legal existence. This statutory
merger, however, is achieved by obtaining equity securities rather than by buying the target
company’s assets. Because stock is obtained, the acquiring company must gain 100 percent
control of all shares before legally dissolving the subsidiary.

3. Two or more companies transfer either their assets or their capital stock to a newly
formed corporation. Both original companies are dissolved, leaving only the new organiza-
tion in existence. A business combination effected in this manner is a statutory consolida-
tion. The use here of the term consolidation should not be confused with the accounting
meaning of that same word. In accounting, consolidation refers to the mechanical process
of bringing together the financial records of two or more organizations to form a single
set of statements. A statutory consolidation denotes a specific type of business combina-
tion that has united two or more existing companies under the ownership of a newly cre-
ated company.

4. One company achieves legal control over another by acquiring a majority of voting
stock. Although control is present, no dissolution takes place; each company remains in exis-
tence as an incorporated operation. The Quaker Oats Company, as an example, continues to
retain its legal status as a corporation after being acquired by PepsiCo. Separate incorporation
is frequently preferred to take full advantage of any intangible benefits accruing to the ac-
quired company as a going concern. Better utilization of such factors as licenses, trade names,
employee loyalty, and the company’s reputation can be possible when the subsidiary maintains
its own legal identity. Moreover, maintaining an independent information system for a sub-
sidiary often enhances its market value for an eventual sale or initial public offering as a stand-
alone entity.

One important aspect of this type of business combination should be noted. Because the
asset and liability account balances are not physically combined as in statutory mergers and
consolidations, each company continues to maintain an independent accounting system. To
reflect the combination, the acquiring company enters the takeover transaction into its own
records by establishing a single investment asset account. However, the newly acquired sub-
sidiary omits any recording of this event; its stock is simply transferred to the parent from the
subsidiary’s shareholders. Thus, the subsidiary’s financial records are not directly affected by
a takeover.

5. A final vehicle for control of another business entity does not involve a majority voting
stock interest or direct ownership of assets. Control of a variable interest entity (VIE) by
design often does not rest with its equity holders. Instead, control is exercised through con-
tractual arrangements with a sponsoring firm that, although it technically does not own the
VIE, may become its “primary beneficiary” with rights to its residual profits. These contracts
can take the form of leases, participation rights, guarantees, or other residual interests. Past use
of VIEs was often criticized in part because these structures provided sponsoring firms with
off-balance sheet financing and sometimes questionable profits on sales to their VIEs. Prior
to 2004, many sponsoring entities of VIEs did not technically meet the definition of a con-
trolling financial interest (i.e., majority voting stock ownership) and thus did not consolidate
their VIEs. Current GAAP, however, expands the notion of control and thus requires consoli-
dation of VIEs by their primary beneficiary.

As you can see, business combinations are created in many distinct forms. Because the spe-
cific format is a critical factor in the subsequent consolidation of financial information,
Exhibit 2.2 provides an overview of the various combinations.

10 Although the acquired company has been legally dissolved, it frequently continues to operate as a separate
division within the surviving company’s organization.
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Business Combinations
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Type of Combination

Action of
Acquiring Company

Action of
Acquired Company

Statutory merger through
asset acquisition

Acquires assets and
often liabilities.

Dissolves and goes out of
business.

Statutory merger through
capital stock acquisition.

Acquires all stock and then
transfers assets and
liabilities to its own books.

Dissolves as a separate
corporation, often remaining
as a division of the acquiring
company.

Statutory consolidation
through capital stock or

Newly created to receive
assets or capital stock of

Original companies may dissolve
while remaining as separate

asset acquisition. original companies. divisions of newly created

company.

Acquisition of more than Acquires stock that is Remains in existence as legal

50 percent of the voting recorded as an investment; corporation, although now

stock. controls decision making  a subsidiary of the acquiring
of acquired company. company.

Remains in existence as a
separate legal entity—often
a trust or partnership.

Control through ownership Establishes contractual
of variable interests (see control over a variable
Chapter 6). Risks and rewards interest entity to engage
often flow to a sponsoring in a specific activity.

firm rather than the

equity holders.

Control—An Elusive Quality

The definition of control is central to determining when two or more entities become one eco-
nomic entity and therefore one reporting entity. Control of one firm by another is most often
achieved through the acquisition of voting shares. By exercising majority voting power, one
firm can literally dictate the financing and operating activities of another firm. Accordingly,
U.S. GAAP traditionally has pointed to a majority voting share ownership as a controlling fi-
nancial interest that requires consolidation.

However, both the FASB and the International Accounting Standards Board (IASB) have on
their agendas a long-term project to develop comprehensive guidance on accounting for affilia-
tions between entities. The two boards have agreed to work toward a common standard on con-
solidation policy that may include a new definition of financial control. According to the IASB:

The Board has tentatively decided that a reporting entity controls another entity if it has the power
to direct the activities of that other entity to generate returns for the reporting entity. A reporting
entity has the power to direct the activities of another entity if it can determine that other entity’s
strategic operating and financing policies. Returns vary with an entity’s activities and can be
positive or negative. (IASB Projects: Consolidations).

Note that this tentative definition focuses on “power to direct” the activities of another entity.
This power criterion defines control conceptually rather than operationally through “majority
voting shares.” The definition is thus much more expansive, and it implicitly recognizes that
voting interests provide but one among several potential vehicles for controlling another firm.
As the complexity of arrangements between companies increases, defining when one firm
controls another firm remains a continuing challenge for financial reporting standard setters.
Nonetheless, the primary way U.S. firms exercise control remains through the acquisition of
a majority of another firm’s voting shares. Consequently, in this text, we largely focus on control
relationships established through voting interests. In Chapter 6, however, we expand our cover-
age to include the consolidation of firms where control is exercised through variable interests.

Consolidation of Financial Information

When one company gains control over another, a business combination is established. Financial
data gathered from the individual companies are then brought together to form a single set of
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consolidated statements. Although this process can be complicated, the objectives of a consolida-
tion are straightforward—to report the financial position, results of operations, and cash flows for
the combined entity. As a part of this process, reciprocal accounts and intra-entity transactions
must be adjusted or eliminated to ensure that all reported balances truly represent the single entity.

Applicable consolidation procedures vary significantly depending on the legal format em-
ployed in creating a business combination. For a statutory merger or a statutory consolidation,
when the acquired company (or companies) is (are) legally dissolved, only one accounting con-
solidation ever occurs. On the date of the combination, the surviving company simply records
the various account balances from each of the dissolving companies. Because the accounts
are brought together permanently in this manner, no further consolidation procedures are
necessary. After the balances have been transferred to the survivor, the financial records of
the acquired companies are closed out as part of the dissolution.

Conversely, in a combination when all companies retain incorporation, a different set of con-
solidation procedures is appropriate. Because the companies preserve their legal identities, each
continues to maintain its own independent accounting records. Thus, no permanent consolidation
of the account balances is ever made. Rather; the consolidation process must be carried out anew
each time that the reporting entity prepares financial statements for external reporting purposes.

When separate record-keeping is maintained, the accountant faces a unique problem: The
financial information must be brought together periodically without disturbing the accounting
systems of the individual companies. Because these consolidations are produced outside the
financial records, worksheets traditionally are used to expedite the process. Worksheets are a
part of neither company’s accounting records nor the resulting financial statements. Instead,
they are an efficient structure for organizing and adjusting the information used to prepare ex-
ternally reported consolidated statements.

Consequently, the legal characteristics of a business combination have a significant impact
on the approach taken to the consolidation process:

What is to be consolidated?
 If dissolution takes place, appropriate account balances are physically consolidated in the
surviving company’s financial records.

» If separate incorporation is maintained, only the financial statement information (not the
actual records) is consolidated.

When does the consolidation take place?
« If dissolution takes place, a permanent consolidation occurs at the date of the combination.

» If separate incorporation is maintained, the consolidation process is carried out at regular
intervals whenever financial statements are to be prepared.

How are the accounting records affected?

o If dissolution takes place, the surviving company’s accounts are adjusted to include
appropriate balances of the dissolved company. The dissolved company’s records are
closed out.

» If separate incorporation is maintained, each company continues to retain its own records.
Using worksheets facilitates the periodic consolidation process without disturbing the in-
dividual accounting systems.

FINANCIAL REPORTING FOR BUSINESS COMBINATIONS

LO4

Describe the valuation principles
of the acquisition method.

The Acquisition Method: Change in Ownership

The fundamental characteristic of any asset acquisition—whether a single piece of property or
a multibillion-dollar corporation—is a change in ownership. Following a business combina-
tion, accounting and financial reporting require that the new owner (the acquirer) record ap-
propriate values for the items received in the transaction. As presented below, in a business
combination, fair values for both the items exchanged and received can enter into the deter-
mination of the acquirer’s accounting valuation of the acquired firm.
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Current financial reporting standards require the acquisition method to account for business
combinations. Applying the acquisition method typically involves recognizing and measuring

¢ the consideration transferred for the acquired business.
* the separately identified assets acquired, liabilities assumed, and any noncontrolling interest.
» goodwill or a gain from a bargain purchase.

Fair value is the measurement attribute used to recognize these and other aspects of a business
combination. Therefore, prior to examining specific applications of the acquisition method, we
present a brief discussion of the fair-value concept as applied to business combinations.

Consideration Transferred for the Acquired Business

The fair value of the consideration transferred to acquire a business from its former owners is
the starting point in valuing and recording a business combination. In describing the acquisi-
tion method, the FASB ASC states

The consideration transferred in a business combination shall be measured at fair value, which
shall be calculated as the sum of the acquisition-date fair values of the assets transferred by the
acquirer, the liabilities incurred by the acquirer to former owners of the acquiree, and the equity
interests issued by the acquirer. (FASB ASC para. 805-30-30-7)

The acquisition method thus embraces the fair value of the consideration transferred in mea-
suring the acquirer’s interest in the acquired business.!'! Fair value is defined as the price that
would be received to sell an asset or paid to transfer a liability in an orderly transaction be-
tween market participants at the measurement date. Thus, market values are often the best
source of evidence of the fair value of consideration transferred in a business combination.
Items of consideration transferred can include cash, securities (either stocks or debt), and other
property or obligations.

Contingent consideration, when present in a business combination, also serves as an additional
element of consideration transferred. Contingent consideration can be useful in negotiations when
two parties disagree with each other’s estimates of future cash flows for the target firm. Acquisi-
tion agreements often contain provisions to pay former owners upon achievement of specified fu-
ture performance measures. For example, EMS Technologies of Norcross, Georgia, noted in its
2009 first-quarter 10-Q report that the arrangements for one of its 2009 acquisitions

... includes contingent consideration of up to $15 million, which would be payable in cash, in
part or in total, based upon the achievement of specified performance targets for 2009 and 2010.
Management estimated that the fair value of the contingent consideration arrangement at the
acquisition date was approximately $10.5 million, determined by applying the income approach,
based on the probability-weighted projected payment amounts discounted to present value at a
rate appropriate for the risk of achieving the milestones.

EMS Technologies included the fair value of the contingent consideration in the total consid-
eration transferred for its acquisition as a negotiated component of the fair value of the con-
sideration transferred.

The acquisition method treats contingent consideration obligations as a negotiated compo-
nent of the fair value of the consideration transferred. Consistent with the disclosure by EMS
Technologies, determining the fair value of any contingent future payments typically involves
probability and risk assessments based on circumstances existing on the acquisition date.

In Chapters 2 and 3, we focus exclusively on combinations that result in complete own-
ership by the acquirer (i.e., no noncontrolling interest in the acquired firm). As described
beginning in Chapter 4, in a less-than-100-percent acquisition, the noncontrolling interest
also is measured initially at its fair value. Then, the combined fair values of the parent’s con-
sideration transferred and the noncontrolling interest comprise the valuation basis for the
acquired firm in consolidated financial reports.

" An occasional exception occurs in a bargain purchase in which the fair value of the net assets acquired
serves as the valuation basis for the acquired firm. Other exceptions include situations in which control

is achieved without a transfer of consideration or determination of the fair value of the consideration
transferred is less reliable than other measures of the business fair value.
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Fair Values of the Assets Acquired and Liabilities Assumed

A fundamental principle of the acquisition method is that an acquirer must identify the assets
acquired and the liabilities assumed in the business combination. Further, once these have
been identified, the acquirer measures the assets acquired and the liabilities assumed at their
acquisition-date fair values, with only a few exceptions.!> As demonstrated in subsequent
examples, the principle of recognizing and measuring assets acquired and liabilities assumed
at fair value applies across all business combinations.

Deciding on the acquisition-date fair values of individual assets and liabilities can prove
challenging for the acquirer because a business acquisition typically has only one overall val-
uation amount (e.g., the consideration transferred) but has many categories of assets acquired
and liabilities assumed. Therefore, an allocation of the fair values of the entire acquired firms
must be made across these assets and liabilities. As previously noted, the allocation principle
is to use fair values—but such values are not always directly available. To estimate fair values
for the individual assets acquired and liabilities assumed, three sets of valuation techniques are
typically employed: the market approach, the income approach, and the cost approach.

Market Approach The market approach recognizes that fair values can be estimated with
other market transactions involving similar assets or liabilities. In a business combination, as-
sets acquired such as marketable securities and some tangible assets may have established
markets that can provide comparable market values for estimating fair values. Similarly, the
fair values of many liabilities assumed can be determined by reference to market trades for
similar debt instruments.

Income Approach The income approach relies on multiperiod estimates of future cash flows
projected to be generated by an asset. These projected cash flows are then discounted at a re-
quired rate of return that reflects the time value of money and the risk associated with realizing
the future estimated cash flows. The multiperiod income approach is often useful for obtaining
fair-value estimates of intangible assets and acquired in-process research and development.

Cost Approach  The cost approach estimates fair values by reference to the current cost of re-
placing an asset with another of comparable economic utility. Used assets can present a par-
ticular valuation challenge if active markets only exist for newer versions of the asset. Thus,
the cost to replace a particular asset reflects both its estimated replacement cost and the effects
of obsolescence. In this sense obsolescence is meant to capture economic declines in value
including both technological obsolescence and physical deterioration. The cost approach is
widely used to estimate fair values for many tangible assets acquired in business combinations
such as property, plant, and equipment.

Goodwill, and Gains on Bargain Purchases

As discussed above, the parent records both the consideration transferred and the individual
amounts of the identified assets acquired and liabilities assumed at their acquisition-date fair
values. However, in many cases the respective collective amounts of these two values will
differ. Current GAAP requires an asymmetrical accounting for the difference—in one situa-
tion the acquirer recognizes an asset, in the other a gain.

For combinations resulting in complete ownership by the acquirer, the acquirer recognizes
the asset goodwill as the excess of the consideration transferred over the collective fair
values of the net identified assets acquired and liabilities assumed. Goodwill is defined as
an asset representing the future economic benefits arising in a business combination that
are not individually identified and separately recognized. Essentially, goodwill embodies
the expected synergies that the acquirer expects to achieve through control of the acquired
firm’s assets.

Conversely, if the collective fair value of the net identified assets acquired and liabilities
assumed exceeds the consideration transferred, the acquirer recognizes a “gain on bargain pur-
chase.” In such cases, the fair value of the net assets acquired replaces the consideration trans-
ferred as the valuation basis for the acquired firm. Bargain purchases can result from business
divestitures forced by regulatory agencies or other types of distress sales. Before recognizing

12 Exceptions to the fair-value measurement principle include deferred taxes, certain employee benefits,
indemnification assets, reacquired rights, share-based awards, and assets held for sale.
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a gain on bargain purchase, however, the acquirer must reassess whether it has correctly
identified and measured all of the acquired assets and liabilities. Illustrations and further dis-
cussions of goodwill and of bargain purchase gains follow in the next section.

PROCEDURES FOR CONSOLIDATING FINANCIAL INFORMATION

Legal as well as accounting distinctions divide business combinations into several separate
categories. To facilitate the introduction of consolidation accounting, we present the various
procedures utilized in this process according to the following sequence:

1. Acquisition method when dissolution takes place.
2. Acquisition method when separate incorporation is maintained.

As a basis for this coverage, assume that Smallport Company owns computers, telecommu-
nications equipment, and software that allow its customers to implement billing and ordering
systems through the Internet. Although the computers and equipment have a book value of
$400,000, they have a current fair value of $600,000. The software developed by Smallport has
only a $100,000 value on its books; the costs of developing it were primarily expensed as in-
curred. The software’s observable fair value, however, is $1,200,000. Similarly, although not re-
flected in its financial records, Smallport has several large ongoing customer contracts. BigNet
estimates the fair value of the customer contracts at $700,000. Smallport also has a $200,000
note payable incurred to help finance the software development. Because interest rates are cur-
rently low, this liability (incurred at a higher rate of interest) has a present value of $250,000.

BigNet Company owns Internet communications equipment and other business software
applications that complement those of Smallport. BigNet wants to expand its operations and
plans to acquire Smallport on December 31. Exhibit 2.3 lists the accounts reported by both
BigNet and Smallport on that date. In addition, the estimated fair values of Smallport’s assets
and liabilities are included.

Smallport’s net assets (assets less liabilities) have a book value of $600,000 but a fair value
of $2,550,000. Only the assets and liabilities have been appraised here; the capital stock, re-
tained earnings, dividend, revenue, and expense accounts represent historical measurements
rather than any type of future values. Although these equity and income accounts can give
some indication of the organization’s overall worth, they are not property and thus not trans-
ferred in the combination.

EXHIBIT 2.3 Basic Consolidation Information

BigNet Company Smallport Company

Book Values Book Values Fair Values
December 31 December 31 December 31
CUMTENt @SSETS © « o o e e e e $ 1,100,000 $ 300,000 $ 300,000
Computers and equipment (net). ........................ 1,300,000 400,000 600,000
Capitalized software (net) .. ....... ... .. .. ... ... ... ..... 500,000 100,000 1,200,000
Customer contracts . .......... ... ... .. -0- —-0- 700,000
Notes payable .. . ... . ... .. .. ... (300,000) (200,000) (250,000)
Netassets . ......... ... .. . . . . . $ 2,600,000 $ 600,000 $2,550,000
Common stock—$10 parvalue ......................... $(1,600,000)
Common stock—$5 parvalue . ............ ... . ........ $(100,000)
Additional paid-in capital . ......... .. .. ... . ... .. ... ... (40,000) (20,000)
Retained earnings, 1/1 ... ... ... . .. . . .. . (870,000) (370,000)
Dividends paid .. ........ . ... 110,000 10,000
ROVENUES . . . (1,000,000) (500,000)
EXpenses . ... 800,000 380,000
Owners’ equity 12/31 . ... . ... ... ... ............ $(2,600,000) $(600,000)
Retained earnings, 12/31 .. ... .. .. . . .. (960,000)* (480,000)*

*Retained earnings balance after closing out revenues, expenses, and dividends paid.
Parentheses indicate credit balances.
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LO5

Determine the total fair value of
the consideration transferred for
an acquisition and allocate that
fair value to specific subsidiary
assets acquired (including
goodwill), and liabilities
assumed, or a gain on bargain
purchase.

LO6

Prepare the journal entry to
consolidate the accounts of
a subsidiary if dissolution
takes place.

Acquisition Method When Dissolution Takes Place

At the date control is obtained with complete ownership, the acquisition method typically
records the combination recognizing

* the fair value of the consideration transferred by the acquiring firm to the former owners of
the acquiree and

* the identified assets acquired and liabilities assumed at their individual fair values

However, the entry to record the combination further depends on the relation between the con-
sideration transferred and the net amount of the fair values assigned to the identified assets
acquired and liabilities assumed. Therefore, we initially provide three illustrations that demon-
strate the procedures to record a business combination, each with different amounts of con-
sideration transferred relative to the acquired asset and liability fair values. Each example
assumes a merger takes place and, therefore, the acquired firm is dissolved.

Consideration Transferred Equals Net Fair Values of Identified Assets Acquired
and Liabilities Assumed

Assume that after negotiations with the owners of Smallport, BigNet agrees to pay $2,550,000
(cash of $550,000 and 20,000 unissued shares of its $10 par value common stock that is cur-
rently selling for $100 per share) for all of Smallport’s assets and liabilities. Smallport then
dissolves itself as a legal entity. As is typical, the $2,550,000 fair value of the consideration
transferred by BigNet represents the fair value of the acquired Smallport business.

The $2,550,000 consideration transferred will serve as the basis for recording the combi-
nation in total. BigNet also must record all of Smallport’s identified assets and liabilities at
their individual fair values. These two valuations present no difficulties because BigNet’s con-
sideration transferred exactly equals the $2,550,000 collective net fair values of the individual
assets and liabilities acquired.

Because Smallport Company will be dissolved, BigNet (the surviving company) directly
records a consolidation entry in its financial records. Under the acquisition method, BigNet
records Smallport’s assets and liabilities at fair value ignoring original book values. Revenue,
expense, dividend, and equity accounts cannot be transferred to a parent and are omitted in
recording the business combination.

Acquisition Method: Consideration Transferred Equals Net Identified
Asset Fair Values—Subsidiary Dissolved

BigNet Company’s Financial Records—December 31

CUMeNt ASSETS . . . 300,000

Computers and Equipment .. ... .. ... 600,000

Capitalized Software .. ... ... . .. . . .. 1,200,000

Customer Contracts . .. ... ... 700,000
Notes Payable . . .. .. ... .. .. 250,000
Cash (paid by BigNet) . ... .. ... .. . 550,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . . 200,000
Additional Paid-In Capital .. ............ ... ... .. ... 1,800,000

To record acquisition of Smallport Company. Assets acquired and liabilities
assumed are recorded at fair value.

BigNet’s financial records now show $1,900,000 in the Computers and Equipment account
($1,300,000 former balance + $600,000 acquired), $1,700,000 in Capitalized Software
($500,000 + $1,200,000), and so forth. Note that the customer contracts, despite being un-
recorded on Smallport’s books, are nonetheless identified and recognized on BigNet’s finan-
cial records as part of the assets acquired in the combination. These items have been added
into BigNet’s balances (see Exhibit 2.3) at their fair values. Conversely, BigNet’s revenue bal-
ance continues to report the company’s own $1,000,000 with expenses remaining at $800,000
and dividends of $110,000. Under the acquisition method, only the subsidiary’s revenues,
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expenses, dividends, and equity transactions that occur subsequent to the takeover affect the
business combination.

Consideration Transferred Exceeds Net Amount of Fair Values of
Identified Assets Acquired and Liabilities Assumed

In this next illustration BigNet agrees to pay $3,000,000 in exchange for all of Smallport’s assets
and liabilities. BigNet transfers to the former owners of Smallport consideration of $1,000,000
in cash plus 20,000 shares of common stock with a fair value of $100 per share. The resulting
consideration paid is $450,000 more than the $2,550,000 fair value of Smallport’s net assets.

Several factors may have affected BigNet’s $3,000,000 acquisition offer. First, BigNet may
expect its assets to act in concert with those of Smallport, thus creating synergies that will pro-
duce profits beyond the total expected for the separate companies. In our earlier examples,
Bank of America, InBev, and Pfizer all clearly expect substantial synergies from their acqui-
sitions. Other factors such as Smallport’s history of profitability, its reputation, the quality of
its personnel, and the economic condition of the industry in which it operates may also enter
into acquisition offers. In general, if a target company is projected to generate unusually high
profits relative to its asset base, acquirers are frequently willing to pay a premium price.

When the consideration transferred in an acquisition exceeds total net fair value of the
identified assets and liabilities, the excess is allocated to an unidentifiable asset known as
goodwill."* Unlike other assets, we consider goodwill as unidentifiable because we presume it
emerges from several other assets acting together to produce an expectation of enhanced prof-
itability. Goodwill essentially captures all sources of profitability beyond what can be ex-
pected from simply summing the fair values of the acquired firm’s assets and liabilities.

Returning to BigNet’s $3,000,000 consideration, $450,000 is in excess of the fair value of
Smallport’s net assets. Thus, goodwill of that amount is entered into BigNet’s accounting sys-
tem along with the fair value of each individual asset and liability. BigNet makes the follow-
ing journal entry at the date of acquisition:

Acquisition Method: Consideration Transferred Exceeds Net Identified
Asset Fair Values—Subsidiary Dissolved

BigNet Company’s Financial Records—December 31

CUMeNt ASSETS . . . 300,000

Computers and Equipment . ... ... ... 600,000

Capitalized Software .. ... .. ... . . . . .. 1,200,000

Customer Contracts . .. ... ... 700,000

Goodwill .. 450,000
Notes Payable . . .. .. ... .. . . 250,000
Cash (paid by BigNet) . ... .. ... . 1,000,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . . 200,000
Additional Paid-In Capital .. ........... ... . ... ... 1,800,000

To record acquisition of Smallport Company. Assets acquired and liabilities
assumed are recorded at individual fair values with excess fair value
attributed to goodwill.

Once again, BigNet’s financial records now show $1,900,000 in the Computers and Equip-
ment account ($1,300,000 former balance + $600,000 acquired), $1,700,000 in Capitalized
Software ($500,000 + $1,200,000), and so forth. As the only change, BigNet records good-
will of $450,000 for the excess consideration paid over the net identified asset fair values.!*

'3 In business combinations, such excess payments are not unusual. When Oracle acquired PeopleSoft, it
initially assigned $4.5 billion of its $11 billion purchase price to the fair value of the acquired identified net
assets. It assigned the remaining $6.5 billion to goodwill.

4 As discussed in Chapter 3, the assets and liabilities (including goodwill) acquired in a business combination
are assigned to reporting units of the combined entity. A reporting unit is simply a line of business (often a
segment) in which an acquired asset or liability will be employed. The objective of assigning acquired assets
and liabilities to reporting units is to facilitate periodic goodwill impairment testing.
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Bargain Purchase—Consideration Transferred Is Less Than Net Amount of Fair
Values of Identified Assets Acquired and Liabilities Assumed

Occasionally, the fair value received in an acquisition will exceed the fair value of the consid-
eration transferred by the acquirer. Such bargain purchases typically are considered anom-
alous. Businesses generally do not sell assets or businesses at prices below their fair values.
Nonetheless, bargain purchases do occur—most often in forced or distressed sales.

For example, Westamerica Bank’s February 2009 acquisition of County Bank (California)
from the FDIC resulted in a $48.8 million dollar “bargain purchase” gain. The FDIC sold the
failed County Bank to Westamerica for $0 and additional guarantees. As a result, Westamerica
recorded the combination at the estimated fair value of the net assets acquired and recognized
a gain of $48.8 million. This gain treatment is consistent with the view that the acquiring firm
is immediately better off by the amount that the fair value acquired in the business combina-
tion exceeds the consideration transferred.

To demonstrate accounting for a bargain purchase, our third illustration begins with BigNet
transferring consideration of $2,000,000 to the owners of Smallport in exchange for their busi-
ness. BigNet conveys no cash and issues 20,000 shares of common stock having a $100 per
share fair value.

In accounting for this acquisition, at least two competing fair values are present. First, the
$2,000,000 consideration transferred for Smallport represents a negotiated transaction value
for the business. Second, the net amount of fair values individually assigned to the identified
assets acquired and liabilities assumed produces $2,550,000. Additionally, based on expected
synergies with Smallport, BigNet’s management may believe that the fair value of the business
exceeds the net asset fair value. Nonetheless, because the consideration transferred is less than
the net asset fair value, a bargain purchase has occurred.

The acquisition method records the identified assets acquired and liabilities assumed at
their individual fair values. In a bargain purchase situation, this net asset fair value effectively
replaces the consideration transferred as the acquired firm’s valuation basis for financial re-
porting. The consideration transferred serves as the acquired firm’s valuation basis only if the
consideration equals or exceeds the net amount of fair values for the assets acquired and lia-
bilities assumed (as in the first two examples). In this case, however, the $2,000,000 consider-
ation paid is less than the $2,550,000 net asset fair value, indicating a bargain purchase. Thus,
the $2,550,000 net asset fair value serves as the valuation basis for the combination. A
$550,000 gain on bargain purchase results because the $2,550,000 recorded value is accom-
panied by a payment of only $2,000,000. The acquirer recognizes this gain on its income state-
ment in the period the acquisition takes place.

Acquisition Method: Consideration Transferred Is Less Than Net Identified
Asset Fair Values, Subsidiary Dissolved

BigNet Company’s Financial Records—December 31

CUMENt ASSBTS . o 300,000

Computers and EQUIpMent . ... ... 600,000

Capitalized Software .. ... ... .. . . . . . . ... 1,200,000

Customer Contracts .. ... .. 700,000
Notes Payable . . . ... .. 250,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . . 200,000
Additional Paid-In Capital .. ......... .. ... .. ... .. .. .. .. .. ... 1,800,000
GainonBargain Purchase . .. ......... .. .. ... 550,000

To record acquisition of Smallport Company. Assets acquired and liabilities
assumed are each recorded at fair value. Excess net asset fair value
is attributed to a gain on bargain purchase.

A consequence of implementing a fair-value concept to acquisition accounting is the recogni-
tion of an unrealized gain on the bargain purchase. A criticism of the gain recognition is that
the acquirer recognizes profit from a buying activity that occurs prior to traditional accrual
measures of earned income (i.¢., selling activity). Nonetheless, an exception to the general rule



EXHIBIT 2.4
Acquisition
Method—Accounting for
Expenses Frequently
Associated with Business
Combinations

Consolidation of Financial Information 51

Direct combination expenses (e.g., accounting, Expense as incurred
legal, investment banking, appraisal fees, etc.)

Indirect combination expenses (e.g., internal costs Expense as incurred
such as allocated secretarial or managerial time)

Amounts incurred to register and issue securities Reduce the value assigned to the fair
value of the securities issued (typically
a debit to additional paid-in capital)

of recording business acquisitions at fair value of the consideration transferred occurs in the
rare circumstance of a bargain purchase. Thus, in a bargain purchase, the fair values of the as-
sets received and all liabilities assumed in a business combination are considered more rele-
vant for asset valuation than the consideration transferred.

Related Expenses of Business Combinations

Three additional categories of expenses typically accompany business combinations. First,
firms often engage attorneys, accountants, investment bankers, and other professionals for ser-
vices related to the business combination. The acquisition method does not consider such ex-
penditures as part of the fair value received by the acquirer. Therefore, professional service
fees are expensed in the period incurred. The second category of expenses concerns an ac-
quiring firm’s internal costs. Examples include secretarial and management time allocated to
the acquisition activity. Such indirect expenditures are reported as current year expenses, too.
Finally, amounts incurred to register and issue securities in connection with a business com-
bination simply reduce the otherwise determinable fair value of the securities. Exhibit 2.4
summarizes the three categories of related payments that accompany a business combination
and their respective accounting treatments.

To illustrate the accounting treatment of these expenditures that frequently accompany
business combination, assume the following in connection with BigNet’s acquisition of Small-
port (also see Exhibit 2.3).

» BigNet issues 20,000 shares of its $10 par common stock with a fair value of $2,600,000
in exchange for all of Smallport’s assets and liabilities.

+ BigNet pays an additional $100,000 in accounting and attorney fees.

 Internal secretarial and administrative costs of $75,000 are indirectly attributable to
BigNet’s combination with Smallport

» Cost to register and issue BigNet’s securities issued in the combination total $20,000.

Following the acquisition method, BigNet would record these transactions as follows:

BigNet Company’s Financial Records

CUMENt ASSBTS . . o 300,000
Computers and EQuipment . ... ... 600,000
Capitalized Software .. ... ... .. . . . . .. ... 1,200,000
Customer Contracts .. ... ... 700,000
Goodwill . .. 50,000
Notes Payable . . ... ... . 250,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . . 200,000
Additional Paid-In Capital .. ......... .. ... .. ... .. ... ... ... ... 2,400,000
To record Smallport acquisition for $2,600,000 consideration transferred.
Professional services eXpense . . ............ ... 100,000
Cash 100,000
To record as expenses of the current period any direct combination costs.
Salaries and Administrative EXpenses . .. .............. ... ... ... 75,000
Accounts Payable (or Cash) . ........... . ... .. ... .. .. ... .. ... 75,000

To record as expenses of the current period any indirect combination costs.
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LO7

Prepare a worksheet to consolidate
the accounts of two companies that
form a business combination if
dissolution does not take place.

EXHIBIT 2.5
Consolidation Values—
The Acquisition Method

Additional Paid-In Capital . ......... ... .. .. ... 20,000
Cash 20,000

To record costs to register and issue stock in connection with the Smallport
acquisition.

Summary of the Acquisition Method

For combinations resulting in complete ownership, the fair value of the consideration trans-
ferred by the acquiring firm provides the starting point for recording a business combination
at the date of acquisition. With few exceptions, the separately identified assets acquired and li-
abilities assumed are recorded at their individual fair values. Goodwill is recognized if the fair
value of the consideration transferred exceeds the net identified asset fair value. If the net
identified asset fair value of the business acquired exceeds the consideration transferred, a
gain on a bargain purchase is recognized and reported in current income of the combined en-
tity. Exhibit 2.5 summarizes possible allocations using the acquisition method.

The Acquisition Method When Separate Incorporation
Is Maintained

When each company retains separate incorporation in a business combination, many aspects of
the consolidation process are identical to those demonstrated in the previous section. Fair value,
for example, remains the basis for initially consolidating the subsidiary’s assets and liabilities.

However, several significant differences are evident in combinations in which each company
remains a legally incorporated separate entity. Most noticeably, the consolidation of the financial
information is only simulated; the acquiring company does not physically record the acquired as-
sets and liabilities. Because dissolution does not occur, each company maintains independent
record-keeping. To facilitate the preparation of consolidated financial statements, a worksheet
and consolidation entries are employed using data gathered from these separate companies.

A worksheet provides the structure for generating financial reports for the single economic
entity. An integral part of this process involves consolidation worksheet entries. These adjust-
ments and eliminations are entered on the worksheet and represent alterations that would be
required if the financial records were physically united. Because no actual union occurs, nei-
ther company ever records consolidation entries in its journals. Instead, they appear solely on
the worksheet to derive consolidated balances for financial reporting purposes.

To illustrate using the Exhibit 2.3 information, assume that BigNet acquires Smallport
Company on December 31 by issuing 26,000 shares of $10 par value common stock valued at
$100 per share (or $2,600,000 in total). BigNet pays fees of $40,000 to a third party for its
assistance in arranging the transaction. Then to settle a difference of opinion regarding Small-
port’s fair value, BigNet promises to pay an additional $83,200 to the former owners if Small-
port’s earnings exceed $300,000 during the next annual period. BigNet estimates a 25 percent

Consideration transferred equals the fair Identified assets acquired and liabilities
values of net identified assets acquired. assumed are recorded at their fair values.
Consideration transferred is greater than the Identified assets acquired and liabilities
fair values of net identified assets acquired. assumed are recorded at their fair values.

The excess consideration transferred over
the net identified asset fair value is
recorded as goodwill.

Bargain purchase—consideration transferred Identified assets acquired and liabilities

is less than the fair values of net identified assumed are recorded at their fair values.
assets acquired. The total of the individual The excess amount of net identified

fair values of the net identified assets acquired asset fair value over the consideration
effectively becomes the acquired business transferred is recorded as a gain on

fair value. bargain purchase.
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probability that the $83,200 contingent payment will be required. A discount rate of 4 percent
(to represent the time value of money) yields an expected present value of $20,000 for the con-
tingent liability ($83,200 X 25% X 0.961538). The fair-value approach of the acquisition
method views such contingent payments as part of the consideration transferred. According to
this view, contingencies have value to those who receive the consideration and represent mea-
surable obligations of the acquirer. Therefore, the fair value of the consideration transferred in
this example consists of the following two elements:

Fair value of securities issued by BigNet $2,600,000
Fair value of contingent performance liability 20,000
Total fair value of consideration transferred $2,620,000

To facilitate a possible future spinoff, BigNet maintains Smallport as a separate corporation
with its independent accounting information system intact. Therefore, whenever financial
statements for the combined entity are prepared, BigNet utilizes a worksheet in simulating the
consolidation of these two companies. Although the assets and liabilities are not transferred,
BigNet must still record the payment made to Smallport’s owners. When the subsidiary re-
mains separate, the parent establishes an investment account that initially reflects the acquired
firm’s acquisition-date fair value. Because Smallport maintains its separate identity, BigNet
prepares the following journal entries on its books to record the business combination.

Acquisition Method—Subsidiary Is Not Dissolved

BigNet Company’s Financial Records—December 31

Investment in Smallport Company (consideration transferred) ........... 2,620,000
Contingent Performance Liability ............................. 20,000
Common Stock (26,000 shares issued by BigNet at $10 par value) . . . . 260,000
Additional Paid-In Capital (value of shares in excess of par value) .. ... 2,340,000
Professional Services EXpeNnse . .. ... ... 40,000
Cash (paid for third-party fees) .. ........... .. ... ... .. ... .... 40,000
To record acquisition of Smallport Company, which maintains its separate
legal identity.

As demonstrated in Exhibit 2.6, a worksheet can be prepared on the date of acquisition to
arrive at consolidated totals for this combination. The entire process consists of seven steps.

Step 1

Prior to constructing a worksheet, the parent prepares a formal allocation of the acquisition-
date fair value similar to the equity method procedures presented in Chapter 1.'> Thus, the fol-
lowing schedule is appropriate for BigNet’s acquisition of Smallport:

Acquisition-Date Fair Value Allocation Schedule

Fair value of consideration transferred by BigNet ... ........... $2,620,000
Book value of Smallport (see Exhibit2.3) .................... 600,000
Excess of fair value over book value . ....... ... ... ... ... ... $2,020,000

Allocations made to specific accounts based on acquisition-date
fair and book value differences:

Computers and equipment ($600,000 — $400,000) ....... $ 200,000

Capitalized software ($1,200,000 — $100,000) ........... 1,100,000

Customer contracts ($700,000 —0) . .................. 700,000

Notes payable ($250,000 — $200,000) ................. (50,000) 1,950,000
Excess fair value not identified with specific items—Goodwill . . . . $ 70,000

15 This allocation procedure is helpful but not critical if dissolution occurs. The asset and liability accounts are
simply added directly into the parent’s books at their acquisition-date fair value with any excess assigned to
goodwill as shown in the previous sections of this chapter.
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EXHIBIT 2.6 Acquisition Method—Date of Acquisition

Consolidation Entries
Consolidated
Accounts BigNet Smallport Debits Credits Totals
Income Statement
Revenues (1,000,000) (1,000,000)
Expenses 840,000* 840,000
Net income (160,000) (160,000)
Statement of Retained Earnings
Retained earnings, 1/1 (870,000) (870,000)
Net income (above) (160,000)* (160,000)
Dividends paid 110,000 110,000
Retained earnings, 12/31 (920,000) (920,000)
Balance Sheet
Current Assets 1,060,000* 300,000 1,360,000
Investment in Smallport Company 2,620,000* -0— (S) 600,000 —0-
(A) 2,020,000
Computers and equipment 1,300,000 400,000 (A) 200,000 1,900,000
Capitalized software 500,000 100,000 (A) 1,100,000 1,700,000
Customer contracts -0- -0- (A) 700,000 700,000
Goodwill —0- —0- (A) 70,000 70,000
Total assets 5,480,000 800,000 5,730,000
Note Payable (300,000) (200,000) (A) 50,000 (550,000)
Contingent performance liability (20,000)* (20,000)
Common stock (1,860,000)* (100,000) (S) 100,000 (1,860,000)
Additional paid-in capital (2,380,000)* (20,000) (S) 20,000 (2,380,000)
Retained earnings, 12/31 (above) (920,000) (480,000) (S) 480,000 (920,000)
Total liabilities and equities (5,480,000) (800,000) 2,670,000 2,670,000 (5,730,000)

Note: Parentheses indicate a credit balance

*Balances have been adjusted for consideration transferred and payment of consolidation costs. Also note follow-through effects to net income and retained earnings from the expensing of

the direct acquisition costs.

(S) Elimination of Smallport’s stockholders” equity accounts as of December 31 and book value portion of the investment account.
(A) Allocation of BigNet’s consideration fair value in excess of book value.

Note that this schedule initially subtracts Smallport’s acquisition-date book value. The resulting
$2,020,000 difference represents the total amount needed on the Exhibit 2.6 worksheet to adjust
Smallport’s individual assets and liabilities from book value to fair value (and to recognize good-
will). Next, the schedule shows how this $2,020,000 total is allocated to adjust each individual
item to fair value. The fair-value allocation schedule thus effectively serves as a convenient sup-
porting schedule for the Exhibit 2.6 worksheet and is routinely prepared for every consolidation.

No part of the $2,020,000 excess fair value is attributed to the current assets because their
book values equal their fair values. The Notes Payable account shows a negative allocation be-
cause the debt’s present value exceeds its book value. An increase in debt decreases the fair
value of the company’s net assets.

Step 2

The first two columns of the worksheet (see Exhibit 2.6) show the separate companies’
acquisition-date financial figures (see Exhibit 2.3). BigNet’s accounts have been adjusted for
the investment entry recorded earlier. As another preliminary step, Smallport’s revenue, ex-
pense, and dividend accounts have been closed into its Retained Earnings account. The sub-
sidiary’s operations prior to the December 31 takeover have no direct bearing on the operating
results of the business combination. These activities occurred before Smallport was acquired,
thus, the new owner should not include any precombination subsidiary revenues or expenses
in the consolidated statements.
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Step 3

Consolidation Entry S eliminates Smallport’s stockholders’ equity accounts (S is a reference
to beginning subsidiary Stockholders’ equity). These balances (Common Stock, Additional
Paid-In Capital, and Retained Earnings) represent ownership accounts held by the parent in
their entirety and thus no longer are outstanding. By removing these accounts, only Small-
port’s assets and liabilities remain to be combined with the parent company figures.

Step 4

Consolidation Entry S also removes the $600,000 component of the Investment in Smallport
Company account that equates to the book value of the subsidiary’s net assets. For external re-
porting purposes, BigNet should include each of Smallport’s assets and liabilities rather than
a single investment balance. In effect, this portion of the Investment in Smallport Company ac-
count is deleted and replaced by the specific assets and liabilities that it represents.

Step 5

Entry A removes the $2,020,000 excess payment in the Investment in Smallport Company and
assigns it to the specific accounts indicated by the fair-value allocation schedule. Conse-
quently, Computers and Equipment is increased by $200,000 to agree with Smallport’s fair
value: $1,100,000 is attributed to Capitalized Software, $700,000 to Customer Contracts, and
$50,000 to Notes Payable. The unidentified excess of $70,000 is allocated to goodwill. This
entry is labeled Entry A to indicate that it represents the Allocations made in connection with
Smallport’s acquisition-date fair value. It also completes the Investment in Smallport account
balance elimination.

Step 6

All accounts are extended into the Consolidated Totals column. For accounts such as Current
Assets, this process simply adds Smallport and BigNet book values. However, when applica-
ble, this extension also includes any allocations to establish the acquisition-date fair values of
Smallport’s assets and liabilities. Computers and Equipment, for example, is increased by
$200,000. By increasing the subsidiary’s book value to fair value, the reported balances are the
same as in the previous examples when dissolution occurred. The use of a worksheet does not
alter the consolidated figures but only the method of deriving those numbers.

Step 7

We subtract consolidated expenses from revenues to arrive at a $160,000 net income. Note that
because this is an acquisition-date worksheet, we consolidate no amounts for Smallport’s rev-
enues and expenses. Having just been acquired, Smallport has not yet earned any income for
BigNet owners. Consolidated revenues, expenses, and net income are identical to BigNet’s
balances. Subsequent to acquisition, of course, Smallport’s income accounts will be consoli-
dated with BigNet’s (coverage of this topic begins in Chapter 3).

Worksheet Mechanics

In general, totals (such as Net Income and Ending Retained Earnings) are not directly consol-
idated across on the worksheet. Rather, the components (such as revenues and expenses) are
extended across and then combined vertically to derive the appropriate figure. Net income is
then carried down on the worksheet to the statement of retained earnings and used (along with
beginning retained earnings and dividends paid) to compute the December 31 Retained Earn-
ings balance. In the same manner, ending Retained Earnings of $920,000 is entered into the
balance sheet to arrive at total liabilities and equities of $5,730,000, a number that reconciles
with the total of consolidated assets.

The balances in the final column of Exhibit 2.6 are used to prepare consolidated financial
statements for the business combination of BigNet Company and Smallport Company. The
worksheet entries serve as a catalyst to bring together the two independent sets of financial in-
formation. The actual accounting records of both BigNet and Smallport remain unaltered by
this consolidation process.
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ACQUISITION-DATE FAIR-VALUE ALLOCATIONS—ADDITIONAL ISSUES

LO8

Describe the two criteria for
recognizing intangible assets
apart from goodwill in a business
combination.

Intangibles

An important element of acquisition accounting is the acquirer’s recognition and measurement
of the assets acquired and liabilities assumed in the combination. In particular, the advent of
the information age brings new measurement challenges for a host of intangible assets that
provide value in generating future cash flows. Intangible assets often comprise the largest pro-
portion of an acquired firm. For example, when AT&T acquired AT&T Broadband, it allocated
approximately $19 billion of the $52 billion purchase price to franchise costs. These franchise
costs form an intangible asset representing the value attributed to agreements with local au-
thorities that allow access to homes.

Intangible assets include both current and noncurrent assets (not including financial in-
struments) that lack physical substance. In determining whether to recognize an intangible as-
set in a business combination, two specific criteria are essential.

1. Does the intangible asset arise from contractual or other legal rights?

2. Is the intangible asset capable of being sold or otherwise separated from the acquired
enterprise?

Intangibles arising from contractual or legal rights are commonplace in business combina-
tions. Often identified among the assets acquired are trademarks, patents, copyrights, franchise
agreements, and a number of other intangibles that derive their value from governmental pro-
tection (or other contractual agreements) that allow a firm exclusive use of the asset. Most
intangible assets recognized in business combinations meet the contractual-legal criterion.

Also seen in business combinations are intangible assets meeting the separability criterion.
An acquired intangible asset is recognized if it is capable of being separated or divided from
the acquiree and sold, transferred, licensed, rented, or exchanged individually or together with
a related contract, identifiable asset, or liability. The acquirer is not required to have the inten-
tion to sell, license, or otherwise exchange the intangible in order to meet the separability cri-
terion. For example, an acquiree may have developed internally a valuable customer list or
other noncontractual customer relationships. Although the value of these items may not have
arisen from a specific legal right, they nonetheless convey benefits to the acquirer that may be
separable through sale, license, or exchange.

Exhibit 2.7 provides an extensive listing of intangible assets with indications of whether
they typically meet the legal/contractual or separability criteria.

The FASB (Exposure Draft, Business Combinations and Intangible Assets, para. 271) rec-
ognized the inherent difficulties in estimating the separate fair values of many intangibles and
stated that

Difficulties may arise in assigning the acquisition cost to individual intangible assets acquired
in a basket purchase such as a business combination. Measuring some of those assets is less
difficult than measuring other assets, particularly if they are exchangeable and traded regularly
in the marketplace. . . . Nonetheless, even those assets that cannot be measured on that basis
may have more cash flow streams directly or indirectly associated with them than can be used

as the basis for measuring them. While the resulting measures may lack the precision of other
measures, they provide information that is more representationally faithful than would be the case
if those assets were simply subsumed into goodwill on the grounds of measurement difficulties.

Undoubtedly, as our knowledge economy continues its rapid growth, asset allocations to items
such as those identified in Exhibit 2.7 are expected to be frequent.

Preexisting Goodwill on Subsidiary’s Books

In our examples of business combinations so far, the assets acquired and liabilities assumed
have all been specifically identifiable (e.g., current assets, capitalized software, computers and
equipment, customer contracts, and notes payable). However, in many cases, an acquired firm
has an unidentifiable asset (i.e., goodwill recorded on its books in connection with a previous
business combination of its own). A question arises as to the parent’s treatment of this preex-
isting goodwill on the newly acquired subsidiary’s books.
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EXHIBIT 2.7 Illustrative Examples of Intangible Assets That Meet the Criteria for Recognition Separately

from Goodwill (FASB ASC paragraphs 805-20-55-11 through 45)

The following are examples of intangible assets that meet the criteria for recognition as an asset apart from goodwill.
The following illustrative list is not intended to be all-inclusive; thus, an acquired intangible asset could meet the recog-
nition criteria of this statement but not be included on that list. Assets designated by the symbol © are those that
would generally be recognized separately from goodwill because they meet the contractual-legal criterion. Assets desig-
nated by the symbol © do not arise from contractual or other legal rights but should nonetheless be recognized sepa-
rately from goodwill because they meet the separability criterion. The determination of whether a specific acquired
intangibile asset meets the criteria in this statement for recognition apart from goodwill should be based on the facts

and circumstances of each individual business combination.*

Marketing-Related Intangible Assets

Contract-Based Intangible Assets

1. Trademarks, trade names.¢ 1. Licensing, royalty, standstill agreements.¢
2. Service marks, collective marks, certification marks.¢ 2. Advertising, construction, management, service, or
3. Trade dress (unique color, shape, or package design).© supply contracts.©
4. Newspaper mastheads.¢ 3. Lease agreements.©
5. Internet domain names.¢ 4. Construction permits.©
6. Noncompetition agreements.© 5. Franchise agreements.©
Customer-Related Intangible Assets 6. Operating and broadcast rights.c ,

. 7. Use rights such as landing, drilling, water, air,
1. Customer lists.* mineral, timber cutting, and route authorities.©
2. Order or production backlog.© 8. Servicing contracts such as mortgage servicing
3. Customer contracts and related customer relationships. contracts.c
4. Noncontractual customer relationships. 9. Employment contracts.c

Artistic-Related Intangible Assets Technology-Based Intangible Assets

1. Plays, operas, and ballets.c

2. Books, magazines, newspapers, and other literary
works.¢

3. Musical works such as compositions, song lyrics,
advertising jingles.c

4. Pictures and photographs.©

5. Video and audiovisual material, including motion
pictures, music videos, and television programs.©

Patented technology.

Computer software and mask works.¢

Unpatented technology.®

Databases, including title plants.

Trade secrets, including secret formulas, processes,
recipes.©

Ul g W N =

*The intangible assets designated by the symbol (c) also could meet the separability criterion. However, separability is not a necessary condition for an asset to meet the
contractual-legal criterion.

By its very nature, such preexisting goodwill is not considered identifiable by the parent.
Therefore, the new owner simply ignores it in allocating the acquisition-date fair value. The
logic is that the total business fair value is first allocated to the identified assets and liabilities.
Only if an excess amount remains after recognizing the fair values of the net identified assets
is any goodwill recognized. Thus, in all business combinations, only goodwill reflected in the
current acquisition is brought forward in the consolidated entity’s financial reports.

Acquired In-Process Research and Development

The accounting for a business combination begins with the identification of the tangible and
intangible assets acquired and liabilities assumed by the acquirer. The fair values of the indi-
vidual assets and liabilities then provide the basis for financial statement valuations. Recently,
many firms—especially those in pharmaceutical and high-tech industries—have allocated sig-
nificant portions of acquired businesses to in-process research and development (IPR&D).

In a marked departure from past practice, current standards now require that acquired
IPR&D be measured at acquisition-date fair value and recognized in consolidated financial
statements as an asset. In commenting on the nature of IPR&D as an asset, Pfizer in an
October 28, 2005, comment letter to the FASB observed that

Board members know that companies frame business strategies around IPR&D, negotiate for it,
pay for it, fair value it, and nurture it and they view those seemingly rational actions as inconsistent
with the notion that [IPR&D has no probable future economic benefit.
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For example, ARCA Biopharma acquired a significant in-process research and development
IPR&D asset through a merger with Nuvelo in early 2009. As ARCA Biopharma noted in its
March 31, 2009, financial statements:

A valuation firm was engaged to assist ARCA in determining the estimated fair values of these
(IPR&D) assets as of the acquisition date. Discounted cash flow models are typically used in these
valuations, and the models require the use of significant estimates and assumptions including but
not limited to:

* Projecting regulatory approvals.

* Estimating future cash flows from product sales resulting from completed products and
in-process projects.

* Developing appropriate discount rates and probability rates by project.

The IPR&D asset is initially considered an indefinite-lived intangible asset and is not subject
to amortization. [IPR&D is then tested for impairment annually or more frequently if events or
changes in circumstances indicate that the asset might be impaired.

Recognizing acquired IPR&D as an asset is clearly consistent with the FASB’s fair-value
approach to acquisition accounting. Similar to costs that result in goodwill and other internally
generated intangibles (e.g., customer lists, trade names, etc.), IPR&D costs are expensed as in-
curred in ongoing business activities. However, a business combination is considered a signif-
icant recognition event for which all fair values transferred in the transaction should be fully
accounted for, including any values assigned to IPR&D. Moreover, because the acquirer paid
for the IPR&D, an expectation of future economic benefit is assumed and, therefore, the
amount is recognized as an asset.

To illustrate further, assume that ClearTone Company pays $2,300,000 in cash for all assets
and liabilities of Newave, Inc., in a merger transaction. ClearTone manufactures components
for cell phones. The primary motivation for the acquisition is a particularly attractive research
and development project under way at Newave that will extend a cell phone’s battery life by
up to 50 percent. ClearTone hopes to combine the new technology with its manufacturing
process and projects a resulting substantial revenue increase. ClearTone is optimistic that
Newave will finish the project in the next two years. At the acquisition date, ClearTone pre-
pares the following schedule that recognizes the items of value it expects to receive from the
Newave acquisition:

Consideration transferred . .. ... ... . . ... ... $2,300,000
Receivables . ... ... . . . . $ 55,000
Patents . .. ... 220,000
In-process research and development . ................... 1,900,000
Accounts payable .. ... ... .. (175,000)
Fair value of identified net assets acquired . ................. 2,000,000
GoodWwill .. . $ 300,000

ClearTone records the transaction as follows:

Receivables ... .. . 55,000

Patents ... .. 220,000

Research and developmentasset . ............. .. .. ... .. .. .. ...... 1,900,000

GoodWill .. o 300,000
Accounts payable . ... ... .. 175,000
Cash 2,300,000

Research and development expenditures incurred subsequent to the date of acquisition will
continue to be expensed. Acquired IPR&D assets should be considered initially indefinite-
lived until the project is completed or abandoned. As with other indefinite-lived intangible as-
sets, an acquired IPR&D asset is tested for impairment and is not amortized until its useful life
is determined to be no longer indefinite.
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CONVERGENCE BETWEEN U.S. AND INTERNATIONAL
ACCOUNTING STANDARDS

The FASB ASC topics on Business Combinations (805) and Consolidations (810) represent
outcomes of a joint project between the FASB and the International Accounting Standards
Board (IASB). The primary objective of the project was stated as follows:

to develop a single high-quality standard for business combinations that can be used for both
domestic and cross-border financial reporting. The goal is to develop a standard that includes a
common set of principles and related guidance that produces decision-useful information and
minimizes exceptions to those principles. The standard should improve the completeness,
relevance, and comparability of financial information about business combinations . . . (FASB
Project Updates: Business Combinations: Applying the Acquisition Method—Joint Project of the
IASB and FASB: October 25, 2007)

The IASB subsequently issued International Financial Reporting Standard 3 (/FRS 3) Revised
(effective July 2009), which along with FASB ASC topics 805, Business Combinations, and
810, Consolidation, effectively converged the accounting for business combinations interna-
tionally. The two standards are identical in most important aspects of accounting for business
combinations although differences can result in noncontrolling interest valuation and some
other limited applications.'® The joint project on business combinations represents one of the
first successful implementations of the agreement between the two standard-setting groups to
coordinate efforts on future work with the goal of developing high-quality comparable stan-
dards for both domestic and cross-border financial accounting.

LEGACY METHODS OF ACCOUNTING FOR BUSINESS COMBINATIONS

LO9

Identify the general characteris-
tics of the purchase method and
the general characteristics of a
pooling of interests. Also recog-
nize that although the pooling of
interests and purchase methods
are no longer applicable for

new business combinations their
financial reporting effects will be
evident for decades to come.

The acquisition method provides the accounting for business combinations occurring in 2009
and thereafter. However, for decades, business combinations were accounted for using either
the purchase or pooling of interests method. From 2002 through 2008, the purchase method
was used exclusively for business combinations. Prior to 2002, financial reporting standards
allowed two alternatives: the purchase method and the pooling of interests method. Because
the FASB required prospective application of the acquisition method for 2009 and beyond, the
purchase and pooling of interests methods continue to provide the basis for financial report-
ing for pre-2009 business combinations and thus will remain relevant for many years. Liter-
ally tens of thousands of past business combinations will continue to be reported in future
financial statements under one of these legacy methods.

The Purchase Method: An Application of the Cost Principle
A basic principle of the purchase method was to record a business combination at the cost to the
new owners. For example, several years ago MGM Grand, Inc., acquired Mirage Resorts, Inc., for
approximately $6.4 billion. This purchase price continued to serve as the valuation basis for Mirage
Resorts’ assets and liabilities in the preparation of MGM Grand’s consolidated financial statements.
Several elements of the purchase method reflect a strict application of the cost principle.
The following items represent examples of how the cost-based purchase method differs from
the fair-value-based acquisition method.

* Acquisition date allocations (including bargain purchases).
* Direct combination costs.

+ Contingent consideration.

* In-process research and development.

We next briefly discuss the accounting treatment for these items across the current and previ-
ous financial reporting regimes.

16 Chapter 4 of this text provides further discussion of noncontrolling interest accounting differences across
U.S. GAAP and IFRS. Other differences are presented in chapters where the applicable topics are covered.
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Purchase-Date Cost Allocations (Including Bargain Purchases)

In a business combination, the application of the cost principle often was complicated because
literally hundreds of separate assets and liabilities were acquired. Accordingly, for asset valu-
ation and future income determination, firms needed a basis to allocate the total cost among
the various assets and liabilities received in the bargained exchange. Similar to the acquisition
method, the purchase method based its cost allocations on the combination-date fair values
of the acquired assets and liabilities. Also closely related to the acquisition method proce-
dures, any excess of cost over the sum of the net identified asset fair values was attributed
to goodwill.

But the purchase method stands in marked contrast to the acquisition method in bargain
purchase situations. Under the purchase method, a bargain purchase occurred when the sum
of the individual fair values of the acquired net assets exceeded the purchase cost. To record a
bargain purchase at cost, however, the purchase method required that certain long-term assets
be recorded at amounts below their assessed fair values.

For example, assume Adams Co. paid $520,000 for Brook Co. in 2008. Brook has the fol-
lowing assets with appraised fair values:

Accounts receivable .. ............ $ 15,000
Land . ... ... 200,000
Building . ...................... 400,000
Accounts payable .. ... ... ... ... (5,000)
Total net fairvalue ............... $610,000

However, to record the combination at its $520,000 cost, Adams cannot use all of the above
fair values. The purchase method solution was to require that Adams reduce the valuation as-
signed to the acquired long-term assets (land and building) proportionately by $90,000
($610,000 — $520,000). The total fair value of the long-term assets, in this case $600,000,
provided the basis for allocating the reduction. Thus, Adams would reduce the acquired land
by (2/6 X $90,000) = $30,000 and the building by (4/6 X $90,000) = $60,000. Adams’ jour-
nal entry to record the combination using the purchase method would then be as follows:

Accountsreceivable . .. ... 15,000

Land ($200,000 — $30,000) . ... ..ottt 170,000

Building ($400,000 — $60,000) . . . ... .ottt 340,000
Accounts payable . .. ... 5,000
Cash 520,000

Note that the current assets and liabilities did not share in the proportionate reduction to cost.
Long-term assets were subject to the reduction because their fair-value estimates were consid-
ered less reliable than current items and liabilities. Finally, in rare situations firms recognized
an extraordinary gain on a purchase, but only in the very unusual case that the long-term as-
sets were reduced to a zero valuation.

In contrast, the acquisition method embraces the fair-value concept and discards the con-
sideration transferred as a valuation basis for the business acquired in a bargain purchase. In-
stead, the acquirer measures and recognizes the fair values of each of the assets acquired and
liabilities assumed at the date of combination, regardless of the consideration transferred in the
transaction. As a result, (1) no assets are recorded at amounts below their assessed fair values
as is the case with bargain purchases accounted for by the purchase method and (2) a gain on
bargain purchase is recognized at the acquisition date. Bargain purchases in acquisitions rep-
resent an exception to the general rule of valuing an acquisition at the consideration trans-
ferred by the acquirer.

Direct Combination Costs

Almost all business combinations employ professional services to assist in various phases of
the transaction. Examples include target identification, due diligence regarding the value of an
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acquisition, financing, tax planning, and preparation of formal legal documents. Prior to 2009,
under the purchase method, the investment cost basis included direct combination costs. In
contrast, the acquisition method considers these costs as payments for services received, not
part of the fair value exchanged for the business. Thus, under the acquisition method, direct
combination costs are expensed as incurred.

Contingent Consideration

Often business combination negotiations result in agreements to provide additional payments
to former owners if they meet specified future performance measures. The purchase method
accounted for such contingent consideration obligations as post-combination adjustments to
the purchase cost (or stockholders’ equity if the contingency involved the parent’s equity share
value) upon resolution of the contingency. The acquisition method treats contingent consider-
ation obligations as a negotiated component of the fair value of the consideration transferred,
consistent with the fair value measurement attribute.

In-Process Research and Development (IPR&D)

Prior to 2009, financial reporting standards required the immediate expensing of acquired
IPR&D if the project had not yet reached technological feasibility and the assets had no future
alternative uses. Expensing acquired IPR&D was consistent with the accounting treatment for a
firm’s ongoing research and development costs. The acquisition method, however, requires tan-
gible and intangible assets acquired in a business combination to be used in a particular research
and development activity, including those that may have no alternative future use, to be recog-
nized and measured at fair value at the acquisition date. These capitalized research and develop-
ment costs are reported as intangible assets with indefinite lives subject to periodic impairment
reviews. Moreover, because the acquirer identified and paid for the IPR&D, the acquisition
method assumes an expectation of future economic benefit and therefore recognizes an asset.

The Pooling of Interests Method: Continuity of
Previous Ownership

Historically, former owners of separate firms would agree to combine for their mutual benefit
and continue as owners of a combined firm. It was asserted that the assets and liabilities of the
former firms were never really bought or sold; former owners merely exchanged ownership
shares to become joint owners of the combined firm. Combinations characterized by exchange
of voting shares and continuation of previous ownership became known as pooling of inter-
ests. Rather than an exchange transaction with one ownership group replacing another, a pool-
ing of interests was characterized by a continuity of ownership interests before and after the
business combination. Prior to its elimination, this method was applied to a significant num-
ber of business combinations.!” To reflect the continuity of ownership, two important steps
characterized the pooling of interests method:

1. The book values of the assets and liabilities of both companies became the book values re-
ported by the combined entity.

2. The revenue and expense accounts were combined retrospectively as well as prospectively.
The idea of continuity of ownership gave support for the recognition of income accruing to
the owners both before and after the combination.

Therefore, in a pooling, reported income was typically higher than under the contemporane-
ous purchase accounting. Under pooling, not only did the firms retrospectively combine in-
comes, but also the smaller asset bases resulted in smaller depreciation and amortization
expenses. Because net income reported in financial statements often is used in a variety of
contracts, including managerial compensation, managers considered the pooling method an at-
tractive alternative to purchase accounting.

Prior to 2002, accounting and reporting standards allowed both the purchase and pooling of
interest methods for business combinations. However, standard setters established strict criteria

17 Past prominent business combinations accounted for by the pooling of interests method include ExxonMobil,
Pfizer-Warner Lambert, Yahoo!-Broadcast.com, Pepsi-Quaker Oats, among thousands of others.
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EXHIBIT 2.8
Precombination Information
for Baker Company

January 1 Book Values Fair Values
Current assets $ 30,000 $ 30,000
Internet domain name 160,000 300,000
Licensing agreements 0 500,000
In-process research and development 0 200,000
Notes payable (25,000) (25,000)

Total net assets $165,000 $1,005,000

for use of the pooling method. The criteria were designed to prevent managers from engaging
in purchase transactions and then reporting them as poolings of interests. Business combinations
that failed to meet the pooling criteria had to be accounted for by the purchase method.

These criteria had two overriding objectives. First, to ensure the complete fusion of the two
organizations, one company had to obtain substantially all (90 percent or more) of the voting
stock of the other. The second general objective of these criteria was to prevent purchase com-
binations from being disguised as poolings. Past experience had shown that combination trans-
actions were frequently manipulated so that they would qualify for pooling of interests
treatment (usually to increase reported earnings). However, subsequent events, often involving
cash being paid or received by the parties, revealed the true nature of the combination: One
company was purchasing the other in a bargained exchange. A number of qualifying criteria
for pooling of interests treatment were designed to stop this practice.

Comparisons across the Pooling of Interests, Purchase,
and Acquisition Methods

To illustrate some of the differences across the purchase, pooling of interests, and acquisition
methods, assume that on January 1, Archer, Inc., acquired Baker Company in exchange for
10,000 shares of'its $1.00 par common stock having a fair value of $1,200,000 in a transaction
structured as a merger. In connection with the acquisition, Archer paid $25,000 in legal and
accounting fees. Also, Archer agreed to pay the former owners additional cash consideration
contingent upon the completion of Baker’s existing contracts at specified profit margins. The
current fair value of the contingent obligation was estimated to be $150,000. Exhibit 2.8 pro-
vides Baker’s combination-date book values and fair values.

Purchase Method Applied
Archer’s valuation basis for its purchase of Baker is computed and allocated as follows:

Fair value of sharesissued .. ...... ... ... ... .. ... ... ... . .... $1,200,000
Direct combination costs (legal and accounting fees) ............ 25,000
Cost of the Baker purchase . .......... ... ... ... ........... $1,225,000
Cost allocation:
Current assets . ... .. $ 30,000
Internet domain name . ... ... ... 300,000
Licensing agreements . . ........... ... 500,000
Research and development expense ... .................... 200,000
Notes payable . ...... ... .. ... . . . ... .. ... (25,000)
Total net fair value of items acquired . .. .................. 1,005,000
Goodwill .. $ 220,000

Note the following characteristics of the purchase method from the above schedule.

+ The valuation basis is cost and includes direct combination costs, but excludes the contingent
consideration.

« The cost is allocated to the assets acquired and liabilities assumed based on their individual
fair values (unless a bargain purchase occurs and then the long-term items may be recorded
as amounts less than their fair values).
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* Goodwill is the excess of cost of the fair values of the net assets purchase.

* Acquired in-process research and development is expensed immediately at the purchase
date.

Pooling of Interests Method Applied

Because a purchase—sale was deemed not to occur, the pooling method relied on previously
recorded values reflecting a continuation of previous ownership. Thus, the following asset
values would be recorded by Archer in a business combination accounted for as a pooling of
interests.

Values Assigned

CUMENt @SSELS . v v o e $ 30,000
Internet domainname . ... ... ... 160,000
Licensingagreements . . ... ... —0-
In-process research and development .. .................. —0-
Notes payable . ... ... ... ... . . . . (25,000)
Total value assigned within the combination . .. ............ $165,000

Note the following characteristics of the pooling of interests method from the above schedule.

* Because a pooling of interests was predicated on a continuity of ownership, the accounting
incorporated a continuation of previous book values and ignored fair values exchanged in
a business combination.

* Previously unrecognized (typically internally developed) intangibles continue to be reported
at a zero value post-combination.

* Because the pooling of interests method values an acquired firm at its previously recorded
book value, no new amount for goodwill was ever recorded in a pooling.

Acquisition Method Applied

According to the acquisition method, Archer’s valuation basis for its acquisition of Baker is
computed as follows:

Fair value of sharesissued ... ... .. . . . . . . . ... $1,200,000
Fair value of contingent performance obligation .. .............. 150,000
Total consideration transferred for the Baker acquisition .. ... ... .. $1,350,000
Cost allocation:
CUIreNt @sSets . . oo $ 30,000
Internet domain name . ... ... ... 300,000
Licensing agreements . . ... ... 500,000
Research and developmentasset ............ .. ... .. ...... 200,000
Notes payable . . ... .. ... . ... .. ... (25,000)
Total net fair value of items acquired . .. ......... ... ... ... 1,005,000
Goodwill .o $ 345,000

Note the following characteristics of the acquisition method from the above entry.

* The valuation basis is fair value of consideration transferred and includes the contingent
consideration, but excludes direct combination costs.

* The assets acquired and liabilities assumed are recorded at their individual fair values.

* Goodwill is the excess of the consideration transferred over the fair values of the net assets
acquired.

* Acquired in-process research and development is recognized as an asset.
* Professional service fees to help accomplish the acquisition are expensed.
The following table compares the amounts from Baker that Archer would include in its

combination-date consolidated financial statements under the pooling of interests method,
the purchase method, and the acquisition method.
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Values Incorporated in Archer’s
Consolidated Balance Sheet Resulting
from the Baker Transaction

Pooling of Purchase  Acquisition
Interests Method Method Method

Current assets $ 30,000 $ 30,000 $ 30,000
Internet domain name 160,000 300,000 300,000
Licensing agreements -0- 500,000 500,000
In-process research and development asset* -0- -0- 200,000
Goodwill -0- 220,000 345,000
Notes payable (25,000) (25,000) (25,000)
Contingent performance obligation —0- —0- (150,000)
Total net asset recognized by Archer $165,000 $1,025,000 $1,200,000

*Acquired in-process research and development was expensed under the purchase method and not recognized at all under the pooling of
interests method.

Several comparisons should be noted across these methods of accounting for business
combinations:

In consolidating Baker’s assets and liabilities, the purchase and acquisition methods record
fair values. In contrast, the pooling method uses previous book values and ignores fair val-
ues. Consequently, although a fair value of $1,350,000 is exchanged, only a net value of
$165,000 (assets less liabilities) is reported in the pooling.

The pooling method, as reflected in the preceding example, typically shows smaller asset
values and consequently lowers future depreciation and amortization expenses. Thus,
higher future net income was usually reported under the pooling method compared to sim-
ilar situations that employed the purchase method.

Under pooling, financial ratios such as Net Income/Total Assets were dramatically inflated.
Not only was this ratio’s denominator understated through failure to recognize internally de-
veloped assets acquired (and fair values in general), but the numerator was overstated
through smaller depreciation and amortization expenses.

Although not shown, the pooling method retrospectively combined the acquired firm’s rev-
enues, expenses, dividends, and retained earnings. The purchase and acquisition methods
incorporate only post-combination values for these operational items. Also all costs of the
combination (direct and indirect acquisition costs and stock issue costs) were expensed in
the period of combination under the pooling of interests method.

Finally, with adoption of the acquisition method, the FASB has moved clearly in the direc-
tion of increased management accountability for the fair values of all assets acquired and
liabilities assumed in a business combination.

Summary

Consolidation of financial information is required for external reporting purposes when one organi-
zation gains control of another, thus forming a single economic entity. In many combinations, all but
one of the companies is dissolved as a separate legal corporation. Therefore, the consolidation
process is carried out fully at the date of acquisition to bring together all accounts into a single set of
financial records. In other combinations, the companies retain their identities as separate enterprises
and continue to maintain their own separate accounting systems. For these cases, consolidation is a
periodic process necessary whenever the parent produces external financial statements. This periodic
procedure is frequently accomplished through the use of a worksheet and consolidation entries.

Under the acquisition method, the fair value of the consideration transferred provides the starting
point for valuing the acquired firm. The fair value of the consideration transferred by the acquirer in-
cludes the fair value of any contingent consideration. The acquired company assets and liabilities are
consolidated at their individual acquisition-date fair values. If the consideration transferred exceeds
the total fair value of the net assets, the residual amount is recognized in the consolidated financial
statements as goodwill, an intangible asset. Direct combination costs are expensed as incurred be-
cause they are not part of the acquired business fair value. When a bargain purchase occurs, individual
assets and liabilities acquired continue to be recorded at their fair values and a gain on bargain purchase
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is recognized. Also, in contrast to past practice, the fair value of all acquired in-process research and de-
velopment is recognized as an asset in business combinations subject to subsequent impairment reviews.

3. Particular attention should be paid to the recognition of intangible assets in business combinations.
An intangible asset must be recognized in an acquiring firm’s financial statement if the asset arises
from a legal or contractual right (e.g., trademarks, copyrights, artistic materials, royalty agreements).
If the intangible asset does not represent a legal or contractual right, the intangible will still be rec-
ognized if it is capable of being separated from the firm (e.g., customer lists, noncontractual customer
relationships, unpatented technology).

4. Past financial reporting standards required either the purchase method or the pooling of interests
method to account for business combinations. Because current GAAP prohibits retrospective treat-
ment, vestiges of the earlier acquisition methods will remain in financial statements for many years
to come.

5. The purchase method valued the acquired firm at cost including all direct consolidation costs unless
expended to issue stock. The acquired assets and liabilities were consolidated at their fair values at
the date of purchase. If the purchase cost exceeded the fair value of the net acquired assets, the resid-
ual was recognized in the consolidated financial statements as goodwill, an intangible asset. If the
purchase price was less than total fair value, certain consolidated assets were reported at less than
their individual fair values. Because of the bargain purchase, these noncurrent assets were consoli-
dated at amounts less than their fair values. The total reduction was the difference between the
acquisition cost and the net fair value of the subsidiary’s assets and liabilities. This figure is prorated
based on the fair value of the various noncurrent assets. An extraordinary gain was reported if the
reduction exceeded the total value of the applicable noncurrent assets.

6. The pooling of interests method was criticized often because it relied on book values only and, there-
fore, ignored the exchange transaction that formed the economic entity. Poolings ignored unrecorded
intangible assets even though they were some of the main value drivers among the target firm’s as-
sets. Poolings were also questioned because of the retroactive treatment of operating results. Conse-
quently, companies were able to increase reported earnings by pooling with another company rather
than by improving operating efficiency. Although firms needed to meet specific criteria to quality for
pooling of interests treatment, many large firms were able to employ this method. After 2002, future
use of the pooling method was prohibited.

Com prehensive (Estimated Time: 45 to 65 Minutes) Following are the account balances of Miller Company and Richmond
Nustration Company as of December 31. The fair values of Richmond Company’s assets and liabilities are also listed.
PROBLEM
Miller Richmond Richmond
Company Company Company
Book Values Book Values Fair Values
12/31 12/31 12/31
Cash........... .. . $ 600,000 $ 200,000 $ 200,000
Receivables. .. ............... 900,000 300,000 290,000
Inventory ......... ... ... .... 1,100,000 600,000 820,000
Buildings and equipment (net) . . . . 9,000,000 800,000 900,000
Unpatented technology . ....... —0- —0- 500,000
In-process research
and development ... ........ -0- -0- 100,000
Accounts payable. . ........... (400,000) (200,000) (200,000)
Notes payable. .. ............. (3,400,000) (1,100,000) (1,100,000)
Uil oeeeiiinniiiiinne, § 7,800,000 § 600,000 $1,510,000
Common stock—$20 par value ... $(2,000,000)
Common stock—$5 par value . . .. $ (220,000)
Additional paid-in capital . ... ... (900,000) (100,000)
Retained earnings, 1/1 .. ....... (2,300,000) (130,000)
Revenues . .................. (6,000,000) (900,000)
Expenses . ... ... ... .. ... 3,400,000 750,000

Note: Parentheses indicate a credit balance.
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Additional Information (not reflected in the preceding figures)

*  On December 31, Miller issues 50,000 shares of its $20 par value common stock for all of the out-
standing shares of Richmond Company.

* As part of the acquisition agreement, Miller agrees to pay the former owners of Richmond $250,000
if certain profit projections are realized over the next three years. Miller calculates the acquisition-
date fair value of this contingency at $100,000.

* In creating this combination, Miller pays $10,000 in stock issue costs and $20,000 in accounting and
legal fees.

Required
a. Miller’s stock has a fair value of $32.00 per share. Using the acquisition method:
1. Prepare the necessary journal entries if Miller dissolves Richmond so it is no longer a separate
legal entity.
2. Assume instead that Richmond will retain separate legal incorporation and maintain its own
accounting systems. Prepare a worksheet to consolidate the accounts of the two companies.

b. If Miller’s stock has a fair value of $26.00 per share, describe how the consolidated balances would
differ from the results in requirement (a).

SOLUTION

a. 1. In abusiness combination, the accountant first determines the total fair value of the consideration
transferred. Because Miller’s stock is valued at $32 per share, the 50,000 issued shares are worth
$1,600,000 in total. Included in the consideration transferred is the $100,000 acquisition-date fair
value of the contingent performance obligation.

This $1,700,000 total fair value is compared to the $1,510,000 fair value of Richmond’s assets
and liabilities (including the value of IPR&D). The $190,000 excess fair value ($1,700,000 —
$1,510,000) is recognized as goodwill. Because dissolution will occur, Richmond’s asset and liabil-
ity accounts are transferred to Miller and entered at fair value with the excess recorded as goodwill.

The $10,000 stock issue cost reduces Additional Paid-In Capital. The $20,000 direct combina-
tion costs (accounting and legal fees) are expensed when incurred.

Miller Company’s Financial Records—December 31

Cash .. 200,000
Receivables . . .. ... .. . . . .. 290,000
Inventory . ... 820,000
Buildings and Equipment . ... ... .. 900,000
Unpatented Technology .. ........ ... .. .. ... .. .. . . ..., 500,000
In-Process Research and Development Asset .. ................... 100,000
Goodwill .. 190,000
Accounts Payable . ....... .. .. ... ... .. ... 200,000
Notes Payable .. ... ... . . .. .. .. .. ... 1,100,000
Contingent Performance Obligation ....................... 100,000
Common Stock (Miller) (parvalue) .. ....................... 1,000,000
Additional Paid-In Capital (fair value in excess of par value) ... ... 600,000
To record acquisition of Richmond Company.
Professional service eXpenses .. .............. ... 20,000
Cash (paid for combination costs) ......................... 20,000
To record legal and accounting fees related to the combination.
Additional Paid-In Capital ......... .. .. .. ... .. . 10,000
Cash (stock issuance costs) . .................. ... 10,000

To record payment of stock issuance costs.
2. Under this scenario, the acquisition fair value is equal to that computed in part (al).

50,000 shares of stock at $32.00each .................. $1,600,000
Contingent performance obligation . ................... 100,000

Acquisition-date fair value of consideration transferred . ... .. $1,700,000
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Because the subsidiary is maintaining separate incorporation, Miller establishes an investment
account to reflect the $1,700,000 acquisition consideration:

Miller’s Financial Records—December 31

Investment in Richmond Company . ........................... 1,700,000
Contingent Performance Obligation ....................... 100,000
Common Stock (Miller) (parvalue) .. ....................... 1,000,000
Additional Paid-In Capital (market value in excess of par value) . .. 600,000
Professional service eXpenses ... .......... ... 20,000
Cash (paid for combination costs) ......................... 20,000
To record legal and accounting fees related to the combination.
Additional Paid-In Capital .. ....... ... ... .. ... .. ... .. ....... 10,000
Cash (stock issuance costs) . .................. ... ... .. ... 10,000

To record payment of stock issuance costs.

Because Richmond maintains separate incorporation and its own accounting system, Miller pre-
pares a worksheet for consolidation. To prepare the worksheet, Miller first allocates Richmond’s
fair value to assets acquired and liabilities assumed based on their individual fair values:

Fair value of consideration transferred by Miller ... ......... $1,700,000
Book value of Richmond . . . ........ ... ... ... ... ... .... 600,000
Excess fair value over book value . ......... ... ... ... .... $1,100,000

Allocations are made to specific accounts based on differences in fair values and book values:

Receivables ($290,000 — $300,000) . .. .................. $ (10,000)
Inventory ($820,000 — $600,000) . ..................... 220,000
Buildings and equipment ($900,000 — $800,000) .......... 100,000
Unpatented technology ($500,000 = 0) .. ................ 500,000
In-process research and development . .......... ... ... ... 100,000 910,000
Goodwill ... $ 190,000

The following steps produce consolidated financial statements totals in Exhibit 2.9:

»  Miller’s balances have been updated on this worksheet to include the effects of both the newly
issued shares of stock, the recognition of the contingent performance liability, and the combi-
nation expenses.

* Richmond’s revenue and expense accounts have been closed to Retained Earnings. The acqui-
sition method consolidates only postacquisition revenues and expenses.

*  Worksheet Entry S eliminates the $600,000 book value component of the Investment in
Richmond account along with the subsidiary’s stockholders’ equity accounts.

Entry A adjusts all of Richmond’s assets and liabilities to fair value based on the allocations
determined earlier.

. If the fair value of Miller’s stock is $26.00 per share, then the fair value of the consideration trans-
ferred in the Richmond acquisition is recomputed as follows:

Fair value of shares issued ($26 X 50,000 shares) .............. $1,300,000
Fair value of contingent consideration ... .................... 100,000
Total consideration transferred at fairvalue . .................. $1,400,000

Because the consideration transferred is $110,000 less than the $1,510,000 fair value of the net assets
received in the acquisition, a bargain purchase has occurred. In this situation, Miller continues to rec-
ognize each of the separately identified assets acquired and liabilities assumed at their fair values. Re-
sulting differences in the consolidated balances relative to the Requirement (a) solution are as follows:

* The $110,000 excess fair value recognized over the consideration transferred is recognized as a
“gain on bargain purchase.”

» Consolidated net income increases by the $110,000 gain to $2,690,000.

* No goodwill is recognized.

»  Miller’s additional paid-in capital decreases by $300,000 to $1,190,000.

» Consolidated retained earnings increase by the $110,000 gain to $4,990,000.
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EXHIBIT 2.9 Comprehensive Illustration—Solution—Acquisition Method

MILLER COMPANY AND RICHMOND COMPANY

Consolidation Worksheet
For Period Ending December 31

Miller Richmond Consolidation Entries Consolidated
Accounts Company Company Debit Credit Totals
Income Statement
Revenues (6,000,000) (6,000,000)
Expenses 3,420,000* 3,420,000*
Net income (2,580,000) (2,580,000)
Statement of Retained Earnings
Retained earnings, 1/1 (2,300,000) (2,300,000)
Net income (above) (2,580,000) (2,580,000)
Retained earnings, 12/31 (4,880,000) (4,880,000)
Balance Sheet
Cash 570,000* 200,000 770,000
Receivables 900,000 300,000 (A) 10,000 1,190,000
Inventory 1,100,000 600,000 (A) 220,000 1,920,000
Investment in Richmond Company 1,700,000* -0- (A) 1,100,000 -0-
(S) 600,000
Buildings and equipment (net) 9,000,000 800,000 (A) 100,000 9,900,000
Goodwill -0- —0- (A) 190,000 190,000
Unpatented technology -0- -0- (A) 500,000 500,000
Research and development asset -0- -0- (A) 100,000 100,000
Total assets 13,270,000 1,900,000 14,570,000
Accounts payable (400,000) (200,000) (600,000)
Notes payable (3,400,000) (1,100,000) (4,500,000)
Contingent performance obligation (100,000)* -0- (100,000)
Common stock (3,000,000)* (220,000) (S) 220,000 (3,000,000)
Additional paid-in capital (1,490,000)* (100,000) (S) 100,000 (1,490,000)
Retained earnings, 12/31 (above) (4,880,000)* (280,000)t (S) 280,000 (4,880,000)
Total liabilities and equities (13,270,000) (1,900,000) 1,710,000 1,710,000 (14,570,000)

Note: Parentheses indicate a credit balance.

*Balances have been adjusted for issuance of stock, payment of combination expenses, and recognition of contingent performance liability.
TBeginning retained earnings plus revenues minus expenses.

Also, because of the bargain purchase, the “Investment in Richmond” account balance on Miller’s
separate financial statements shows the $1,510,000 fair value of the net identified assets received.
This valuation measure is an exception to the general rule of using the consideration transferred to
provide the valuation basis for the acquired firm.

Questions

S N O

. What is a business combination?

. Describe the different types of legal arrangements that can take place to create a business combination.
. What does the term consolidated financial statements mean?

. Within the consolidation process, what is the purpose of a worksheet?

Jones Company obtains all of the common stock of Hudson, Inc., by issuing 50,000 shares of its own
stock. Under these circumstances, why might the determination of an acquisition price be difficult?

. What is the accounting basis for consolidating assets and liabilities in a business combination

recorded using the acquisition method?
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7. How are a subsidiary’s revenues and expenses consolidated?

8. Morgan Company acquires all of the outstanding shares of Jennings, Inc., for cash. Morgan trans-
fers consideration more than the fair value of the company’s net assets. How should the payment
in excess of fair value be accounted for in the consolidation process under the acquisition
method?

9. Catron Corporation is having liquidity problems, and as a result, it sells all of its outstanding stock
to Lambert, Inc., for cash. Because of Catron’s problems, Lambert is able to acquire this stock at less
than the fair value of the company’s net assets. How is this reduction in price accounted for within
the consolidation process under the acquisition method?

10. Sloane, Inc., issues 25,000 shares of its own common stock in exchange for all of the outstanding
shares of Benjamin Company. Benjamin will remain a separately incorporated operation. How does
Sloane record the issuance of these shares?

11. To obtain all of the stock of Molly, Inc., Harrison Corporation issued its own common stock.
Harrison had to pay $98,000 to lawyers, accountants, and a stock brokerage firm in connection
with services rendered during the creation of this business combination. In addition, Harrison
paid $56,000 in costs associated with the stock issuance. How will these two costs be recorded
under the acquisition method?

Problems Note: Problems 1-25 relate to the acquisition method of accounting for business combinations. Problems
26 through 30 relate to the purchase method. Problems 31-33 relate to the pooling method.

The Acquisition Method

LO1 1. Which of the following does not represent a primary motivation for business combinations?
a. Combinations as a vehicle for achieving rapid growth and competitiveness.
b. Cost savings through elimination of duplicate facilities and staff.
c. Quick entry for new and existing products into markets.
d. Larger firms being less likely to fail.
LO2 2. Which of the following is the best theoretical justification for consolidated financial statements?
a. In form the companies are one entity; in substance they are separate.
b. In form the companies are separate; in substance they are one entity.
c. In form and substance the companies are one entity.
d. In form and substance the companies are separate.
(AICPA)

LO3 3. What is a statutory merger?
a. A merger approved by the Securities and Exchange Commission.
b. An acquisition involving the purchase of both stock and assets.
c. A takeover completed within one year of the initial tender offer.
d. A business combination in which only one company continues to exist as a legal entity.
LO8 4. What is the appropriate accounting treatment for the value assigned to in-process research and
development acquired in a business combination?
a. Expense upon acquisition.
b. Capitalize as an asset.

c. Expense if there is no alternative use for the assets used in the research and development and
technological feasibility has yet to be reached.

d. Expense until future economic benefits become certain and then capitalize as an asset.
LO8 5. An acquired entity has a long-term operating lease for an office building used for central manage-
ment. The terms of the lease are very favorable relative to current market rates. However, the lease

prohibits subleasing or any other transfer of rights. In its financial statements, the acquiring firm
should report the value assigned to the lease contract as

a. An intangible asset under the contractual-legal criterion.
b. A part of goodwill.

c. An intangible asset under the separability criterion.

d. A building.
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LO4 6. When does gain recognition accompany a business combination?
a. When a bargain purchase occurs.
b. In a combination created in the middle of a fiscal year.
c. In an acquisition when the value of all assets and liabilities cannot be determined.
d.

When the amount of a bargain purchase exceeds the value of the applicable noncurrent assets
(other than certain exceptions) held by the acquired company.

LO4 7. According to the acquisition method of accounting for business combinations, costs paid to attor-
neys and accountants for services in arranging a merger should be

a. Capitalized as part of the overall fair value acquired in the merger.
b. Recorded as an expense in the period the merger takes place.

c. Included in recognized goodwill.

d. Written off over a five-year maximum useful life.

LO4 8. When negotiating a business acquisition, buyers sometimes agree to pay extra amounts to sellers in
the future if performance metrics are achieved over specified time horizons. How should buyers ac-
count for such contingent consideration in recording an acquisition?

a. The amount ultimately paid under the contingent consideration agreement is added to goodwill
when and if the performance metrics are met.

b. The fair value of the contingent consideration is expensed immediately at acquisition date.
The fair value of the contingent consideration is included in the overall fair value of the consid-
eration transferred, and a liability or additional owners’ equity is recognized.

d. The fair value of the contingent consideration is recorded as a reduction of the otherwise deter-
minable fair value of the acquired firm.

LO5 9. On June 1, Cline Co. paid $800,000 cash for all of the issued and outstanding common stock of
Renn Corp. The carrying values for Renn’s assets and liabilities on June 1 follow:
Cash .o $150,000
Accounts receivable .. ..... ... ... . ... .. 180,000
Capitalized software costs. .. ............ 320,000
Goodwill . ... 100,000
Liabilities .. ... .. (130,000)
Netassets .. ....................... $620,000

On June 1, Renn’s accounts receivable had a fair value of $140,000. Additionally, Renn’s in-
process research and development was estimated to have a fair value of $200,000. All other items
were stated at their fair values. On Cline’s June 1 consolidated balance sheet, how much is reported
for goodwill?

a. $320,000.
b. $120,000.
c. $80,000.
d. $20,000.

LO5 10. Prior to being united in a business combination, Atkins, Inc., and Waterson Corporation had the fol-
lowing stockholders’ equity figures:

Atkins Waterson
Common stock ($1 parvalue) .............. $180,000 $ 45,000
Additional paid-in capital . .. ....... ... .. .. 90,000 20,000
Retained earnings .. ..................... 300,000 110,000

Atkins issues 51,000 new shares of its common stock valued at $3 per share for all of the outstand-
ing stock of Waterson. Assume that Atkins acquires Waterson. Immediately afterward, what are con-
solidated Additional Paid-In Capital and Retained Earnings, respectively?

a. $104,000 and $300,000.
b. $110,000 and $410,000.
c. $192,000 and $300,000.
d. $212,000 and $410,000.




LO5

LO4

LO8

LO6

11.

12.

13.
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Problems 11 and 12 are based on the following information:

Hill, Inc., obtains control over Loring, Inc., on July 1. The book value and fair value of Loring’s
accounts on that date (prior to creating the combination) follow, along with the book value of Hill’s
accounts:

Hill Loring Loring

Book Values Book Values Fair Values
Revenues .. ...................... $(250,000) $(130,000)
Expenses .. ... ... ... ... ... 170,000 80,000
Retained earnings, 1/1 . ............. (130,000) (150,000)
Cash and receivables . .............. 140,000 60,000 $ 60,000
Inventory ....... ... ... .. ... ... 190,000 145,000 175,000
Patented technology (net) ........... 230,000 180,000 200,000
Land . ... .. 400,000 200,000 225,000
Buildings and equipment (net) ........ 100,000 75,000 75,000
Liabilities. . . ........ .. ... ... .. .. .. (540,000) (360,000) (350,000)
Commonstock . .................. (300,000) (70,000)
Additional paid-in capital .. .......... (10,000) (30,000)

Assume that Hill issues 10,000 shares of common stock with a $5 par value and a $40 fair value to
obtain all of Loring’s outstanding stock. How much goodwill should be recognized?

a. —0-.

b. $15,000.
. $35,000.
d. $100,000.

For the fiscal year ending December 31, how will consolidated net income of this business combi-
nation be determined if Hill acquires all of Loring’s stock?

a. Hill’s income for the past year plus Loring’s income for the past six months.

b. Hill’s income for the past year plus Loring’s income for the past year.

c. Hill’s income for the past six months plus Loring’s income for the past six months.
d. Hill’s income for the past six months plus Loring’s income for the past year.

Prycal Co. merges with InterBuy, Inc., and acquires several different categories of intangible assets

including trademarks, a customer list, copyrights on artistic materials, agreements to receive royal-

ties on leased intellectual property, and unpatented technology.

a. Describe the criteria for determining whether an intangible asset acquired in a business combi-
nation should be separately recognized apart from goodwill.

b. For each of the acquired intangibles listed, identify which recognition criteria (separability and

legal/contractual) may or may not apply in recognizing the intangible on the acquiring firm’s
financial statements.

. The following book and fair values were available for Westmont Company as of March 1.

Book Value Fair Value
Inventory ....................... $ 630,000 $ 600,000
Land . ... ... .. 750,000 990,000
Buildings . ......... ... .. .. ... ... 1,700,000 2,000,000
Customer relationships .. .......... —0- 800,000
Accounts payable ........ ... ... .. (80,000) (80,000)
Commonstock . ................. (2,000,000)
Additional paid-in capital . .......... (500,000)
Retained earnings 1/1 ............. (360,000)
Revenues .. .......... . . . ... .. ... (420,000)
Expenses . ... ... ... L. 280,000

Arturo Company pays $4,000,000 cash and issues 20,000 shares of its $2 par value common stock
(fair value of $50 per share) for all of Westmont’s common stock in a merger, after which Westmont
will cease to exist as a separate entity. Stock issue costs amount to $25,000 and Arturo pays $42,000
for legal fees to complete the transaction. Prepare Arturo’s journal entry to record its acquisition of
Westmont.
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LO6

LO4, LO5, LO6, LO7

LO4, LO5, LO6, LO7

15.

16.

17.

Use the same facts as in problem 14, but assume instead that Arturo pays cash of $4,200,000 to acquire
Westmont. No stock is issued. Prepare Arturo’s journal entry to record its acquisition of Westmont.
Following are preacquisition financial balances for Padre Company and Sol Company as of
December 31. Also included are fair values for Sol Company accounts.

C:ri(:);eny Sol Company
Book Values Book Values Fair Values
12/31 12/31 12/31

Cash ... . . $ 400,000 $ 120,000 $ 120,000
Receivables .. ... ... ... ... .. ....... 220,000 300,000 300,000
Inventory . ............... ... 410,000 210,000 260,000
Land ... .. ... 600,000 130,000 110,000
Building and equipment (net) ......... 600,000 270,000 330,000
Franchise agreements .. ............. 220,000 190,000 220,000
Accounts payable . ...... ... ... .. ... (300,000) (120,000) (120,000)
Accrued eXpenses . . ... (90,000) (30,000) (30,000)
Long-term liabilities . .. .............. (900,000) (510,000) (510,000)
Common stock—$20 par value . . .. .. .. (660,000)
Common stock—$5 par value . ... ... .. (210,000)
Additional paid-in capital . ........... (70,000) (90,000)
Retained earnings, 1/1 . ............. (390,000) (240,000)
Revenues .. .............. .. ... ... (960,000) (330,000)
Expenses . ... 920,000 310,000

Note: Parentheses indicate a credit balance.

On December 31, Padre acquires Sol’s outstanding stock by paying $360,000 in cash and issuing
10,000 shares of its own common stock with a fair value of $40 per share. Padre paid legal and ac-
counting fees of $20,000 as well as $5,000 in stock issuance costs.

Determine the value that would be shown in Padre and Sol’s consolidated financial statements
for each of the accounts listed.

Accounts
Inventory Revenues
Land Additional paid-in capital
Buildings and equipment Expenses
Franchise agreements Retained earnings, 1/1

Goodwill

On June 30, 2011, Wisconsin, Inc., issued $300,000 in debt and 15,000 new shares of its $10 par value
stock to Badger Company owners in exchange for all of the outstanding shares of that company.
Wisconsin shares had a fair value of $40 per share. Prior to the combination, the financial statements
for Wisconsin and Badger for the six-month period ending June 30, 2011, were as follows:

Wisconsin Badger

Revenues . ........ .., $ (900,000) $ (300,000)
EXpenses . ... ... 660,000 200,000

Netincome . ......................... $ (240,000) $ (100,000)
Retained earnings, 1/1 . .................. $ (800,000) $ (200,000)
Netincome . ......... . . . . . .. ... (240,000) (100,000)
Dividends paid . ........... ... ... ... .... 90,000 —-0-

Retained earnings, 6/30 ... .............. $ (950,000) $ (300,000)
Cash . ... ... $ 80,000 $ 110,000
Receivables and inventory .. ............... 400,000 170,000
Patented technology (net) . ................ 900,000 300,000
Equipment (net) ........................ 700,000 600,000

Total assets .. ........ . .. ... ... ... ... . $ 2,080,000 $ 1,180,000
Liabilities . . .. ... . . $ (500,000) $ (410,000)
Commonstock .. ... ... ... (360,000) (200,000)
Additional paid-in capital ................. (270,000) (270,000)
Retained earnings .. ..................... (950,000) (300,000)

Total liabilities and equities . ............. $(2,080,000) $(1,180,000)
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Wisconsin also paid $30,000 to a broker for arranging the transaction. In addition, Wisconsin
paid $40,000 in stock issuance costs. Badger’s equipment was actually worth $700,000, but its
patented technology was valued at only $280,000.

What are the consolidated balances for the following accounts?

Net income.

Retained earnings, 1/1/11.
Patented technology.
Goodwill.

Liabilities.

Common stock.

RS U SR

g. Additional paid-In capital.

18. On January 1, 2011, Pinnacle Corporation exchanged $3,200,000 cash for 100 percent of the out-
standing voting stock of Strata Corporation. Pinnacle plans to maintain Strata as a wholly owned
subsidiary with separate legal status and accounting information systems.

At the acquisition date, Pinnacle prepared the following fair-value allocation schedule:

Fair value of Strata (consideration transferred) . ... ... .. $3,200,000
Carrying amount acquired . . ................... ... 2,600,000
Excess fairvalue . ........ ... . . ... $ 600,000
to buildings (undervalued) . ..................... $ 300,000
to licensing agreements (overvalued) . ............. (100,000) 200,000
to goodwill (indefinite life) . ............ ... ... .. $ 400,000

Immediately after closing the transaction, Pinnacle and Strata prepared the following post-acquisition
balance sheets from their separate financial records.

Pinnacle Strata

Cash ... $ 433,000 $ 122,000
Accounts receivable ... .. ... ... ... ... .. 1,210,000 283,000
Inventory . ... ... ... 1,235,000 350,000
InvestmentinStrata . ......... ... ... .... 3,200,000 —-0-
Buildings(net) . ........... ... .. ... ... .. 5,572,000 1,845,000
Licensing agreements .. ................. -0- 3,000,000
Goodwill ... ... 350,000 -0-

Total ASsets . . ... $ 12,000,000 $ 5,600,000
Accounts payable ......... ... ... ... ... (300,000) (375,000)
Llong-termdebt . . ...... ... ... ... (2,700,000) (2,625,000)
Commonstock . ... .. ... (3,000,000) (1,000,000)
APIC . -0- (500,000)
Retained earnings . ..................... (6,000,000) (1,100,000)

Total liabilities and equities . ............ $(12,000,000) $(5,600,000)

Prepare a January 1, 2011, consolidated balance sheet for Pinnacle Corporation and its subsidiary
Strata Corporation.

19. On January 1, 2011, Marshall Company acquired 100 percent of the outstanding common stock of
Tucker Company. To acquire these shares, Marshall issued $200,000 in long-term liabilities and
ex:e / 20,000 shares of common stock having a par value of $1 per share but a fair value of $10 per share.

Marshall paid $30,000 to accountants, lawyers, and brokers for assistance in the acquisition and
another $12,000 in connection with stock issuance costs.
Prior to these transactions, the balance sheets for the two companies were as follows:

Marshall Company Tucker Company

Book Value Book Value
Cash ... $ 60,000 $ 20,000
Receivables .. .......... ... ... .... 270,000 90,000
Inventory . ......... ... .. ... 360,000 140,000
Land . ... ... 200,000 180,000
Buildings (net) .................. ... 420,000 220,000

(continued)
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Marshall Company Tucker Company

Book Value Book Value
Equipment (net) ................... $ 160,000 $ 50,000
Accounts payable . ................. (150,000) (40,000)
Long-term liabilities ... .............. (430,000) (200,000)
Common stock—3$1 par value . ........ (110,000)
Common stock—$20 par value .. ... ... (120,000)
Additional paid-in capital . .. .......... (360,000) -0-
Retained earnings, 1/1/11 ............ (420,000) (340,000)

Note: Parentheses indicate a credit balance.

In Marshall’s appraisal of Tucker, it deemed three accounts to be undervalued on the subsidiary’s
books: Inventory by $5,000, Land by $20,000, and Buildings by $30,000. Marshall plans to main-
tain Tucker’s separate legal identity and to operate Tucker as a wholly owned subsidiary.

a. Determine the amounts that Marshall Company would report in its postacquisition balance sheet.
In preparing the postacquisition balance sheet, any required adjustments to income accounts
from the acquisition should be closed to Marshall’s retained earnings.

b. To verify the answers found in part (a), prepare a worksheet to consolidate the balance sheets of
these two companies as of January 2011.

LO4, LO5, LO7, LO8 20. Pratt Company acquired all of Spider, Inc.’s outstanding shares on December 31, 2011, for $495,000
cash. Pratt will operate Spider as a wholly owned subsidiary with a separate legal and accounting
exC e’ identity. Although many of Spider’s book values approximate fair values, several of its accounts have

fair values that differ from book values. In addition, Spider has internally developed assets that re-
main unrecorded on its books. In deriving the acquisition price, Pratt assessed Spider’s fair and book
value differences as follows:

Book Values Fair Values

Computer software . . .................... $ 20,000 $ 70,000
Equipment . ... ... ... ... 40,000 30,000
Clientcontracts . . ............. ... .. ..... -0- 100,000
In-process research and development ........ —0- 40,000
Notes payable . ......... ... .. ... ..... ... (60,000) (65,000)

At December 31, 2011, the following financial information is available for consolidation:

Pratt Spider

Cash ... $ 36,000 $ 18,000
Receivables .. ....... . ... . . ... ... ... .... 116,000 52,000
Inventory . ... ... ... 140,000 90,000
Investment in Spider . ... ... ... . ... ... 495,000 -0-
Computer software .. .................... 210,000 20,000
Buildings(net) . .......... ... ... ... .. 595,000 130,000
Equipment (net) ...... ... ... ... ... .. .. 308,000 40,000
Clientcontracts . . .......... .. ........... -0- -0-
Goodwill .. ... -0- -0-

Totalassets . ............. ... . ........ $ 1,900,000 $ 350,000
Accounts payable . ....... ... ... .. .. ... .. $  (88,000) $ (25,000)
Notes payable .. ....... ... .. ... ... ...... (510,000) (60,000)
Commonstock .. ... (380,000) (100,000)
Additional paid-in capital ................. (170,000) (25,000)
Retained earnings ....................... (752,000) (140,000)

Total liabilities and equities . ............. $(1,900,000) $(350,000)

Prepare a consolidated balance sheet for Pratt and Spider as of December 31, 2011.

21. Allerton Company acquires all Deluxe Company’s assets and liabilities for cash on January 1, 2011,
and subsequently formally dissolves Deluxe. At the acquisition date, the following book and fair
values were available for the Deluxe Company accounts:
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22.

23.
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Book Values Fair Values

Currentassets . . ... ... $ 60,000 $ 60,000
Building ........ .. ... ... . ... ... ....... 90,000 50,000
Land ... ... 10,000 20,000
Trademark . ... .. ... -0 30,000
Goodwill ... ... 15,000 ?
Liabilities . ... ... ... ... ... (40,000) (40,000)
Commonstock .. ........... ... ... (100,000)

Retained earnings . ...................... (35,000)

Using the acquisition method, prepare Allerton’s entry to record its acquisition of Deluxe in its
accounting records assuming the following cash exchange amounts:

(1) $145,000.
(2) $110,000.
On June 30, 2011, Sampras Company reported the following account balances:

Receivables $ 80,000 Current liabilities $ (10,000)
Inventory 70,000 Long-term liabilities (50,000)
Buildings (net) 75,000 Common stock (90,000)
Equipment (net) 25,000 Retained earnings (100,000)

Total assets $250,000 Total liabilities and equities $(250,000)

On June 30, 2011, Pelham paid $300,000 cash for all assets and liabilities of Sampras, which will
cease to exist as a separate entity. In connection with the acquisition, Pelham paid $10,000 in legal fees.
Pelham also agreed to pay $50,000 to the former owners of Sampras contingent on meeting certain
revenue goals during 2012. Pelham estimated the present value of its probability adjusted expected
payment for the contingency at $15,000.

In determining its offer, Pelham noted the following pertaining to Sampras:

+ It holds a building with a fair value $40,000 more than its book value.

+ Tt has developed a customer list appraised at $22,000, although it is not recorded in its financial
records.

+ It has research and development activity in process with an appraised fair value of $30,000.
However, the project has not yet reached technological feasibility and the assets used in the
activity have no alternative future use.

»  Book values for the receivables, inventory, equipment, and liabilities approximate fair values.

Prepare Pelham’s accounting entry to record the combination with Sampras using the
a. Acquisition method.
b. Purchase method.

SafeData Corporation has the following account balances and respective fair values on June 30:

Book Values Fair Values
Receivables $ 80,000 $ 80,000
Patented technology 100,000 700,000
Customer relationships —0— 500,000
In-process research and development -0- 300,000
Liabilities (400,000) (400,000)
Common stock (100,000)
Additional paid-in capital (300,000)
Retained earnings deficit, 1/1 700,000
Revenues (300,000)
Expenses 220,000

Privacy First, Inc., obtained all of the outstanding shares of SafeData on June 30 by issuing 20,000
shares of common stock having a $1 par value but a $75 fair market value. Privacy First incurred
$10,000 in stock issuance costs and paid $75,000 to an investment banking firm for its assistance in
arranging the combination. In negotiating the final terms of the deal, Privacy First also agrees to pay
$100,000 to SafeData’s former owners if it achieves certain revenue goals in the next two years.
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Privacy First estimates the probability adjusted present value of this contingent performance obli-

gation at $30,000. The transaction is to be accounted for using the acquisition method.

a. What is the fair value of the consideration transferred in this combination?

b. How should the stock issuance costs appear in Privacy First’s postcombination financial
statements?

c. How should Privacy First account for the fee paid to the investment bank?

d. How does the issuance of these shares affect the stockholders’ equity accounts of Privacy First,
the parent?

e. How is the fair value of the consideration transferred in the combination allocated among the
assets acquired and the liabilities assumed?

/- What is the effect of SafeData’s revenues and expenses on consolidated totals? Why?

g. What is the effect of SafeData’s Common Stock and Additional Paid-In Capital balances on
consolidated totals?

h. If Privacy First’s stock had been worth only $50 per share rather than $75, how would the
consolidation of SafeData’s assets and liabilities have been affected?

On January 1, 2011, NewTune Company exchanges 15,000 shares of its common stock for all of the
outstanding shares of On-the-Go, Inc. Each of NewTune’s shares has a $4 par value and a $50 fair value.
The fair value of the stock exchanged in the acquisition was considered equal to On-the-Go’s fair value.
NewTune also paid $25,000 in stock registration and issuance costs in connection with the merger.
Several of On-the-Go’s accounts have fair values that differ from their book values on this date:

Book Values Fair Values

Receivables .. ... ... ... .. .. ... ... .. ... $ 65,000 $ 63,000
Trademarks .. ... .. ... 95,000 225,000
Record music catalog . ................... 60,000 180,000
In-process research and development . ....... -0- 200,000
Notes payable .......................... (50,000) (45,000)
Precombination January 1, 2011, book values for the two companies are as follows:

NewTune On-the-Go
Cash ... $ 60,000 $ 29,000
Receivables . . ........ ... . ... ... . .... 150,000 65,000
Trademarks . ... ... .. ... ... ... 400,000 95,000
Record music catalog . ................. 840,000 60,000
Equipment (net) ........ ... ... .. ... ... 320,000 105,000
Totals .. ... .. ... $ 1,770,000 $ 354,000
Accounts payable .. ...... . ... ... ... ... $ (110,000) $ (34,000)
Notes payable . ...................... (370,000) (50,000)
Commonstock .. ... . .. ... ... (400,000) (50,000)
Additional paid-in capital . .............. (30,000) (30,000)
Retained earnings . .. .................. (860,000) (190,000)
Totals . ... ... .. ... ... $(1,770,000) $(354,000)

Required:

25.

a. Assume that this combination is a statutory merger so that On-the-Go’s accounts will be trans-
ferred to the records of NewTune. On-the-Go will be dissolved and will no longer exist as a legal
entity. Using the acquisition method, prepare a postcombination balance sheet for NewTune as of
the acquisition date.

b. Assume that no dissolution takes place in connection with this combination. Rather, both com-
panies retain their separate legal identities. Using the acquisition method, prepare a worksheet to
consolidate the two companies as of the combination date.

c. How do the balance sheet accounts compare across parts (a) and (b)?

On December 31, 2010, Pacifica, Inc., acquired 100 percent of the voting stock of Seguros Company.

Pacifica will maintain Seguros as a wholly owned subsidiary with its own legal and accounting

identity. The consideration transferred to the owner of Seguros included 50,000 newly issued Paci-

fica common shares ($20 market value, $5 par value) and an agreement to pay an additional
$130,000 cash if Seguros meets certain project completion goals by December 31, 2011. Pacifica

estimates a 50 percent probability that Seguros will be successful in meeting these goals and uses a

4 percent discount rate to represent the time value of money.
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Immediately prior to the acquisition, the following data for both firms were available:

Seguros Seguros
Pacifica Book Values Fair Values
Revenues . ............ .. .. ..... $(1,200,000)
Expenses .. ... ... 875,000
Netincome ................... $ (325,000)
Retained earnings, 1/1/10 . ... ... ... $ (950,000)
Netincome . .................... (325,000)
Dividends paid .................. 90,000
Retained earnings, 12/31/10 ... ... $(1,185,000)
Cash . ... ... . . $ 110,000 $ 85,000 $ 85,000
Receivables and inventory ... ....... 750,000 190,000 180,000
Property, plant, and equipment ... ... 1,400,000 450,000 600,000
Trademarks .. ................... 300,000 160,000 200,000
Total assets . .................. $ 2,560,000 $ 885,000
Liabilities . ... ... ... .. . .. .. .. $ (500,000) $(180,000) $(180,000)
Commonstock . ................. (400,000) (200,000)
Additional paid-in capital .......... (475,000) (70,000)
Retained earnings . .. ............. (1,185,000) (435,000)
Total liabilities and equities . ... ... $(2,560,000) $(885,000)

In addition, Pacifica assessed a research and development project under way at Seguros to have a
fair value of $100,000. Although not yet recorded on its books, Pacifica paid legal fees of $15,000
in connection with the acquisition and $9,000 in stock issue costs.

Using the acquisition method, prepare the following:

a. Pacifica’s entries to account for the consideration transferred to the former owners of Seguros,
the direct combination costs, and the stock issue and registration costs. (Use a 0.961538 present
value factor where applicable.)

b. A postacquisition column of accounts for Pacifica.
c. A worksheet to produce a consolidated balance sheet as of December 31, 2010.

Purchase Method

26. Bakel Corporation has the following December 31 account balances:

Receivables ... ........ .. ... ... .. ... $ 80,000
Inventory . ... ... ... 200,000
Land ... ... 600,000
Building . .......... ... ... .. ...... 500,000
Liabilities .. ... ... .. . .. (400,000)
Commonstock . .................... (100,000)
Additional paid-in capital ............. (100,000)
Retained earnings, 1/1 ............... (700,000)
Revenues .. ... ... ... (300,000)
Expenses . ... ... ... 220,000

Several of Bakel’s accounts have fair values that differ from book value: land—$400,000; building—
$600,000; inventory—3$280,000; and liabilities—$330,000. Homewood, Inc., obtains all of Bakel’s
outstanding shares by issuing 20,000 shares of common stock having a $5 par value but a $55 fair
value. Stock issuance costs amount to $10,000.

a. What is the purchase price in this combination?

b. What is the book value of Bakel’s net assets on the date of the takeover?
c. How are the stock issuance costs handled?
d.

. How does the issuance of these shares affect the stockholders’ equity accounts of Homewood, the
parent?

Q

What allocations are made of Homewood’s purchase price to specific accounts and to goodwill?

=~

If Bakel had in-process research and development assets (with no alternative future uses) valued
at $60,000, how would the allocations in part (e) change? Where is acquired in-process research
and development typically reported on consolidated financial statements?

g. How do Bakel’s revenues and expenses affect consolidated totals? Why?
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27.

28.

29.

30.

h. How do Bakel’s common stock and additional paid-in capital balances affect consolidated totals?

i. In financial statements prepared immediately following the takeover, what impact will this ac-
quisition have on the various consolidated totals?

J.  If Homewood’s stock had been worth only $40 per share rather than $55, how would the consol-

idation of Bakel’s assets and liabilities have been affected?
Winston has the following account balances as of February 1.

INVENTOrY .. ... $ 600,000
Land . ... 500,000
Buildings (net) (valued at $1,000,000) ............ 900,000
Common stock ($10 parvalue) ................. (800,000)
Retained earnings, 1/1 ... ... ... ... ... . ... .... (1,100,000)
Revenues . . ... (600,000)
Expenses . ... .. 500,000

Arlington pays $1.4 million cash and issues 10,000 shares of its $30 par value common stock (val-
ued at $80 per share) for all of Winston’s outstanding stock. Stock issuance costs amount to $30,000.
Prior to recording these newly issued shares, Arlington reports a Common Stock account of
$900,000 and Additional Paid-In Capital of $500,000. For each of the following accounts, determine
what balance would be included in a February 1 consolidation.
a. Goodwill.
b. Expenses.
c. Retained Earnings, 1/1.
d. Buildings.
Use the same information as presented in problem 27 but assume that Arlington pays cash of
$2.3 million. No stock is issued. An additional $40,000 is paid in direct combination costs. For each
of the following accounts, determine what balance would be included in a February 1 consolidation.
a. Goodwill.
b. Expenses.
c. Retained Earnings, 1/1.
d. Buildings.
Use the same information as presented in problem 27 but assume that Arlington pays $2,020,000
in cash. An additional $20,000 is paid in direct combination costs. For each of the following ac-
counts, determine what balance will be included in a February 1 consolidation.
Inventory.
Goodwill.
Expenses.
Buildings.
Land.
Merrill acquires 100 percent of the outstanding voting shares of Harriss Company on January 1,
2008. To obtain these shares, Merrill pays $200,000 in cash and issues 10,000 shares of its own
$10 par value common stock. On this date, Merrill’s stock has a fair value of $18 per share. Merrill
also pays $10,000 to a local investment company for arranging the acquisition. Merrill paid an
additional $6,000 in stock issuance costs.

The book values for both Merrill and Harriss as of January 1, 2008, follow. The fair value of each
of Harriss’s accounts is also included. In addition, Harriss holds a fully amortized patent that still re-
tains a $30,000 value.

SIS~ T

Harriss Company

Merrill, Inc.

Book Values Book Values Fair Values
Cash . ... . . $ 300,000 $ 40,000 $ 40,000
Receivables . .. .................. 160,000 90,000 80,000
Inventory . ........ .. ... . ..., .. 220,000 130,000 130,000
Land ... ... 100,000 60,000 60,000
Buildings (net) .................. 400,000 110,000 140,000
Equipment (net) . ................ 120,000 50,000 50,000
Accounts payable . ............... (160,000) (30,000) (30,000)
Long-term liabilities .............. (380,000) (170,000) (150,000)
Commonstock .. ................ (400,000) (40,000)
Retained earnings . . . ............. (360,000) (240,000)
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a. Assume that this combination is a statutory merger so that Harriss’s accounts are to be trans-
ferred to Merrill’s records with Harriss subsequently being dissolved as a legal corporation. Pre-
pare the journal entries for Merrill to record this merger.

b. Assume that no dissolution is to take place in connection with this combination. Rather, both
companies retain their separate legal identities. Prepare a worksheet to consolidate the two com-
panies as of January 1, 2008.

Pooling Method

31.

32.

33.

How would equipment obtained in a business combination have been recorded under each of the fol-
lowing methods?

Pooling of Interests Purchase
a. Recorded value Recorded value
b. Recorded value Fair value
c. Fair value Fair value
d. Fair value Recorded value
(AICPA adapted)

Flaherty Company entered into a business combination with Steeley Company in March 2001.
The combination was accounted for as a pooling of interests. Registration fees were incurred in
issuing common stock in this combination. Other costs, such as legal and accounting fees, were
also paid.

a. In the business combination accounted for as a pooling of interests, how should the assets and
liabilities of the two companies be included within consolidated statements? What was the ra-
tionale for accounting for a business combination as a pooling of interests?

b. In the business combination accounted for as a pooling of interests, how were the registration
fees and the other direct costs recorded?

c. In the business combination accounted for as a pooling of interests, how were the results of the
operations for 2001 reported?

(AICPA adapted)

On February 1, Piscina Corporation completed a combination with Swimwear Company accounted

for as a pooling of interests. At that date, Swimwear’s account balances were as follows:

Book Values  Fair Values

Inventory . .......... . ... ... $ 600,000 $ 650,000
Land .. ... 450,000 750,000
Buildings ............ .. ... .. .. ... ... 900,000 1,000,000
Unpatented technology . .. ............. —0- 1,500,000
Common stock ($10 par value) .......... (750,000)
Retained earnings, 1/1 ................. (1,100,000)
Revenues . ............... .. .. ....... (600,000)
Expenses . ... ... 500,000

Piscina issued 30,000 shares of its common stock with a par value of $25 and a fair value of $150
per share to the owners of Swimwear for all of their Swimwear shares. Upon completion of the com-
bination, Swimwear Company was formally dissolved.

Prior to 2002, business combinations were accounted for using either purchase or pooling of
interests accounting. The two methods often produced substantially different financial statement
effects. For the scenario above,

a. What are the respective consolidated values for Swimwear’s assets under the pooling method and
the purchase method?

b. Under each of the following methods, how would Piscina account for Swimwear’s current year,
but prior to acquisition, revenues and expenses?

* Pooling of interests method
*  Purchase method

c. Explain the alternative impact of pooling versus purchase accounting on performance ratios such
as return on assets and earnings per share in periods subsequent to the combination.




80 Chapter 2

Develop Your
Skills

FASB ASC RESEARCH AND ANALYSIS CASE—CONSIDERATION
OR COMPENSATION?

PA NaviNow Company agrees to pay $20 million in cash to the four former owners of TrafficEye for all of

skills its assets and liabilities. These four owners of TrafficEye developed and patented a technology for real-
time monitoring of traffic patterns on the nation’s top 200 frequently congested highways. NaviNow
plans to combine the new technology with its existing global positioning systems and projects a result-
ing substantial revenue increase.

As part of the acquisition contract, NaviNow also agrees to pay additional amounts to the former own-
ers upon achievement of certain financial goals. NaviNow will pay $8 million to the four former owners
of TrafficEye if revenues from the combined system exceed $100 million over the next three years. Navi-
Now estimates this contingent payment to have a probability adjusted present value of $4 million.

The four former owners have also been offered employment contracts with NaviNow to help with
system integration and performance enhancement issues. The employment contracts are silent as to
service periods, have nominal salaries similar to those of equivalent employees, and specify a profit-
sharing component over the next three years (if the employees remain with the company) that NaviNow
estimates to have a current fair value of $2 million. The four former owners of TrafficEye say they will
stay on as employees of NaviNow for at least three years to help achieve the desired financial goals.

Should NaviNow account for the contingent payments promised to the former owners of TrafficEye
as consideration transferred in the acquisition or as compensation expense to employees?

RESEARCH CASE—ABBOTT'S ACQUISITION OF ADVANCED MEDICAL OPTICS

PA On February 25, 2009, Abbott Laboratories acquired 100 percent of the equity of Advanced Medical
skills Optics Corporation in exchange for $1.4 billion cash. Referring to Abbott’s 2009 financial statements,
answer the following:

1. How did Abbott account for the Advanced Medical Optics acquisition?

2. What allocations did Abbott make to the assets acquired and liabilities assumed in the acquisition?
Provide a calculation showing how Abbott determined the amount allocated to goodwill.

3. How will Abbott account for the in-process research and development acquired in the combination?
4. How will Abbott account for its acquisition-related expenses?
5. Why did Abbott acquire Advanced Medical Optics?

FASB ASC RESEARCH CASE—THE DOW CHEMICAL COMPANY'S
ACQUIRED CONTINGENCIES

PA On April 1, 2009, The Dow Chemical Company completed its acquisition of Rohm and Haas Company.
skills Dow Chemical paid $15,681 million cash consideration to Rohm and Haas stockholders in exchange for
their ownership shares. Rohm and Haas continued as a wholly owned subsidiary of Dow Chemical.
Refer to Dow Chemical’s 2009 second-quarter report, as well as related standards, to answer the fol-
lowing questions:
1. Did Dow Chemical recognize any acquired contingencies for its acquisition of Rohm and Haas? If it
did, how were they measured? If not, why not?
2. Under what circumstances should a firm recognize an asset acquired or a liability assumed in a busi-
ness combination that arises from a contingency?
3. How should Dow Chemical account for its acquired contingencies in periods after the acquisition
date?

4. What is the disclosure requirement for Dow Chemical’s acquired contingencies?
5. What are some potential concerns with authoritative accounting literature for acquired contingencies?
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In 1996, Berkshire Hathaway, Inc. acquired all of the outstanding stock
of Geico, Inc., an insurance company. Although this transaction involved
well-known companies, it was not unique; mergers and acquisitions
have long been common in the business world.

Berkshire Hathaway'’s current financial statements indicate that Geico
is still a component of this economic entity. However, Geico, Inc., contin-
ues as a separate legally incorporated concern long after its purchase. As
discussed in Chapter 2, a parent will often maintain separate legal sta-
tus for a subsidiary corporation to better utilize its inherent value as a
going concern.

For external reporting purposes, maintenance of incorporation creates
an ongoing challenge for the accountant. In each subsequent period,
consolidation must be simulated anew through the use of a work-
sheet and consolidation entries. Thus, for more than a decade, the
financial data for Berkshire Hathaway and Geico (along with dozens
of other subsidiaries) have been brought together periodically to pro-
vide figures for the financial statements that represent this business
combination.

As also discussed in Chapter 2, the acquisition method governs the
way we initially record a business combination. In periods subsequent to
acquisition, the fair-value bases (established at the acquisition date)
for subsidiary assets acquired and liabilities assumed will be amortized
(or tested for possible impairment) for proper income recognition.
Additionally, some combinations require accounting for the eventual
disposition of contingent consideration, which, as presented later in this
chapter, continues to follow a fair-value model.

In the next several sections of this chapter, we present the procedures
to prepare consolidated financial statements in the years subsequent
to acquisition. We start by analyzing the relation between the parent'’s
internal accounting method for its subsidiary investment and the ad-
justments required in consolidation. We also examine the specific proce-
dures for amortizing the acquisition-date fair-value adjustments to the
subsidiary’s assets and liabilities. We then cover testing for goodwill
impairment, accounting for contingent consideration, and push-down
accounting.

chapter

LEARNING OBJECTIVES

After studying this chapter, you
should be able to:

LO1

LO2

LO3

LO4

LO5

LO6

LO7

LO8

Recognize the complexities
in preparing consolidated
financial reports that
emerge from the passage
of time.

Identify and describe the
various methods available
to a parent company in or-
der to maintain its invest-
ment in subsidiary account
in its internal records.

Understand that a parent’s
internal accounting
method for its subsidiary
investments has no effect
on the resulting consoli-
dated financial statements.

Prepare consolidated
financial statements
subsequent to acquisition
when the parent has
applied in its internal
records:

a. The equity method.

b. The initial value method.

¢. The partial equity
method.

Discuss the rationale for
the goodwill impairment
testing approach.

Describe the procedures
for conducting a goodwill
impairment test.

Understand the account-
ing and reporting for
contingent consideration
subsequent to a business
acquisition.

Understand in general

the requirements of push-
down accounting and
when its use is appropriate.

81
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CONSOLIDATION—THE EFFECTS CREATED BY THE PASSAGE OF TIME

LO1

Recognize the complexities in
preparing consolidated financial
reports that emerge from the
passage of time.

In Chapter 2, consolidation accounting is analyzed at the date that a combination is created.
The present chapter carries this process one step further by examining the consolidation pro-
cedures that must be followed in subsequent periods whenever separate incorporation of the
subsidiary is maintained.

Despite complexities created by the passage of time, the basic objective of all consolida-
tions remains the same: to combine asset, liability, revenue, expense, and equity accounts of a
parent and its subsidiaries. From a mechanical perspective, a worksheet and consolidation en-
tries continue to provide structure for the production of a single set of financial statements for
the combined business entity.

The time factor introduces additional complications into the consolidation process. For in-
ternal record-keeping purposes, the parent must select and apply an accounting method to
monitor the relationship between the two companies. The investment balance recorded by the
parent varies over time as a result of the method chosen, as does the income subsequently rec-
ognized. These differences affect the periodic consolidation process but not the figures to be
reported by the combined entity. Regardless of the amount, the parent’s investment account is
eliminated on the worksheet so that the subsidiary’s actual assets and liabilities can be consol-
idated. Likewise, the income figure accrued by the parent is removed each period so that the
subsidiary’s revenues and expenses can be included when creating an income statement for the
combined business entity.

INVESTMENT ACCOUNTING BY THE ACQUIRING COMPANY

LO2

Identify and describe the various
methods available to a parent
company in order to maintain its
investment in subsidiary account
in its internal records.

LO3

Understand that a parent’s
internal accounting method for
its subsidiary investments has

no effect on the resulting consoli-
dated financial statements.

For a parent company’s external financial reporting, consolidation of a subsidiary becomes
necessary whenever control exists. For internal record-keeping, though, the parent has a
choice for monitoring the activities of its subsidiaries. Although several variations occur in
practice, three methods have emerged as the most prominent: the equity method, the initial
value method,' and the partial equity method.

At the acquisition date, each investment accounting method (equity, initial value, and par-
tial equity) begins with an identical value recorded in an investment account. Typically the fair
value of the consideration transferred by the parent will serve as the recorded valuation basis
on the parent’s books.?

Subsequent to the acquisition date, the three methods produce different account balances
for the parent’s investment in subsidiary, income recognized from the subsidiary’s activities,
and retained earnings accounts. Importantly, the selection of a particular method does not
affect the totals ultimately reported for the combined companies. However, the parent’s choice
of an internal accounting method does lead to distinct procedures for consolidating the finan-
cial information from the separate organizations.

Internal Investment Accounting Alternatives—The Equity Method,
Initial Value Method, and Partial Equity Method

The internal reporting philosophy of the acquiring company often determines the accounting
method choice for its subsidiary investment. Depending on the measures a company uses to
assess the ongoing performances of its subsidiaries, parent companies may choose their own
preferred internal reporting method. Regardless of this choice, however, consolidated finan-
cial statements are required for external reporting.

The Equity Method

The equity method embraces full accrual accounting in maintaining the investment account
and related income over time. Under the equity method, the acquiring company accrues

" The initial value method was formerly referred to as the cost method.

2 In the unusual case of a bargain purchase, the valuation basis for the investment account is the fair value of
the net amount of the assets acquired and liabilities assumed.
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income when the subsidiary earns it. To match the additional fair value recorded in the
combination against income, amortization expense stemming from the original excess fair-
value allocations is recognized through periodic adjusting entries. Unrealized gains on
intra-entity transactions are deferred; dividends paid by the subsidiary serve to reduce
the investment balance. As discussed in Chapter 1, the equity method creates a parallel
between the parent’s investment accounts and changes in the underlying equity of the
acquired company.?

When the parent has complete ownership, equity method earnings from the subsidiary,
combined with the parent’s other income sources, create a total income figure reflective of
the entire combined business entity. Consequently, the equity method often is referred to as a
single-line consolidation. The equity method is especially popular in companies where
management periodically (e.g., monthly or quarterly) measures each subsidiary’s profitability
using accrual-based income figures.

The Initial Value Method (formerly known as the cost method)

Subsequent to acquisition, the initial value method uses the cash basis for income recogni-
tion. Dividends received by the parent from the subsidiary are recognized as income. No
recognition is given to the income earned by the subsidiary. The investment balance re-
mains permanently on the parent’s financial records at the initial fair value assigned at the
acquisition date.

The initial value method might be selected because the parent does not require an accrual-
based income measure of subsidiary performance. For example, the parent may wish to assess
subsidiary performance on its ability to generate cash flows, on revenues generated, or some
other nonincome basis. Also, some firms may find the initial value method’s ease of applica-
tion attractive. Because the investment account is eliminated in consolidation, and the actual
subsidiary revenues and expenses are eventually combined, firms may avoid the complexity of
the equity method unless they need the specific information provided by the equity income
measure for internal decision making.

The Partial Equity Method

A third method available to the acquiring company is a partial application of the equity
method. Under this approach, the parent recognizes the reported income accruing from the
subsidiary. Dividends that are collected reduce the investment balance. However, no other eq-
uity adjustments (amortization or deferral of unrealized gains) are recorded. Thus, in many
cases, earnings figures on the parent’s books approximate consolidated totals but without the
effort associated with a full application of the equity method.

Exhibit 3.1 provides a summary of these three internal accounting techniques. The method
adopted affects only the acquiring company’s separate financial records. No changes are cre-
ated in either the subsidiary’s accounts or the consolidated totals.

Because specific worksheet procedures differ based on the investment method utilized
by the parent, the consolidation process subsequent to the date of combination will be intro-
duced twice. First, we review consolidations in which the acquiring company uses the equity
method. Then we redevelop all procedures when the investment is recorded by one of the
alternative methods.

Each acquiring company must decide for itself the appropriate approach in recording the
operations of its subsidiaries. For example, Alliant Food Service, Inc., applies the equity method.
According to Joe Tomczak, vice president and controller of Alliant Food Service, Inc., “We
maintain the parent holding company books on an equity basis. This approach provides the
best method of providing information for our operational decisions.”

3 In Chapter 1, the equity method was introduced in connection with the external reporting of investments
in which the owner held the ability to apply significant influence over the investee (usually by possessing

20 to 50 percent of the company’s voting stock). Here, the equity method is utilized for the internal reporting
of the parent for investments in which control is maintained. Although the accounting procedures are similar,
the reason for using the equity method is different.

4 Telephone conversation with Joe Tomczak.
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EXHIBIT 3.1 Internal Reporting of Investment Accounts by Acquiring Company

Method Investment Account Income Account Advantages

Equity Continually adjusted to Income accrued as earned,; Acquiring company totals give
reflect ownership of amortization and other a true representation of
acquired company. adjustments are recognized. consolidation figures.

Initial value Remains at acquisition-date Cash received recorded as It is easy to apply; it measures
value assigned. Dividend Income. cash flows.

Partial equity Adjusted only for accrued Income accrued as earned; It usually gives balances
income and dividends no other adjustments approximating consolidation
received from acquired recognized. figures, but it is easier to apply
company. than equity method.

In contrast, Reynolds Metals Corporation has chosen to utilize the partial equity method
approach. Allen Earehart, director of corporate accounting for Reynolds, states, “We do adjust
the carrying value of our investments annually to reflect the earnings of each subsidiary.
We want to be able to evaluate the parent company on a stand-alone basis and a regular equity
accrual is, therefore, necessary. However, we do separate certain adjustments such as the elim-
ination of intra-entity gains and losses and record them solely within the development of
consolidated financial statements.”

SUBSEQUENT CONSOLIDATION—INVESTMENT RECORDED
BY THE EQUITY METHOD

Prepare consolidated financial
statements subsequent to acquisi-
tion when the parent has applied
the equity method in its internal
records.

Acquisition Made during the Current Year
As a basis for this illustration, assume that Parrot Company obtains all of the outstanding
common stock of Sun Company on January 1, 2010. Parrot acquires this stock for $800,000
in cash.

The book values as well as the appraised fair values of Sun’s accounts follow:

Book Values Fair Values

1/1/10 1/1/10 Difference

Currentassets . . .................. $ 320,000 $ 320,000 -0-

Trademarks (indefinite life) . . .. .. ... . 200,000 220,000 + 20,000

Patented technology (10-year life) . . . .. 320,000 450,000 +130,000

Equipment (5-year life) .. .......... . 180,000 150,000 (30,000)

Liabilities . . ........... ... . ... .... (420,000) (420,000) -0-

Net book value ................. $ 600,000 $ 720,000 $120,000
Common stock—$40 parvalue . ... . . $(200,000)
Additional paid-in capital ........... (20,000)
Retained earnings, 1/1/10 . ... .. ... .. (380,000)

Parrot considers the economic life of Sun’s trademarks as extending beyond the foreseeable
future and thus having an indefinite life. Such assets are not amortized but are subject to peri-
odic impairment testing.® For the definite lived assets acquired in the combination (patented
technology and equipment), we assume that straight-line amortization with no salvage value
is appropriate.’

> Telephone conversation with Allen Earehart.
6 In other cases, trademarks can have a definite life and thus would be subject to regular amortization.

7 Unless otherwise stated, all amortization expense computations in this textbook are based on the straight-line
method with no salvage value.
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PARROT COMPANY
100 Percent Acquisition of Sun Company
Allocation of Acquisition-Date Subsidiary Fair Value
January 1, 2010

Sun Company fair value (consideration transferred by Parrot Company) . . $ 800,000
Book value of Sun Company:

COMMON STOCK . « .« v ottt $200,000

Additional paid-in capital ... ...... ... 20,000

Retained earnings, 1/1/10. . . ... ... ... 380,000 (600,000)
Excess of fair value over book value .. ........ ... ... . L 200,000
Allocation to specific accounts based on fair values:

Trademarks. . ..o $ 20,000

Patented technology. . ... ... . ... .. . 130,000

Equipment (overvalued) .. ... .. .. (30,000) 120,000

Excess fair value not identified with specific accounts—goodwill .. ... .. $ 80,000

Parrot paid $800,000 cash to acquire Sun Company, clear evidence of the fair value of the
consideration transferred. As shown in Exhibit 3.2, individual allocations are used to adjust
Sun’s accounts from their book values to their acquisition-date fair values. Because the total
value of these assets and liabilities was only $720,000, goodwill of $80,000 must be recog-
nized for consolidation purposes.

Each of these allocated amounts (other than the $20,000 attributed to trademarks and the
$80,000 for goodwill) represents a valuation associated with a definite life. As discussed in
Chapter 1, Parrot must amortize each allocation over its expected life. The expense recogni-
tion necessitated by this fair value allocation is calculated in Exhibit 3.3.

One aspect of this amortization schedule warrants further explanation. The fair value of
Sun’s Equipment account was $30,000 /ess than book value. Therefore, instead of attributing
an additional amount to this asset, the $30,000 allocation actually reflects a fair-value reduc-
tion. As such, the amortization shown in Exhibit 3.3 relating to Equipment is not an additional
expense but an expense reduction.

Having determined the allocation of the acquisition-date fair value in the previous example
as well as the associated amortization, the parent’s separate record-keeping for its first year of
Sun Company ownership can be constructed. Assume that Sun earns income of $100,000 dur-
ing the year and pays a $40,000 cash dividend on August 1.

In this first illustration, Parrot has adopted the equity method. Apparently, this company
believes that the information derived from using the equity method is useful in its evaluation
of Sun.

PARROT COMPANY
100 Percent Acquisition of Sun Company
Excess Amortization Schedule—Allocation of Acquisition-Date Fair Values

Useful Annual Excess
Account Allocation Life Amortizations
Trademarks $ 20,000 Indefinite —0—
Patented technology 130,000 10 years $13,000
Equipment (30,000) 5 years (6,000)
Goodwill 80,000 Indefinite -0-
$ 7,000*

*Total excess amortizations will be $7,000 annually for five years until the equipment allocation is fully removed. At the end of each
asset’s life, future amortizations will change.
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Application of the Equity Method

Parrot’s Financial Records

1/1/10 Investment in Sun Company . ............. .. ... ... 800,000
Cash .o 800,000
To record the acquisition of Sun Company.
8/1/10 Cash .o 40,000
Investment in Sun Company . ................... 40,000

To record receipt of cash dividend from subsidiary
under the equity method.

12/31/10 Investment in Sun Company .. ....................... 100,000
Equity in Subsidiary Earnings . ... .. ... 100,000
To accrue income earned by 100 percent owned subsidiary.
12/31/10 Equity in Subsidiary Earnings .. .. ... ... 7,000
Investment in Sun Company . ................... 7,000

To recognize amortizations on allocations made
in acquisition of subsidiary (see Exhibit 3.3).

Parrot’s application of the equity method, as shown in this series of entries, causes the Invest-
ment in Sun Company account balance to rise from $800,000 to $853,000 ($800,000 — $40,000
+ $100,000 — $7,000). During the same period the parent recognizes a $93,000 equity income
figure (the $100,000 earnings accrual less the $7,000 excess amortization expenses).

The consolidation procedures for Parrot and Sun one year after the date of acquisition are
illustrated next. For this purpose, Exhibit 3.4 presents the separate 2010 financial statements
for these two companies. Parrot recorded both investment-related accounts (the $853,000 as-
set balance and the $93,000 income accrual) based on applying the equity method.

Determination of Consolidated Totals

Before becoming immersed in the mechanical aspects of a consolidation, the objective of this
process should be understood. As indicated in Chapter 2, in the preparation of consolidated
financial reports, the subsidiary’s revenue, expense, asset, and liability accounts are added to the
parent company balances. Within this procedure, several important guidelines must be followed:

» Sun’s assets and liabilities are adjusted to reflect the allocations originating from their
acquisition-date fair values.

* Because of the passage of time, the income effects (e.g., amortizations) of these allocations
must also be recognized within the consolidation process.

 Any reciprocal or intra-entity® accounts must be offset. If, for example, one of the compa-
nies owes money to the other, the receivable and the payable balances have no connection
with an outside party. Both should be eliminated for external reporting purposes. When the
companies are viewed as a single entity, the receivable and the payable are intra-entity bal-
ances to be removed.

A consolidation of the two sets of financial information in Exhibit 3.4 is a relatively un-
complicated task and can even be carried out without the use of a worksheet. Understanding
the origin of each reported figure is the first step in gaining a knowledge of this process.

* Revenues = $1,900,000. The revenues of the parent and the subsidiary are added together.

* Cost of goods sold = $950,000. The cost of goods sold of the parent and subsidiary are
added together.

8 The FASB Accounting Standards Codification (ASC) recently began using the term intra-entity to describe
transfers of assets across business entities affiliated though common stock ownership or other control
mechanisms. The phrase indicates that although such transfers occur across separate legal entities, they are
nonetheless made within a consolidated entity. Prior to the use of the term intra-entity, such amounts were
routinely referred to as intercompany balances.
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PARROT COMPANY AND SUN COMPANY
Financial Statements
For Year Ending December 31, 2010

Parrot Sun
Company Company
Income Statement
REVENUES . . o oottt e e $(1,500,000) $ (400,000)
Costofgoodssold . ......... ... ... .. . .. 700,000 250,000
AMOrtization eXPenSe. . . ..o 120,000 20,000
Depreciation eXpense . . .. ... 80,000 30,000
Equity in subsidiary earnings. . .. ... ... (93,000) -0-
Netincome. . ... .. ... . .. .. $ (693,000) $ (100,000)
Statement of Retained Earnings
Retained earnings, 1/1/10. .. ... .. ... .. .. ... $ (840,000) $ (380,000)
Net income (above) . .. ... . ... .. ... (693,000) (100,000)
Dividends paid . . ... ... .. .. 120,000 40,000
Retained earnings, 12/31/10. .. .. .. .................... $(1,413,000) $ (440,000)
Balance Sheet
CUIMENT @SSETS . . o vttt e e e $ 1,040,000 $ 400,000
Investment in Sun Company (at equity). .. .................. 853,000 —0-
Trademarks. . . ..o 600,000 200,000
Patented technology. . . ........ ... ... ... ... ... .. 370,000 288,000
Equipment (net) . ... ... 250,000 220,000
Total assets . ... ... .. $ 3,113,000 $ 1,108,000
Liabilities . ... . . $ (980,000) $ (448,000)
Common StocK. . . . .o (600,000) (200,000)
Additional paid-in capital .. ........ . (120,000) (20,000)
Retained earnings, 12/31/10 (@bove). . . ... ....... .. ... ..... (1,413,000) (440,000)
Total liabilities and equity .. ......... ... ... ... ... ...... $(3,113,000) $(1,108,000)

Note: Parentheses indicate a credit balance.

Amortization expense = $153,000. The balances of the parent and of the subsidiary are
combined along with the additional amortization from the recognition of the excess fair
value over book value attributed to the subsidiary’s patented technology.

Depreciation expense = $104,000. The depreciation expenses of the parent and subsidiary
are added together along with the $6,000 reduction in equipment depreciation, as indicated
in Exhibit 3.3.

Equity in subsidiary earnings = —0—. The investment income recorded by the parent is
eliminated so that the subsidiary’s revenues and expenses can be included in the consoli-
dated totals.

Net income = $693,000. Consolidated revenues less consolidated expenses.

Retained earnings, 1/1/10 = $840,000. The parent figure only because the subsidiary was
not owned prior to that date.

Dividends paid = $120,000. The parent company balance only because the subsidiary’s
dividends were paid intra-entity to the parent, not to an outside party.

Retained earnings, 12/31/10 = $1,413,000. Consolidated retained earnings as of the be-
ginning of the year plus consolidated net income less consolidated dividends paid.

Current assets = $1,440,000. The parent’s book value plus the subsidiary’s book value.

Investment in Sun Company = —0—. The asset recorded by the parent is eliminated so that
the subsidiary’s assets and liabilities can be included in the consolidated totals.
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*  Trademarks = $820,000. The parent’s book value plus the subsidiary’s book value plus the
$20,000 acquisition-date fair value allocation.

*  Patented technology = $775,000. The parent’s book value plus the subsidiary’s book value plus
the $130,000 acquisition-date fair value allocation less current year amortization of $13,000.

*  Equipment = $446,000. The parent’s book value plus the subsidiary’s book value less the
$30,000 fair value reduction allocation plus the current year expense reduction of $6,000.

e Goodwill = $80,000. The residual allocation shown in Exhibit 3.2. Note that goodwill is
not amortized.

* Total assets = $3,561,000. A vertical summation of consolidated assets.

 Liabilities = $1,428,000. The parent’s book value plus the subsidiary’s book value.

e Common stock = $600,000. The parent’s book value. Subsidiary shares are no longer
outstanding.

* Additional paid-in capital = $120,000. The parent’s book value. Subsidiary shares are no
longer outstanding.

* Retained earnings, 12/31/10 = $1,413,000. Computed previously.

 Total liabilities and equities = $3,561,000. A vertical summation of consolidated liabilities
and equities.

Consolidation Worksheet

Although the consolidated figures to be reported can be computed as just shown, accountants
normally prefer to use a worksheet. A worksheet provides an organized structure for this
process, a benefit that becomes especially important in consolidating complex combinations.

For Parrot and Sun, only five consolidation entries are needed to arrive at the same figures
previously derived for this business combination. As discussed in Chapter 2, worksheet entries
are the catalyst for developing totals to be reported by the entity but are not physically
recorded in the individual account balances of either company.

Consolidation Entry S
Common Stock (Sun Company). . .. ...t 200,000
Additional Paid-In Capital (Sun Company) .. .......... .. ... ... ....... 20,000
Retained Earnings, 1/1/10 (Sun Company) .. ......................... 380,000
Investment in Sun Company .. .......... . 600,000

As shown in Exhibit 3.2, Parrot’s $800,000 Investment account balance reflects two compo-
nents: (1) a $600,000 amount equal to Sun’s book value and (2) a $200,000 figure attributed
to the difference, at January 1, 2010, between the book value and fair value of Sun’s assets and
liabilities (with a residual allocation made to goodwill). Entry S removes the $600,000 com-
ponent of the Investment in Sun Company account so that the book value of each subsidiary
asset and liability can be included in the consolidated figures. A second worksheet entry
(Entry A) eliminates the remaining $200,000 portion of the January 1, 2010, Investment in
Sun account, allowing the specific allocations to be included along with any goodwill.

Entry S also removes Sun’s stockholders’ equity accounts as of the beginning of the year.
Subsidiary equity balances generated prior to the acquisition are not relevant to the business
combination and should be deleted. The elimination is made through this entry because the eq-
uity accounts and the $600,000 component of the investment account represent reciprocal bal-
ances: Both provide a measure of Sun’s book value as of January 1, 2010.

Before moving to the next consolidation entry, a clarification point should be made. In ac-
tual practice, worksheet entries are usually identified numerically. However, as in the previous
chapter, the label “Entry S” used in this example refers to the elimination of Sun’s beginning
Stockholders’ Equity. As a reminder of the purpose being served, all worksheet entries are iden-
tified in a similar fashion. Thus, throughout this textbook, “Entry S always refers to the re-
moval of the subsidiary’s beginning stockholders’ equity balances for the year against the book
value portion of the investment account.
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Consolidation Entry A

Trademarks . . .. .. 20,000

Patented technology . . . ... ... .. 130,000

Goodwill . . . 80,000
Equipment . . .. 30,000
Investment in Sun Company. . .. .. ..o 200,000

Consolidation entry A adjusts the subsidiary balances from their book values to acquisition-
date fair values (see Exhibit 3.2). This entry is labeled “Entry A” to indicate that it represents
the Allocations made in connection with the excess of the subsidiary’s fair values over its book
values. Sun’s accounts are adjusted collectively by the $200,000 excess of Sun’s $800,000 ac-
quisition-date fair value over its $600,000 book value.

Consolidation Entry 1

Equity in Subsidiary Earnings . . ... ... 93,000
Investment in Sun Company . ... 93,000

“Entry I’ (for Income) removes the subsidiary income recognized by Parrot during the year so
that Sun’s underlying revenue and expense accounts (and the current amortization expense)
can be brought into the consolidated totals. The $93,000 figure eliminated here represents the
$100,000 income accrual recognized by Parrot, reduced by the $7,000 in excess amortizations.
For consolidation purposes, the one-line amount appearing in the parent’s records is not ap-
propriate and is removed so that the individual revenues and expenses can be included. The en-
try originally recorded by the parent is simply reversed on the worksheet to remove its impact.

Consolidation Entry D

Investment in Sun Company . . ... 40,000
Dividends Paid . . ... ... ... .. 40,000

The dividends distributed by the subsidiary during the year also must be eliminated from the
consolidated totals. The entire $40,000 payment was made to the parent so that, from the view-
point of the consolidated entity, it is simply an intra-entity transfer of cash. The distribution did
not affect any outside party. Therefore, “Entry D” (for Dividends) is designed to offset the im-
pact of this transaction by removing the subsidiary’s Dividends Paid account. Because the eq-
uity method has been applied, Parrot’s receipt of this money was recorded originally as a
decrease in the Investment in Sun Company account. To eliminate the impact of this reduction,
the investment account is increased.

Consolidation Entry E
Amortization EXpense . .. ... 13,000
Equipment . ... 6,000
Patented Technology .. ... ... ... .. .. . . . .. ... 13,000
Depreciation EXpense . .. ... ... 6,000

This final worksheet entry records the current year’s excess amortization expenses relating to
the adjustments of Sun’s assets to acquisition-date fair values. Because the equity method
amortization was eliminated within Entry I, “Entry E” (for Expense) now records the current
year expense attributed to each of the specific account allocations (see Exhibit 3.3). Note that
we adjust depreciation expense for the tangible asset equipment and we adjust amortization
expense for the intangible asset patented technology. As a matter of custom, we refer to the ad-
justments to all expenses resulting from excess acquisition-date fair value allocations collec-
tively as excess amortization expenses.
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Thus, the worksheet entries necessary for consolidation when the parent has applied the eq-
uity method are as follows:

Entry S—Eliminates the subsidiary’s stockholders’ equity accounts as of the beginning
of the current year along with the equivalent book value component within the parent’s
investment account.

Entry A—Recognizes the unamortized allocations as of the beginning of the current year
associated with the original adjustments to fair value.

Entry —FEliminates the impact of intra-entity subsidiary income accrued by the parent.
Entry D—Eliminates the impact of intra-entity subsidiary dividends.

Entry E—Recognizes excess amortization expenses for the current period on the alloca-
tions from the original adjustments to fair value.

Exhibit 3.5 provides a complete presentation of the December 31, 2010, consolidation
worksheet for Parrot Company and Sun Company. The series of entries just described brings

EXHIBIT 3.5
PARROT COMPANY AND SUN COMPANY
Consolidated Worksheet
Investment: Equity Method For Year Ending December 31, 2010
Consolidation Entries .
Parrot Sun Consolidated

Accounts Company Company Debit Credit Totals
Income Statement
Revenues (1,500,000) (400,000) (1,900,000)
Cost of goods sold 700,000 250,000 950,000
Amortization expense 120,000 20,000 (E) 13,000 153,000
Depreciation expense 80,000 30,000 (E) 6,000 104,000
Equity in subsidiary earnings (93,000) -0- (1) 93,000 =0=

Net income (693,000) (100,000) (693,000)
Statement of Retained Earnings -
Retained earnings, 1/1/10 (840,000) (380,000) (S) 380,000 (840,000)
Net income (above) (693,000) (100,000) (693,000)
Dividends paid 120,000 40,000 (D) 40,000 120,000

Retained earnings, 12/31/10 (1,413,000) (440,000) (1,413,000)
Balance Sheet -
Current assets 1,040,000 400,000 1,440,000
Investment in Sun Company 853,000 -0- (D) 40,000 (S) 600,000 —0=

(A) 200,000
(I 93,000

Trademarks 600,000 200,000 (A) 20,000 820,000
Patented technology 370,000 288,000 (A) 130,000 (E) 13,000 775,000
Equipment (net) 250,000 220,000 (E) 6,000 (A) 30,000 446,000
Goodwill —0= —0= (A) 80,000 80,000

Total assets 3,113,000 1,108,000 3,561,000
Liabilities (980,000) (448,000) (1,428,000)
Common stock (600,000) (200,000) (S) 200,000 (600,000)
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000)
Retained earnings, 12/31/10 (above) (1,413,000) (440,000) (1,413,000)

Total liabilities and equities (3,113,000) (1,108,000) 982,000 982,000 (3,561,000)

Note: Parentheses indicate a credit balance.

Consolidation entries:
(S) Elimination of Sun’s stockholders” equity January 1 balances and the book value portion of the investment account.
(A) Allocation of Sun’s acquisition-date excess fair values over book values.
(I) Elimination of parent’s equity in subsidiary earnings accrual.
(D) Elimination of intra-entity dividend payment.
(E) Recognition of current year excess fair-value amortization and depreciation expenses.
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together the separate financial statements of these two organizations. Note that the consoli-
dated totals are the same as those computed previously for this combination.

Observe that Parrot separately reports net income of $693,000 as well as ending retained
earnings of $1,413,000, figures that are identical to the totals generated for the consolidated
entity. However, subsidiary income earned after the date of acquisition is to be added to that
of the parent. Thus, a question arises in this example as to why the parent company figures
alone equal the consolidated balances of both operations.

In reality, Sun’s income for this period is contained in both Parrot’s reported balances
and the consolidated totals. Through the application of the equity method, the current year
earnings of the subsidiary have already been accrued by Parrot along with the appropriate
amortization expense. The parent's Equity in Subsidiary Earnings account is, therefore, an
accurate representation of Sun's effect on consolidated net income. 1f the equity method is
employed properly, the worksheet process simply replaces this single $93,000 balance
with the specific revenue and expense accounts that it represents. Consequently, when the
parent employs the equity method, its net income and retained earnings mirror consoli-
dated totals.

Consolidation Subsequent to Year of Acquisition—Equity Method
In many ways, every consolidation of Parrot and Sun prepared after the date of acquisition
incorporates the same basic procedures outlined in the previous section. However, the contin-
ual financial evolution undergone by the companies prohibits an exact repetition of the
consolidation entries demonstrated in Exhibit 3.5.

As a basis for analyzing the procedural changes necessitated by the passage of time, assume
that Parrot Company continues to hold its ownership of Sun Company as of December 31,
2013. This date was selected at random; any date subsequent to 2010 would serve equally well
to illustrate this process. As an additional factor, assume that Sun now has a $40,000 liability
that is payable to Parrot.

For this consolidation, assume that the January 1, 2013, Sun Company’s Retained Earnings
balance has risen to $600,000. Because that account had a reported total of only $380,000 on
January 1, 2010, Sun’s book value apparently has increased by $220,000 during the 2010-2012
period. Although knowledge of individual operating figures in the past is not required, Sun’s
reported totals help to clarify the consolidation procedures.

Sun Company Dividends Increase in Ending
Year Net Income Paid Book Value Retained Earnings
2010 $100,000 $ 40,000 $ 60,000 $440,000
2011 140,000 50,000 90,000 530,000
2012 90,000 20,000 70,000 600,000
$330,000 $110,000 $220,000

For 2013, the current year, we assume that Sun reports net income of $160,000 and pays
cash dividends of $70,000. Because it applies the equity method, Parrot recognizes earnings
of $160,000. Furthermore, as shown in Exhibit 3.3, amortization expense of $7,000 applies to
2013 and must also be recorded by the parent. Consequently, Parrot reports an Equity in Sub-
sidiary Earnings balance for the year of $153,000 ($160,000 — $7,000).

Although this income figure can be reconstructed with little difficulty, the current balance
in the Investment in Sun Company account is more complicated. Over the years, the initial
$800,000 acquisition price has been subjected to adjustments for

1. The annual accrual of Sun’s income.
2. The receipt of dividends from Sun.
3. The recognition of annual excess amortization expenses.

Exhibit 3.6 analyzes these changes and shows the components of the Investment in Sun Com-
pany account balance as of December 31, 2013.
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EXHIBIT 3.6 PARROT COMPANY

Investment in Sun Company Account
As of December 31, 2013
Equity Method Applied

Fair value of consideration transferred at date of acquisition $ 800,000
Entries recorded in prior years:
Accrual of Sun Company’s income

2010 $100,000

2011 140,000

2012 90,000 330,000
Sun Company—Dividends paid

2010 $ (40,000)

2011 (50,000)

2012 (20,000) (110,000)
Excess amortization expenses

2010 $ (7,000)

2011 (7,000)

2012 (7,000) (21,000)
Entries recorded in current year—2013

Accrual of Sun Company’s income $160,000

Sun Company—Dividends paid (70,000)

Excess amortization expenses (7,000) 83,000
Investment in Sun Company, 12/31/13 $1,082,000

Following the construction of the Investment in Sun Company account, the consolidation
worksheet developed in Exhibit 3.7 should be easier to understand. Current figures for both
companies appear in the first two columns. The parent’s investment balance and equity income
accrual as well as Sun’s income and stockholders’ equity accounts correspond to the informa-
tion given previously. Worksheet entries (lettered to agree with the previous illustration) are
then utilized to consolidate all balances.

Several steps are necessary to arrive at these reported totals. The subsidiary’s assets, liabil-
ities, revenues, and expenses are added to those same accounts of the parent. The unamortized
portion of the original acquisition-date fair-value allocations are included along with current
excess amortization expenses. The investment and equity income balances are both eliminated
as are the subsidiary’s stockholders’ equity accounts. Intra-entity dividends are removed with
the same treatment required for the debt existing between the two companies.

Consolidation Entry S

Once again, this first consolidation entry offsets reciprocal amounts representing the sub-
sidiary’s book value as of the beginning of the current year. Sun’s January 1, 2013, stockhold-
ers’ equity accounts are eliminated against the book value portion of the parent’s investment
account. Here, though, the amount eliminated is $820,000 rather than the $600,000 shown in
Exhibit 3.5 for 2010. Both balances have changed during the 2010-2012 period. Sun’s opera-
tions caused a $220,000 increase in retained earnings. Parrot’s application of the equity
method created a parallel effect on its Investment in Sun Company account (the income ac-
crual of $330,000 less dividends collected of $110,000).

Although Sun’s Retained Earnings balance is removed in this entry, the income this com-
pany earned since the acquisition date is still included in the consolidated figures. Parrot ac-
crues these profits annually through application of the equity method. Thus, elimination of the
subsidiary’s entire Retained Earnings is necessary; a portion was earned prior to the acquisi-
tion and the remainder has already been recorded by the parent.

Entry S removes these balances as of the first day of 2013 rather than at the end of the
year. The consolidation process is made a bit simpler by segregating the effect of preceding
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Investment: Equity Method

PARROT COMPANY AND SUN COMPANY

Consolidated Worksheet

For Year Ending December 31, 2013

Consolidation Entries .
Parrot Sun Consolidated

Accounts Company Company Debit Credit Totals
Income Statement
Revenues (2,100,000) (600,000) (2,700,000)
Cost of goods sold 1,000,000 380,000 1,380,000
Amortization expense 200,000 20,000 (E) 13,000 233,000
Depreciation expense 100,000 40,000 (E) 6,000 134,000
Equity in subsidiary earnings (153,000) -0- () 153,000 -0-

Net income (953,000) (160,000) (953,000)
Statement of Retained Earnings
Retained earnings, 1/1/13 (2,044,000) (600,000) (S) 600,000 (2,044,000)
Net income (above) (953,000) (160,000) (953,000)
Dividends paid 420,000 70,000 (D) 70,000 420,000

Retained earnings, 12/31/13 (2,577,000) (690,000) (2,577,000)
Balance Sheet
Current assets 1,705,000 500,000 (P) 40,000 2,165,000
Investment in Sun Company 1,082,000 —0-— (D) 70,000 (S) 820,000 —0—

(A) 179,000
() 153,000

Trademarks 600,000 240,000 (A) 20,000 860,000
Patented technology 540,000 420,000 (A) 91,000 (E) 13,000 1,038,000
Equipment (net) 420,000 210,000 (E) 6,000 (A) 12,000 624,000
Goodwill 0= —0— (A) 80,000 80,000

Total assets 4,347,000 1,370,000 4,767,000
Liabilities (1,050,000) (460,000) (P) 40,000 (1,470,000)
Common stock (600,000) (200,000) (S) 200,000 (600,000)
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000)
Retained earnings, 12/31/13 (above) (2,577,000) (690,000) (2,577,000)

Total liabilities and equities (4,347,000) (1,370,000) 1,293,000 1,293,000 (4,767,000)

Note: Parentheses indicate a credit balance.

Consolidation entries:
(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account.
(A) Allocation of Sun’s acquisition-date excess fair values over book values, unamortized balance as of beginning of year.
(I)  Elimination of parent’s equity in subsidiary earnings accrual.
(D) Elimination of intra-entity dividend payment.
(E) Recognition of current year excess fair-value amortization and depreciation expenses.
(P) Elimination of intra-entity receivable/payable.

operations from the transactions of the current year. Thus, all worksheet entries relate specif-
ically to either the previous years (S and A) or the current period (I, D, E, and P).

Consolidation Entry A In the initial consolidation (2010), fair-value allocations amounting
to $200,000 were entered, but these balances have now undergone three years of amortization.
As computed in Exhibit 3.8, expenses for these prior years totaled $21,000, leaving a balance of
$179,000. Allocation of this amount to the individual accounts is also determined in Exhibit 3.8
and reflected in worksheet Entry A. As with Entry S, these balances are calculated as of
January 1, 2013, so that the current year expenses can be included separately (in Entry E).
Consolidation Entry I ~ As before, this entry eliminates the equity income recorded currently
by Parrot ($153,000) in connection with its ownership of Sun. The subsidiary’s revenue and
expense accounts are left intact so they can be included in the consolidated figures.
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EXHIBIT 3.8

Excess Amortizations
Relating to Individual
Accounts as of
January 1, 2013

Annual Excess Amortizations

Original Balance
Accounts Allocation 2010 2011 2012 1/1/13
Trademarks $ 20,000 -0- —0- —0- $ 20,000
Patented technology 130,000 $13,000 $13,000 $13,000 91,000
Equipment (30,000) (6,000) (6,000) (6,000) (12,000)
Goodwill 80,000 —0- —0- —0- 80,000

$200,000 $ 7,000 $ 7,000 $ 7,000 $179,000

$21,000

Consolidation Entry D  This worksheet entry offsets the $70,000 intra-entity dividend pay-
ment made by Sun to Parrot during the current period.

Consolidation Entry E  Excess amortization expenses relating to acquisition-date fair-value
adjustments are individually recorded for the current period.

Before progressing to the final worksheet entry, note the close similarity of these entries

with the five incorporated in the 2010 consolidation (Exhibit 3.5). Except for the numerical
changes created by the passage of time, the entries are identical.
Consolidation Entry P This last entry (labeled “Entry P” because it eliminates an intra-
entity Payable) introduces a new element to the consolidation process. As noted earlier,
intra-entity debt transactions do not relate to outside parties. Therefore, Sun’s $40,000
payable and Parrot’s $40,000 receivable are reciprocals that must be removed on the work-
sheet because the companies are being reported as a single entity.

In reviewing Exhibit 3.7, note several aspects of the consolidation process:

* The stockholders’ equity accounts of the subsidiary are removed.
* The Investment in Sun Company and the Equity in Subsidiary Earnings are both removed.

* The parent’s Retained Earnings balance is not adjusted. Because the parent applies the
equity method this account should be correct.

* The acquisition-date fair-value adjustments to the subsidiary’s assets are recognized but
only after adjustment for annual excess amortization expenses.

 Intra-entity transactions such as dividend payments and the receivable/payable are offset.

SUBSEQUENT CONSOLIDATIONS—INVESTMENT RECORDED
USING INITIAL VALUE OR PARTIAL EQUITY METHOD

Prepare consolidated financial
statements subsequent to acquisi-
tion when the parent has applied
the initial value method in its
internal records.

Prepare consolidated financial
statements subsequent to acquisi-
tion when the parent has applied
the partial equity method in its
internal records.

Acquisition Made during the Current Year

As discussed at the beginning of this chapter, the parent company may opt to use the initial
value method or the partial equity method for internal record-keeping rather than the equity
method. Application of either alternative changes the balances recorded by the parent over
time and, thus, the procedures followed in creating consolidations. However, choosing one of
these other approaches does not affect any of the final consolidated figures to be reported.

When a company utilizes the equity method, it eliminates all reciprocal accounts, assigns
unamortized fair-value allocations to specific accounts, and records amortization expense for
the current year. Application of either the initial value method or the partial equity method has
no effect on this basic process. For this reason, a number of the consolidation entries remain
the same regardless of the parent’s investment accounting method.

In reality, just three of the parent’s accounts actually vary because of the method applied:

* The investment account.
* The income recognized from the subsidiary.
» The parent’s retained earnings (in periods after the initial year of the combination).
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Investment: Initial Value Method

PARROT COMPANY AND SUN COMPANY

Consolidated Worksheet

For Year Ending December 31, 2010

Consolidation Entries .
Parrot Sun Consolidated

Accounts Company Company Debit Credit Totals
Income Statement
Revenues (1,500,000) (400,000) (1,900,000)
Cost of goods sold 700,000 250,000 950,000
Amortization expense 120,000 20,000 (E) 13,000 153,000
Depreciation expense 80,000 30,000 (E) 6,000 104,000
Dividend income (40,000)|* —0- ) 40,000[* -0-

Net income (640,000) (100,000) (693,000)
Statement of Retained Earnings
Retained earnings, 1/1/10 (840,000) (380,000) (S) 380,000 (840,000)
Net income (above) (640,000) (100,000) (693,000)
Dividends paid 120,000 40,000 () 40,000(* 120,000

Retained earnings, 12/31/10 (1,360,000) (440,000) (1,413,000)
Balance Sheet
Current assets 1,040,000 400,000 1,440,000
Investment in Sun Company 800,000/* -0- (S) 600,000 —0-

(A) 200,000

Trademarks 600,000 200,000 (A) 20,000 820,000
Patented technology 370,000 288,000 (A) 130,000 (E) 13,000 775,000
Equipment (net) 250,000 220,000 (E) 6,000 (A) 30,000 446,000
Goodwill -0- —0- (A) 80,000 80,000

Total assets 3,060,000 1,108,000 3,561,000
Liabilities (980,000) (448,000) (1,428,000)
Common stock (600,000) (200,000) (S) 200,000 (600,000)
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000)
Retained earnings, 12/31/10 (above) (1,360,000) (440,000) (1,413,000)

Total liabilities and equities (3,060,000) (1,108,000) 889,000 889,000 (3,561,000)

Note: Parentheses indicate a credit balance.
*Boxed items highlight differences with consolidation in Exhibit 3.5.
Consolidation entries:
(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account.
(A) Allocation of Sun’s acquisition-date excess fair values over book values.
(I) Elimination of intra-entity dividend income and dividend paid by Sun.
(E) Recognition of current year excess fair-value amortization and depreciation expenses.
Note: Consolidation entry (D) is not needed when the parent applies the initial value method because entry (I) eliminates the intra-entity dividend effects.

Only the differences found in these balances affect the consolidation process when another
method is applied. Thus, any time after the acquisition date, accounting for these three bal-
ances is of special importance.

To illustrate the modifications required by the adoption of an alternative accounting
method, the consolidation of Parrot and Sun as of December 31, 2010, is reconstructed. Only
one differing factor is introduced: the method by which Parrot accounts for its investment.
Exhibit 3.9 presents the 2010 consolidation based on Parrot’s use of the initial value method.
Exhibit 3.10 demonstrates this same process assuming that the parent applied the partial
equity method. Each entry on these worksheets is labeled to correspond with the 2010 con-
solidation in which the parent used the equity method (Exhibit 3.5). Furthermore, differences
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EXHIBIT 3.10

Investment: Partial Equity Method

PARROT COMPANY AND SUN COMPANY

Consolidated Worksheet

For Year Ending December 31, 2010

Consolidation Entries

Parrot Sun Consolidated

Accounts Company Company Debit Credit Totals
Income Statement
Revenues (1,500,000) (400,000) (1,900,000)
Cost of goods sold 700,000 250,000 950,000
Amortization expense 120,000 20,000 (E) 13,000 153,000
Depreciation expense 80,000 30,000 (E) 6,000 104,000
Equity in subsidiary earnings (100,000) * —0- (I) 100,000(* -0-

Net income (700,000) (100,000) . (693,000)
Statement of Retained Earnings
Retained earnings, 1/1/10 (840,000) (380,000) (S) 380,000 (840,000)
Net income (above) (700,000) (100,000) (693,000)
Dividends paid 120,000 40,000 (D) 40,000 120,000

Retained earnings, 12/31/10 (1,420,000) (440,000) (1,413,000)
Balance Sheet
Current assets 1,040,000 400,000 1,440,000
Investment in Sun Company 860,000 [* -0- (D) 40,000 (S) 600,000 -0-

(A) 200,000
() 100,000 |*

Trademarks 600,000 200,000 (A) 20,000 820,000
Patented technology 370,000 288,000 (A) 130,000 (E) 13,000 775,000
Equipment (net) 250,000 220,000 (E) 6,000 (A) 30,000 446,000
Goodwill -0- -0- (A) 80,000 80,000

Total assets 3,120,000 1,108,000 3,561,000
Liabilities (980,000) (448,000) (1,428,000)
Common stock (600,000) (200,000) (S) 200,000 (600,000)
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000)
Retained earnings, 12/31/10 (above) (1,420,000) (440,000) (1,413,000)

Total liabilities and equities (3,120,000) (1,108,000) (3,561,000)

Note: Parentheses indicate a credit balance.

*Boxed items highlight differences with consolidation in Exhibit 3.5.

Consolidation entries:

(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account.
(A) Allocation of Sun’s acquisition-date excess fair values over book values.
(I)  Elimination of parent’s equity in subsidiary earnings accrual.

(D) Elimination of intra-entity dividend payment.

(E) Recognition of current year excess fair-value amortization and depreciation expenses.

with the equity method (both on the parent company records and with the consolidation

entries) are highlighted on each of the worksheets.

Initial Value Method Applied—2010 Consolidation

Although the initial value method theoretically stands in marked contrast to the equity method,
few reporting differences actually exist. In the year of acquisition, Parrot’s income and invest-

ment accounts relating to the subsidiary are the only accounts affected.

Under the initial value method, income recognition in 2010 is limited to the $40,000 divi-
dend received by the parent; no equity income accrual is made. At the same time, the invest-
ment account retains its $800,000 initial value. Unlike the equity method, no adjustments are
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recorded in the parent’s investment account in connection with the current year operations,
subsidiary dividends, or amortization of any fair-value allocations.

After the composition of these two accounts has been established, worksheet entries can be
used to produce the consolidated figures found in Exhibit 3.9 as of December 31, 2010.

Consolidation Entry S As with the previous Entry S in Exhibit 3.5, the $600,000 component
of the investment account is eliminated against the beginning stockholders’ equity account of
the subsidiary. Both are equivalent to Sun’s net assets at January 1, 2010, and are, therefore,
reciprocal balances that must be offset. This entry is not affected by the accounting method
in use.

Consolidation EntryA  Sun’s $200,000 excess acquisition-date fair value over book value is
allocated to Sun’s assets and liabilities based on their fair values at the date of acquisition. The
$80,000 residual is attributed to goodwill. This procedure is identical to the corresponding
entry in Exhibit 3.5 in which the equity method was applied.

Consolidation Entry I Under the initial value method, the parent records dividend collec-
tions as income. Entry I removes this Dividend Income account along with Sun’s Dividends
Paid. From a consolidated perspective, these two $40,000 balances represent an intra-entity
transfer of cash that had no financial impact outside of the entity. In contrast to the equity
method, Parrot has not accrued subsidiary income, nor has amortization been recorded; thus,
no further income elimination is needed.

Dividend INCOME . . . . .. .. 40,000
Dividends Paid ... ... .. ... . .. ... 40,000
To eliminate intra-entity income.

Consolidation Entry D When the initial value method is applied, the parent records intra-
entity dividends as income. Because these distributions were already removed from the con-
solidated totals by Entry I, no separate Entry D is required.

Consolidation Entry E  Regardless of the parent’s method of accounting, the reporting entity
must recognize excess amortizations for the current year in connection with the original fair
value allocations. Thus, Entry E serves to bring the current year expenses into the consolidated
financial statements.

Consequently, using the initial value method rather than the equity method changes only
Entries I and D in the year of acquisition. Despite the change in methods, reported figures
are still derived by (1) eliminating all reciprocals, (2) allocating the excess portion of the
acquisition-date fair values, and (3) recording amortizations on these allocations. As indi-
cated previously, the consolidated totals appearing in Exhibit 3.9 are identical to the figures
produced previously in Exhibit 3.5. Although the income and the investment accounts on the
parent company’s separate statements vary, the consolidated balances are not affected.

One significant difference between the initial value method and equity method does exist:
The parent’s separate statements do not reflect consolidated income totals when the initial
value method is used. Because equity adjustments (such as excess amortizations) are ignored,
neither Parrot’s reported net income of $640,000 nor its retained earnings of $1,360,000 pro-
vides an accurate portrayal of consolidated figures.

Partial Equity Method Applied—2010 Consolidation

Exhibit 3.10 presents a worksheet to consolidate these two companies for 2010 (the year of ac-
quisition) based on the assumption that Parrot applied the partial equity method. Again, the
only changes from previous examples are found in (1) the parent’s separate records for this in-
vestment and its related income and (2) worksheet Entries I and D.

As discussed earlier, under the partial equity approach, the parent’s record-keeping is limited
to two periodic journal entries: the annual accrual of subsidiary income and the receipt of div-
idends. Hence, within the parent’s records, only a few differences exist when the partial equity
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method is applied rather than the initial value method. The entries recorded by Parrot in con-
nection with Sun’s 2010 operations illustrate both of these approaches.

Parrot Company Parrot Company
Initial Value Method 2010 Partial Equity Method 2010
Cash ............... 40,000 Cash . ... ... ... ...... 40,000
Dividend Income . . . 40,000 Investment in Sun
Dividends collected Company . ........... 40,000
from subsidiary. Dividends collected

from subsidiary.
Investment in Sun
Company .............. 100,000
Equity in
Subsidiary Earnings . . .. 100,000

Accrual of subsidiary
income.

Therefore, by applying the partial equity method, the investment account on the parent’s
balance sheet rises to $860,000 by the end of 2010. This total is composed of the original
$800,000 acquisition-date fair value for Sun adjusted for the $100,000 income recognition and
the $40,000 cash dividend payment. The same $100,000 equity income figure appears within
the parent’s income statement. These two balances are appropriately found in Parrot’s records
in Exhibit 3.10.

Because of the handling of income recognition and dividend payments, Entries I and D
again differ on the worksheet. For the partial equity method, the $100,000 equity income is
eliminated (Entry I) by reversing the parent’s entry. Removing this accrual allows the individ-
ual revenue and expense accounts of the subsidiary to be reported without double-counting.
The $40,000 intra-entity dividend payment must also be removed (Entry D). The Dividend
Paid account is simply deleted. However, elimination of the dividend from the Investment in
Sun Company actually causes an increase because receipt was recorded by Parrot as a reduc-
tion in that account. All other consolidation entries (Entries S, A, and E) are the same for all
three methods.

Consolidation Subsequent to Year of Acquisition—Initial Value
and Partial Equity Methods

By again incorporating the December 31, 2013, financial data for Parrot and Sun (presented
in Exhibit 3.7), consolidation procedures for the initial value method and the partial equity
method are examined for years subsequent to the date of acquisition. In both cases, estab-
lishment of an appropriate beginning retained earnings figure becomes a significant goal of
the consolidation.

Conversion of the Parent’s Retained Earnings

to a Full-Accrual (Equity) Basis

Consolidated financial statements require a full accrual-based measurement of both in-
come and retained earnings. The initial value method, however, employs the cash basis for
income recognition. The partial equity method only partially accrues subsidiary income.
Thus, neither provides a full-accrual-based measure of the subsidiary activities on the par-
ent’s income. As a result, over time the parent’s retained earnings account fails to show a
full accrual-based amount. Therefore, new worksheet adjustments are required to convert
the parent’s beginning of the year retained earnings balance to a full-accrual basis. These
adjustments are made to beginning of the year retained earnings because current year earn-
ings are readily converted to full-accrual basis by simply combining current year revenue
and expenses. The resulting current year combined income figure is then added to the
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PARROT COMPANY AND SUN COMPANY
Previous Years—2010-2012

Initial Partial
Equity Method Value Method Equity Method
Equity accrual $330,000 -0- $330,000
Dividend income -0- $110,000 -0-
Excess amortization expenses (21,000) -0- -0-
Increase in parent’s retained earnings $309,000 $110,000 $330,000

adjusted beginning of the year retained earnings to arrive at a full accrual ending retained
earnings balance.

This concern was not faced previously when the equity method was adopted. Under that ap-
proach, the parent’s Retained Earnings account balance already reflects a full-accrual basis so
that no adjustment is necessary. In the earlier illustration, the $330,000 income accrual for the
2010-2012 period as well as the $21,000 amortization expense were recognized by the parent
in applying the equity method (see Exhibit 3.6). Having been recorded in this manner, these
two balances form a permanent part of Parrot’s retained earnings and are included automati-
cally in the consolidated total. Consequently, if the equity method is applied, the process is
simplified; no worksheet entries are needed to adjust the parent’s Retained Earnings account
to record subsidiary operations or amortization for past years.

Conversely, if a method other than the equity method is used, a worksheet change must be
made to the parent’s beginning Retained Earnings account (in every subsequent year) to equate
this balance with a full-accrual amount. To quantify this adjustment, the parent’s recognized
income for these past three years under each method is first determined (Exhibit 3.11). For
consolidation purposes, the beginning retained earnings account must then be increased or de-
creased to create the same effect as the equity method.

Initial Value Method Applied—Subsequent Consolidation

As shown in Exhibit 3.11, if Parrot applied the initial value method during the 2010-2012
period, it recognizes $199,000 less income than under the equity method ($309,000 —
$110,000). Two items cause this difference. First, Parrot has not accrued the $220,000 in-
crease in the subsidiary’s book value across the periods prior to the current year. Although
the $110,000 in dividends was recorded as income, the parent never recognized the remain-
der of the $330,000 earned by the subsidiary.” Second, no accounting has been made of the
$21,000 excess amortization expenses. Thus, the parent’s beginning Retained Earnings
account is $199,000 ($220,000 — $21,000) below the appropriate consolidated total and
must be adjusted.'®

To simulate the equity method so that the parent’s beginning Retained Earnings account re-
flects a full-accrual basis, this $199,000 increase is recorded through a worksheet entry. The
initial value method figures reported by the parent effectively are converted into equity
method balances.

° Two different calculations are available for determining the $220,000 in nonrecorded income for prior
years: (1) subsidiary income less dividends paid and (2) the change in the subsidiary’s book value as of the
first day of the current year. The second method works only if the subsidiary has had no other equity
transactions such as the issuance of new stock or the purchase of treasury shares. Unless otherwise stated,
the assumption is made that no such transactions have occurred.

10 Because neither the income in excess of dividends nor excess amortization is recorded by the parent under
the initial value method, its beginning Retained Earnings account is $199,000 less than the $2,044,000
reported under the equity method (Exhibit 3.7). Thus, a $1,845,000 balance is shown in Exhibit 3.12
(32,044,000 — this $199,000). Conversely, if the partial equity method had been applied, Parrot's absence
of amortization would cause the Retained Earnings account to be $21,000 higher than the figure derived
by the equity method. For this reason, Exhibit 3.13 shows the parent with a beginning Retained Earnings
account of $2,065,000 rather than $2,044,000.
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Consolidation Entry *C

Investment in Sun Company . ... 199,000
Retained Earnings, 1/1/13 (Parrot Company) . . .. ... ... 199,000

To convert parent’s beginning retained earnings from the initial
value method to equity method.

This adjustment is labeled Entry *C. The C refers to the conversion being made to equity
method (full accrual) totals. The asterisk indicates that this equity simulation relates solely to
transactions of prior periods. Thus, Entry *C should be recorded before the other worksheet
entries to align the beginning balances for the year.

Exhibit 3.12 provides a complete presentation of the consolidation of Parrot and Sun as
of December 31, 2013, based on the parent’s application of the initial value method. After
Entry *C has been recorded on the worksheet, the remainder of this consolidation follows
the same pattern as previous examples. Sun’s stockholders’ equity accounts are eliminated
(Entry S) while the allocations stemming from the $800,000 initial fair value are recorded
(Entry A) at their unamortized balances as of January 1, 2013 (see Exhibit 3.8). Intra-
entity dividend income is removed (Entry I) and current year excess amortization expenses
are recognized (Entry E). To complete this process, the intra-entity debt of $40,000 is off-
set (Entry P).

In retrospect, the only new element introduced here is the adjustment of the parent’s begin-
ning Retained Earnings. For a consolidation produced after the initial year of acquisition, an
Entry *C is required if the parent has not applied the equity method.

Partial Equity Method Applied—Subsequent Consolidation

Exhibit 3.13 demonstrates the worksheet consolidation of Parrot and Sun as of December 31,
2013, when the investment accounts have been recorded by the parent using the partial equity
method. This approach accrues subsidiary income each year but records no other equity ad-
justments. Therefore, as of December 31, 2013, Parrot’s Investment in Sun Company account
has a balance of $1,110,000:

Fair value of consideration transferred for Sun Company 1/1/10 . . . $800,000
Sun Company’s 2010-2012 increase in book value:

Accrual of Sun Company'sincome . ...................... $330,000

Collection of Sun Company’s dividends .. ................. (110,000) 220,000
Sun Company’s 2013 operations:

Accrual of Sun Company'sincome . ...................... $160,000

Collection of Sun Company’s dividends .. ................. (70,000) 90,000
Investment in Sun Company, 12/31/13 (Partial equity method) . . . . $1,110,000

As indicated here and in Exhibit 3.11, Parrot has recognized the yearly equity income
accrual but not amortization. Consequently, if the partial equity method is in use, the parent’s
beginning Retained Earnings Account must be adjusted to include this expense. The three-year
total of $21,000 amortization is reflected through Entry *C to simulate the equity method and,
hence, consolidated totals.

Consolidation Entry *C

Retained Earnings, 1/1/13 (Parrot Company) . ....................... 21,000
Investment in Sun Company . ... ... ... 21,000

To convert parent’s beginning Retained Earnings from partial equity
method to equity method by including excess amortizations.
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PARROT COMPANY AND SUN COMPANY
Consolidated Worksheet

Investment: Initial Value Method For Year Ending December 31, 2013
Consolidation Entries
Parrot Sun Consolidation
Accounts Company Company Debit Credit Totals
Income Statement
Revenues (2,100,000) (600,000) (2,700,000)
Cost of goods sold 1,000,000 380,000 1,380,000
Amortization expense 200,000 20,000 (E) 13,000 233,000
Depreciation expense 100,000 40,000 (E) 6,000 134,000
Dividend income (70,000)|* -0- () 70,000|* -0—
Net income (870,000) (160,000) (953,000)
Statement of Retained Earnings
Retained earnings, 1/1/13
Parrot Company [(1,845,000)t]* (*C) 199,000]* (2,044,000)
Sun Company (600,000) (S) 600,000 -0-
Net income (above) (870,000) (160,000) (953,000)
Dividends paid 420,000 70,000 [1) 70,000]* 420,000
Retained earnings, 12/31/13 (2,295,000) (690,000) (2,577,000)
Balance Sheet
Current assets 1,705,000 500,000 (P) 40,000 2,165,000
Investment in Sun Company [800,000]* -0- (*C) 199,000 (S) 820,000 -0-
(A) 179,000
Trademarks 600,000 240,000 (A) 20,000 860,000
Patented technology 540,000 420,000 (A) 91,000 (E) 13,000 1,038,000
Equipment (net) 420,000 210,000 (E) 6,000 (A) 12,000 624,000
Goodwill -0- -0- (A) 80,000 80,000
Total assets 4,065,00 1,370,000 4,767,000
Liabilities (1,050,000) (460,000) (P) 40,000 (1,470,000)
Common stock (600,000) (200,000) (S) 200,000 (600,000)
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000)
Retained earnings, 12/31/13 (above) (2,295,000) (690,000) (2,577,000)
Total liabilities and equities (4,065,000) (1,370,000) 1,339,000 1,339,000 (4,767,000)

Note: Parentheses indicate a credit balance.
*Boxed items highlight differences with consolidation in Exhibit 3.7.
+See footnote 9.
Consolidation entries:
(*C) To convert parent’s beginning retained earnings to full accrual basis.
(S)  Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of investment account.
(A) Allocation of Sun’s excess acquisition-date fair value over book value, unamortized balance as of beginning of year.
(I)  Elimination of intra-entity dividend income and dividend paid by Sun.
(E)  Recognition of current year excess fair-value amortization and depreciation expenses.
(P)  Elimination of intra-entity receivable/payable.
Note: Consolidation entry (D) is not needed when the parent applies the initial value method because entry (I) eliminates the intra-entity dividend effects.

By recording Entry *C on the worksheet, all of the subsidiary’s operational results for the
2010-2012 period are included in the consolidation. As shown in Exhibit 3.13, the remainder
of the worksheet entries follow the same basic pattern as that illustrated previously for the year

of acquisition (Exhibit 3.10).

Summary of Investment Methods

Having three investment methods available to the parent means that three sets of entries must
be understood to arrive at reported figures appropriate for a business combination. The
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EXHIBIT 3.13

Investment: Partial Equity Method

PARROT COMPANY AND SUN COMPANY

Consolidated Worksheet

For Year Ending December 31, 2013

Consolidation Entries

Parrot Sun Consolidation

Accounts Company Company Debit Credit Totals
Income Statement
Revenues (2,100,000) (600,000) (2,700,000)
Cost of goods sold 1,000,000 380,000 1,380,000
Amortization expense 200,000 20,000 (E) 13,000 233,000
Depreciation expense 100,000 40,000 (E) 6,000 134,000
Equity in subsidiary earnings @ -0~ () 160,000 |* -0-

Net income (960,000) (160,000) (953,000)
Statement of Retained Earnings
Retained earnings, 1/1/13

Parrot Company * [(*©) 21,000 |* (2,044,000)

Sun Company (600,000) (S) 600,000 —0-
Net income (above) (960,000) (160,000) (953,000)
Dividends paid 420,000 70,000 (D) 70,000 * 420,000

Retained earnings, 12/31/13 (2,605,000) (690,000) (2,577,000)
Balance Sheet
Current assets 1,705,000 500,000 (P) 40,000 2,165,000
Investment in Sun Company & -0- (D) 70,000 [(*C) 21,000 |* -0-

(S) 820,000
(A) 179,000
(1) 160,000 |*

Trademarks 600,000 240,000 (A) 20,000 860,000
Patented technology 540,000 420,000 (A) 91,000 (E) 13,000 1,038,000
Equipment (net) 420,000 210,000 (E) 6,000 (A) 12,000 624,000
Goodwill 0= —0— (A) 80,000 80,000

Total assets 4,375,000 1,370,000 4,767,000
Liabilities (1,050,000) (460,000) (P) 40,000 | (1,470,000)
Common stock (600,000) (200,000) (S) 200,000 (600,000)
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000)
Retained earnings, 12/31/13 (above) (2,605,000) (690,000) (2,577,000)

Total liabilities and equities (4,375,000) (1,370,000) 1,321,000 1,321,000 (4,767,000)

Note: Parentheses indicate a credit balance.

*Boxed items highlight differences with consolidation in Exhibit 3.7.

FSee footnote 8.
Consolidation entries:

(*C) To convert parent’s beginning retained earnings to full accrual basis.
(S)  Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of investment account.

(A)  Allocation of Sun’s excess acquisition-date fair value over book value, unamortized balance as of beginning of year.
(I)  Elimination of parent’s equity in subsidiary earnings accrual.

(D)  Elimination of intra-entity dividend payment.

(E)  Recognition of current year excess fair-value amortization and depreciation expenses.

(P)  Elimination of intra-entity receivable/payable.

process can initially seem to be a confusing overlap of procedures. However, at this point in
the coverage, only three worksheet entries actually are affected by the choice of either the eq-
uity method, partial equity method, or initial value method: Entries *C, I, and D. Furthermore,
accountants should never get so involved with a worksheet and its entries that they lose sight
of the balances that this process is designed to calculate. These figures are never affected by

the parent’s choice of an accounting method.
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Consolidated Totals Subsequent to Acquisition*

Current revenues Parent revenues are included.
Subsidiary revenues are included but only for the period
since the acquisition.

Current expenses Parent expenses are included.
Subsidiary expenses are included but only for the period
since the acquisition.
Amortization expenses of the excess fair-value allocations
are included by recognition on the worksheet.

Investment (or dividend) income Income recognized by parent is eliminated and effectively
replaced by the subsidiary’s revenues and expenses.

Retained earnings, Parent balance is included.

beginning balance The change in the subsidiary balance since acquisition

is included either as a regular accrual by the parent or
through a worksheet entry to increase parent balance.
Past amortization expenses of the excess fair-value
allocations are included either as a part of parent balance
or through a worksheet entry.

Assets and liabilities Parent balances are included.

Subsidiary balances are included after adjusting for
acquisition-date fair values.
Intra-entity receivable/payable balances are eliminated.

Goodwill Original fair-value allocation is included.

Investment in subsidiary Asset account recorded by parent is eliminated on the
worksheet so that the balance is not included in
consoliated figures.

Capital stock and additional Parent balances only are included although they will have

paid-in capital been adjusted at acquisition date if stock was issued.

*The next few chapters discuss the necessity of altering some of these balances for consolidation purposes. Thus, this table is not definitive but
is included only to provide a basic overview of the consolidation process as it has been described to this point.

After the appropriate balance for each account is understood, worksheet entries assist the
accountant in deriving these figures. To help clarify the consolidation process required under
each of the three accounting methods, Exhibit 3.14 describes the purpose of each worksheet
entry: first during the year of acquisition and second for any period following the year of
acquisition.

GOODWILL IMPAIRMENT

LO5

Discuss the rationale for the
goodwill impairment testing
approach.

The FASB ASC Topic 350, Intangibles—Goodwill and Other, provides the accounting stan-
dards for reporting the income statement effects from either amortization or impairment of in-
tangibles acquired in a business combination. In accounting for goodwill subsequent to the
acquisition date, GAAP requires an impairment approach rather than amortization. The
FASB reasoned that although goodwill can decrease over time, it does not do so in the “ratio-
nal and systematic” manner that periodic amortization suggests.'! Thus, amortization was not
viewed as representationally faithful of the pattern of goodwill decline and the FASB decided
that goodwill would no longer be subject to amortization. As a result, a consolidated balance
sheet today can show acquisition-related goodwill at its original assigned value. Only upon the
recognition of an impairment loss (or partial sale of a subsidiary) will goodwill decline from
one period to the next.

Current financial reporting standards require an annual test for goodwill impairment. Ad-
ditionally, if one or more indicators of a potential impairment are present, testing must be per-
formed more frequently. Goodwill is considered impaired when its carrying amount exceeds

L. Todd Johnson and Kimberly R. Petrone, “Why Did the Board Change Its Mind on Goodwill Amortization?”
FASB Viewpoints, December 2000.
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EXHIBIT 3.14 Consolidation Worksheet Entries

Equity Method Applied Initial Value Method Applied Partial Equity Method Applied

Any Time during Year of Acquisition

Entry S Beginning stockholders’ equity of Same as equity method. Same as equity method.
subsidiary is eliminated against book
value portion of investment account.

Entry A Excess fair value is allocated to Same as equity method. Same as equity method.
assets and liabilities based on
difference in book values and fair
values; residual is assigned

to goodwill.
Entry I Equity income accrual (including Dividend income is Equity income accrual is
amortization expense) is eliminated. eliminated. eliminated.
Entry D Intra-entity dividends paid by No entry—intra-entity Same as equity method.
subsidiary are eliminated. dividends are eliminated
in Entry 1.
Entry E Current year excess amortization Same as equity method. Same as equity method.
expenses of fair-value allocations are
recorded.
Entry P Intra-entity payable/receivable Same as equity method. Same as equity method.
balances are offset.
Any Time Following Year of Acquisition
Entry *C No entry—equity income for prior Increase in subsidiary’s book Excess amortization expenses for
years has already been recognized value during prior years as prior years are recognized
along with amortization expenses. well as excess amortization (conversion is made to equity
expenses are recognized method).

(conversion is made to
equity method).
Entry S Same as initial year. Same as initial year. Same as initial year.
Entry A Unamortized excess fair value at Same as equity method. Same as equity method.
beginning of year is allocated to
specific accounts and to goodwill.

Entry I Same as initial year. Same as initial year. Same as initial year.
Entry D Same as initial year. Same as initial year. Same as initial year.
Entry E Same as initial year. Same as initial year. Same as initial year.
Entry P Same as initial year. Same as initial year. Same as initial year.

its implied fair value. Goodwill impairment losses are reported as operating items in the con-
solidated income statement.

Importantly, goodwill impairment testing is performed at the reporting unit level. As dis-
cussed shortly, all assets (including goodwill) acquired and liabilities assumed in a business
combination must be assigned across reporting units within a consolidated enterprise. The
goodwill residing in each reporting unit is then separately subjected to periodic impairment
testing. For example, Univision, Inc., recently noted the following in its annual report:

For purposes of performing the impairment test of goodwill, we established the following
reporting units: Television, Radio, and Interactive Media. The Company compares the fair value
of the reporting unit to its carrying amount on an annual basis to determine if there is potential
goodwill impairment. If the fair value of the reporting unit is less than its carrying value, an
impairment loss is recorded to the extent that the fair value of the goodwill within the reporting
unit is less than its carrying value.

Recent evidence shows that goodwill impairment losses can be substantial. A study released
in 2009 by KPMG showed a large increase in goodwill impairments in 2008. Based on financial
information from 1,604 U.S. companies, total impairment charges were $340 billion in 2008,



Discussion Question

LO6

Describe the procedures for
conducting a goodwill impair-
ment test.

EXHIBIT 3.15

Goodwill Impairment
Examples (in billions)
2002—First Year of
Impairment Requirements

HOW DOES A COMPANY REALLY DECIDE WHICH INVESTMENT METHOD TO APPLY?

Pilgrim Products, Inc., buys a controlling interest in the common stock of Crestwood Cor-
poration. Shortly after the acquisition, a meeting of Pilgrim’s accounting department is
convened to discuss the internal reporting procedures required by the ownership of this
subsidiary. Each member of the staff has a definite opinion as to whether the equity
method, initial value method, or partial equity method should be adopted. To resolve this
issue, Pilgrim’s chief financial officer outlines several of her concerns about the decision.

| already understand how each method works. | know the general advantages and
disadvantages of all three. | realize, for example, that the equity method provides
more detailed information whereas the initial value method is much easier to apply.
What | need to know are the factors specific to our situation that should be consid-
ered in deciding which method to adopt. | must make a recommendation to the
president on this matter, and he will want firm reasons for my favoring a particular
approach. | dont want us to select a method and then find out in six months that
the information is not adequate for our needs or that the cost of adapting our sys-
tem to monitor Crestwood outweighs the benefits derived from the data.

What are the factors that Pilgrim’s officials should evaluate when making this decision?

up from $143 billion in 2007 and $87 billion in 2006.'> Exhibit 3.15 provides examples of
goodwill impairment losses recognized in 2002—the first year goodwill impairment testing
was required.

Testing Goodwill for Impairment

The notion of an indefinite life for goodwill allows firms to report over time the original amount
of goodwill acquired in a business combination at its assigned acquisition-date value. However,
such goodwill can, at some point in time, become impaired, requiring loss recognition and a re-
duction in the amount reported in the consolidated balance sheet. Unlike amortization, which pe-
riodically reduces asset values, impairment must first be revealed before a write-down is justified.
To detect when goodwill impairment has occurred, a two-step testing procedure is utilized.

Step 1—Goodwill Impairment Test: Is the Fair Value of a Reporting Unit

Less Than Its Carrying Value?

In the first step of impairment testing, fair values of the consolidated entity’s reporting units
with allocated goodwill are compared with their carrying values (including goodwill). If an
individual reporting unit’s total fair value exceeds its carrying value, its goodwill is not consid-
ered impaired, and the second step in testing is not performed. Goodwill remains at the amount
assigned at the date of the business combination. However, if the fair value of a reporting unit
has fallen below its carrying value, a potential for goodwill impairment exists. In this case, a
second step must be performed to determine whether goodwill has been impaired.

AOL Time Warner $99.7 billion
Boeing 2.4
Blockbuster 1.8

SBC Communications 1.8

General Electric 1.0
Coca-Cola 926 million
AT&T 856
Safeway 700
Verizon Communications 500

12 KPMG LLP, “Evaluation Impairment Risk: Goodwill Impairment Continues Its Upward Climb,” 20009.
105
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Step 2—Goodwill Impairment Test: Is Goodwill’s Implied Value
Less Than Its Carrying Value?

If Step 1 indicates a potential goodwill impairment for a reporting unit, goodwill’s implied and
carrying values are compared for that reporting unit. The second test requires determining the
fair value of the related goodwill. If goodwill’s fair value has declined below its carrying
value, an impairment loss is recognized for the excess carrying value over fair value. However,
determining fair values for reporting units and goodwill can be complex, making implemen-
tation of the necessary comparisons costly. These complexities are described in terms of three
key attributes that govern the process of testing goodwill for impairment:

1. The assignment of acquisition values to reporting units.
2. The periodic determination of the fair values of reporting units.
3. The determination of goodwill implied fair value.

Assigning Values to Reporting Units

In deciding to forgo amortization in favor of impairment testing for goodwill, the FASB
noted that goodwill is primarily associated with individual reporting units within the consol-
idated entity. Such goodwill is often considered “synergistic” because it arises from the in-
teraction of the assets of the acquired company with those of the acquirer in specific ways.
To better assess potential declines in value for goodwill (in place of amortization), the most
specific business level at which goodwill is evident is deemed the appropriate level for im-
pairment testing. This specific business level is referred to as the reporting unit. The FASB
also noted that, in practice, goodwill is often assigned to reporting units either at the level of
a reporting segment—as described in FASB ASC Topic 280, Segment Reporting—or at a
lower level within a segment of a combined enterprise. Consequently, the reporting unit is the
designated enterprise component for tests of goodwill impairment. Reporting units may thus
include the following:

* A component of an operating segment at a level below the operating segment. Segment
management should review and assess performance at this level. Also, the component
should be a business in which discrete financial information is available and should differ
economically from other components of the operating segment.

* The segments of an enterprise.
* The entire enterprise.

For example, Pfizer Inc. observed in its 2008 annual report:

For goodwill, which includes amounts related to our Pharmaceutical and Animal Health segments,
each year and whenever impairment indictors are present, we calculate the fair value of each
business segment and calculate the implied fair value of goodwill by subtracting the fair value of
the identifiable net assets other than goodwill and record an impairment loss for the excess of book
value of goodwill over the implied fair value, if any.

In implementing impairment tests, it is essential first to identify the reporting units result-
ing from the acquisition. The assets and liabilities (including goodwill) acquired in a busi-
ness combination are then assigned to these identified reporting units. The assignment
should consider where the acquired assets and liabilities will be employed and whether they
will be included in determining the reporting unit’s fair value. The goodwill should be
assigned to those reporting units that are expected to benefit from the synergies of the com-
bination. Overall, the objective of the assignment of acquired assets and liabilities to re-
porting units is to facilitate the required fair value/carrying value comparisons for periodic
impairment testing.

Determining Fair Values of Reporting Units Periodically

The necessary comparisons to determine whether goodwill is impaired depend first on the
fair-value computation of the reporting unit and then, if necessary, the fair-value computation
for goodwill—but how are such values computed? How can fair values be known if the sub-
sidiary is wholly owned and thus not traded publicly?
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Several alternative methods exist for determining the fair values of the reporting units that
compose a consolidated entity. First, any quoted market prices that exist can provide a basis
for assessing fair value—particularly for subsidiaries with actively traded noncontrolling in-
terests. Second, comparable businesses may exist that can help indicate market values. Third,
a variety of present value techniques assess the fair value of an identifiable set of future cash
flow streams or profit projections discounted for the riskiness of the future flows. Clearly, por-
tions of consolidated entities are frequently bought and sold. In these transactions, parties do
derive fair values. However, the required periodic assessment of fair value is costly when ap-
plied to many firms.

Once a detailed determination of the fair value of a reporting unit is made, that fair value
may be used in subsequent periods if all of the following criteria are met:

» The assets and liabilities that compose the reporting unit have not changed significantly
since the most recent fair-value determination. (A recent acquisition or a reorganization of
an entity’s segment reporting structure are examples of events that might significantly
change the composition of a reporting unit.)

» The most recent fair-value determination resulted in an amount that exceeded the carrying
amount of the reporting unit by a substantial margin.

* Based on an analysis of events that have occurred and circumstances that have changed
since the most recent fair-value determination, it is remote that a current fair-value deter-
mination would be less than the reporting unit’s current carrying amount.

If any of these criteria are not met, an updated determination of the reporting unit’s fair value
is required.

Determining Goodwill’s Implied Fair Value

If the fair value of a reporting unit, once determined, falls below its carrying value, the second
step of the impairment test focuses on the possibility that goodwill could be impaired. Then
the fair value of goodwill must be determined in order to make the relevant comparison to its
carrying value. Because, by definition, goodwill is not separable from other assets, it is not
possible to directly observe its market value. Therefore, an implied value for goodwill is cal-
culated in a similar manner to the determination of goodwill in a business combination. The
fair value of the reporting unit is treated as an acquisition-date fair value as if the reporting
unit were being acquired in a business combination. Then this amount is allocated to all of the
reporting unit’s identifiable assets and liabilities with any remaining excess considered as the
fair value of goodwill. This procedure is used only for assessing the fair value of goodwill.
None of the other values allocated to assets and liabilities in the testing comparison are used
to adjust their reported amounts.

Example—Accounting and Reporting for a Goodwill Impairment Loss

To illustrate the procedure for recognizing goodwill impairment, assume that on January 1,
2011, Newcall Corporation was formed to consolidate the telecommunications operations of
DSM, Inc., Rocketel Company, and Visiontalk Company in a deal valued at $2.9 billion. Each
of the three former firms is considered an operating segment, and each will be maintained as
a subsidiary of Newcall. Additionally, DSM comprises two divisions—DSM Wired and DSM
Wireless—that along with Rocketel and Visiontalk are treated as independent reporting units
for internal performance evaluation and management reviews. Newcall recognized $221 mil-
lion as goodwill at the merger date and allocated this entire amount to its reporting units. That
information and each unit’s acquisition fair value were as follows:

Newcall’s Acquisition Fair Value
Reporting Units Goodwill January 1, 2011
DSM Wired $ 22,000,000 $950,000,000
DSM Wireless 155,000,000 748,000,000
Rocketel 38,000,000 492,000,000

Visiontalk 6,000,000 710,000,000
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In December 2011, Newcall tested each of its four reporting units for goodwill impairment.
Accordingly, Newcall compared the fair value of each of its reporting units to their respective
carrying values. The comparisons revealed that the fair value of each reporting unit exceeded
its carrying value except for DSM Wireless, whose market value had fallen to $600 million,
well below its current carrying value. The decline in value was attributed to a failure to real-
ize expected cost-saving synergies with Rocketel.

Newcall then compares the implied fair value of the DSM Wireless goodwill to its carry-
ing value. Newcall derived the implied fair value of goodwill through the following allocation
of the fair value of DSM Wireless:

DSM Wireless Dec. 31, 2011, fair value $600,000,000
Fair values of DSM Wireless net assets at Dec. 31, 2011:

Current assets $ 50,000,000

Property 125,000,000

Equipment 265,000,000

Subscriber list 140,000,000

Patented technology 185,000,000

Current liabilities (44,000,000)

Long-term debt (125,000,000)
Value assigned to identifiable net assets 596,000,000
Implied fair value of goodwill 4,000,000
Carrying value before impairment 155,000,000
Impairment loss $151,000,000

Thus, $151,000,000 is reported as a separate line item in the operating section of Newcall’s
consolidated income statement as a goodwill impairment loss. Additional disclosures are re-
quired describing (1) the facts and circumstances leading to the impairment and (2) the
method of determining the fair value of the associated reporting unit (e.g., market prices, com-
parable business, present value technique).

Although the amount reported for goodwill changes, the amounts for the other assets and
liabilities of DSM Wireless do not change. The reported values for all of DSM Wireless’s
remaining assets and liabilities continue to be based on amounts assigned at the business
combination date.

COMPARISONS WITH INTERNATIONAL ACCOUNTING STANDARDS

International Financial Reporting Standards (IFRS) and U.S. GAAP both require goodwill
recognition in a business combination when the fair value of the consideration transferred ex-
ceeds the net fair values of the assets acquired and liabilities assumed. Subsequent to acquisi-
tion, both IFRS and U.S. GAAP require testing for goodwill impairment at least annually and
more frequently in the presence of potential impairment indicators. Also for both sets of stan-
dards, goodwill impairments, once recognized, are not recoverable. However, differences exist
across the two sets of standards in the way goodwill impairment is tested for and recognized.
In particular, goodwill allocation, impairment testing, and determination of the impairment
loss differ across the two reporting regimes and are discussed below.

Goodwill Allocation

* US. GAAP. Goodwill acquired in a business combination is allocated to reporting units ex-
pected to benefit from the goodwill. Reporting units are operating segments or a business
component one level below an operating segment.

* [FRS. International Accounting Standard (/4S) 36 requires goodwill acquired in a business
combination to be allocated to cash-generating units or groups of cash-generating units
that are expected to benefit from the synergies of the business combination. Cash-generating
groups represent the lowest level within the entity at which the goodwill is monitored for
internal management purposes and are not to be larger than an operating segment or deter-
mined in accordance with IFRS 8 Operating Segments.
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Impairment Testing

* US. GAAP A two-step testing procedure first requires a comparison between each report-
ing unit’s total fair value and carrying value. If carrying value exceeds fair value, then a
second step comparing goodwill’s implied fair value to its carrying amount is performed.

» [FRS. A one-step approach compares the fair and carrying values of each cash-generating
unit with goodwill. If the carrying amount exceeds the fair value of the cash-generating
unit, then goodwill (and possibly other assets of the cash-generating unit) is considered
impaired.

Determination of the Impairment Loss

* US. GAAP In step two, a reporting unit’s implied fair value for goodwill is computed as
the excess of the reporting unit’s fair value over the fair value of its identifiable net assets.
If the carrying amount of goodwill is greater than its implied fair value, an impairment loss
is recognized for the difference.

* [FRS. Any excess carrying amount over fair value for a cash-generating unit is first as-
signed to reduce goodwill. If goodwill is reduced to zero, then the other assets of the cash-
generating unit are reduced pro-rata based on the carrying amounts of the assets.

Finally, the FASB and IASB have agreed to include impairment recognition and reporting
as one of their future convergence projects.

AMORTIZATION AND IMPAIRMENT OF OTHER INTANGIBLES

As discussed in Chapter 2, the acquisition method governs how we initially consolidate the assets
acquired and liabilities assumed in a business combination. In periods subsequent to acquisi-
tion, income determination becomes a regular part of the consolidation process. The fair value
bases (established at the acquisition date) for definite-lived subsidiary assets acquired and
liabilities assumed will be amortized over their remaining lives for income recognition. For
indefinite-lived assets (e.g., goodwill, certain other intangibles), an impairment model is used
to assess whether asset write-downs are appropriate.

Current accounting standards suggest categories of intangible assets for possible recogni-
tion when one business acquires another. Examples include noncompetition agreements, cus-
tomer lists, patents, subscriber lists, databases, trademarks, lease agreements, licenses, and
many others. All identified intangible assets should be amortized over their economic useful
life unless such life is considered indefinite. The term indefinite life is defined as a life that ex-
tends beyond the foreseeable future. A recognized intangible asset with an indefinite life
should not be amortized unless and until its life is determined to be finite. Importantly, indefinite
does not mean “infinite.” Also, the useful life of an intangible asset should not be considered
indefinite because a precise finite life is not known.

For those intangible assets with finite lives, the amortization method should reflect the pat-
tern of decline in the economic usefulness of the asset. If no such pattern is apparent, the
straight-line method of amortization should be used. The amount to be amortized should be
the value assigned to the intangible asset less any residual value. In most cases, the residual
value is presumed to be zero. However, that presumption can be overcome if the acquiring
enterprise has a commitment from a third party to purchase the intangible at the end of its use-
ful life or an observable market exists for the intangible asset that provides a basis for esti-
mating a terminal value.

The length of the amortization period for identifiable intangibles (i.e., those not included in
goodwill) depends primarily on the assumed economic life of the asset. Factors that should be
considered in determining the useful life of an intangible asset include

* Legal, regulatory, or contractual provisions.

» The effects of obsolescence, demand, competition, industry stability, rate of technological
change, and expected changes in distribution channels.
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* The enterprise’s expected use of the intangible asset.
* The level of maintenance expenditure required to obtain the asset’s expected future benefits.

Any recognized intangible assets considered to possess indefinite lives are not amortized
but instead are tested for impairment on an annual basis.' To test for impairment, the carry-
ing amount of the intangible asset is compared to its fair value. If the fair value is less than the
carrying amount, then the intangible asset is considered impaired and an impairment loss is
recognized. The asset’s carrying value is reduced accordingly.

CONTINGENT CONSIDERATION

LO7

Understand the accounting
and reporting for contingent
consideration subsequent to a
business acquisition.

Contingency agreements frequently accompany business combinations. In many cases, the tar-
get firm asks for consideration based on projections of its future performance. The acquiring
firm, however, may not share the projections and, thus, may be unwilling to pay now for un-
certain future performance. To close the deal, agreements for the acquirer’s future payments to
the former owners of the target are common. Alternatively, when the acquirer’s stock com-
prises the consideration transferred, the sellers of the target firm may request a guaranteed
minimum market value of the stock for a period of time to ensure a fair price.

Accounting for Contingent Consideration in Business Combinations

Under the acquisition method, contingent consideration obligations are recognized as part of the
initial value assigned in a business combination, consistent with the fair-value concept. Therefore,
the acquiring firm must estimate the fair value of the contingent portion of the total business fair
value. The contingency’s fair value is recognized as part of the acquisition regardless of whether
it is based on future performance of the target firm or the future stock prices of the acquirer.'*

As an illustration, assume that Skeptical, Inc., acquires 100 percent of the voting stock of
Rosy Pictures Company on January 1, 2011, for the following consideration:

* $550,000 market value of 10,000 shares of its $5-par common stock.

* A contingent payment of $80,000 cash if Rosy Pictures generates cash flows from opera-
tions of $20,000 or more in 2011.

* A payment of sufficient shares of Skeptical common stock to ensure a total value of
$550,000 if the price per share is less than $55 on January 1, 2012.

Under the acquisition method, each of the three elements of consideration represents a portion
of the negotiated fair value of Rosy Pictures and therefore must be included in the recorded
value entered on Skeptical’s accounting records. For the cash contingency, Skeptical estimates
that there is a 30 percent chance that the $80,000 payment will be required. For the stock con-
tingency, Skeptical estimates that there is a 20 percent probability that the 10,000 shares issued
will have a market value of $540,000 on January 1, 2012, and an 80 percent probability that
the market value of the 10,000 shares will exceed $550,000. Skeptical uses an interest rate of
4 percent to incorporate the time value of money.

To determine the fair values of the contingent consideration, Skeptical computes the pre-
sent value of the expected payments as follows:

» Cash contingency = $80,000 X 30% X (1/[1 + .04]) = $23,077
Stock contingency = $10,000 X 20% X (1/[1 + .04]) = $1,923

'3 Impairment tests should also be conducted on an interim basis if an event or circumstance occurs between
annual tests indicating that an intangible asset could be impaired.

4 The FASB recommends that a probability weighted approach, such as the expected cash flow discussed in
FASB Concepts Statement No. 7, “Using Cash Flow Information and Present Value in Accounting Measure-
ments,” may be useful in estimating the fair value of contingent consideration. This approach may include
any or all of the following five elements:

1. An estimate of the future cash flow or, in more complex cases, series of future cash flows at different times.
2. Expectations about possible variations in the amount or timing of those cash flows.

3. The time value of money, represented by the risk-free rate of interest.

4. The price for bearing the uncertainty inherent in the asset or liability.

5. Other, sometimes unidentifiable, factors including illiquidity and market imperfections.
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Skeptical then records in its accounting records the acquisition of Rosy Pictures as follows:

Investment in Rosy Pictures .. ......... . ... 575,000
Common stock (5 par) .. ..o 50,000
APl 500,000
Contingent performance obligation . ........................... 23,077
APIC—Contingent equity outstanding . ............... ... ... .... 1,923

To record acquisition of Rosy Pictures at fair value of consideration
transferred including performance and stock contingencies.

Skeptical will report the contingent cash payment under its liabilities and the contingent stock
payment as a component of stockholders’ equity. Subsequent to acquisition, obligations for
contingent consideration that meet the definition of a liability will continue to be measured at
fair value with adjustments recognized in income. Those obligations classified as equity are
not subsequently remeasured at fair value, consistent with other equity issues (e.g., common
stock).

To continue the preceding example, assume that in 2011 Rosy Pictures exceeds the cash
flow from operations threshold of $20,000, thus requiring an additional payment of $80,000.
Also, Skeptical’s stock price had fallen to $54.45 at January 1, 2012, thus requiring Skeptical
to issue another 101 shares of its $5 par common stock to the former owners of Rosy Pictures.

Contingent performance obligation . ........ ... .. ... ... .. .. ... ... 23,077
Loss from revaluation of contingent performance obligation ... ........ .. 56,923
Cash 80,000

To record contingent cash payment required by original Rosy Pictures
acquisition agreement.

APIC—Contingent equity outstanding . .. .. ............ ... L. 1,923
Common StOCK . ..o 505
APIC . 1,418

To record contingent stock issue required by original Rosy Pictures
acquisition agreement.

The loss from revaluation of the contingent performance obligation is reported in Skeptical’s
consolidated income statement as a component of ordinary income. Regarding the additional
required stock issue, note that Skeptical’s total paid-in capital remains unchanged from the to-
tal $551,923 recorded at the acquisition date.

PUSH-DOWN ACCOUNTING

LO8

Understand in general the
requirements of push-down
accounting and when its use
is appropriate.

External Reporting

In the analysis of business combinations to this point, discussion has focused on (1) the
recording by the parent company and (2) required consolidation procedures. Unfortunately, of-
ficial accounting pronouncements give virtually no guidance as to the impact of an acquisition
on the separate financial statements of the subsidiary.

This issue has become especially significant in recent years because of acquisitions by private-
equity firms. An organization, for example, might acquire a company and subsequently offer the
shares back to the public in hopes of making a large profit. What should be reported in the
subsidiary’s financial statements being distributed with this offering? Such deals have reheated
a long-standing debate over the merits of push-down accounting, the direct recording of fair-
value allocations and subsequent amortization by a subsidiary.

For this reason, the FASB has explored various methods of reporting by a company that has
been acquired or reorganized. To illustrate, assume that Yarrow Company owns one asset: a
building with a book value of $200,000 but a fair value of $900,000. Mannen Corporation
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pays exactly $900,000 in cash to acquire Yarrow. Consolidation offers no real problem here:
The building will be reported by the business combination at $900,000.

However, if Yarrow continues to issue separate financial statements (for example, to its
creditors or potential stockholders), should the building be reported at $200,000 or $900,000?
If adjusted, should the $700,000 increase be reported as a gain by the subsidiary or as an ad-
dition to contributed capital? Should depreciation be based on $200,000 or $900,000? If the
subsidiary is to be viewed as a new entity with a new basis for its assets and liabilities, should
Retained Earnings be returned to zero? If the parent acquires only 51 percent of Yarrow, does
that change the answers to the previous questions? These questions represent just a few of the
difficult issues currently being explored.

Proponents of push-down accounting argue that a change in ownership creates a new basis
for subsidiary assets and liabilities. An unadjusted balance ($200,000 in the preceding illus-
tration) is a cost figure applicable to previous stockholders. That total is no longer relevant in-
formation. Rather, according to this argument, it is the historical cost paid by the current
owner that is important, a figure that is best reflected by the expenditure made in acquiring the
subsidiary. Balance sheet accounts should be reported at the cost incurred by the present
stockholders ($900,000 in the illustration) rather than the cost incurred by the company.

Currently, primary guidance concerning push-down accounting for external reporting pur-
poses is provided by the Securities and Exchange Commission (SEC). Through Staff'Account-
ing Bulletin No. 54, “Application of ‘Push Down’ Basis of Accounting in Financial Statements
of Subsidiaries Acquired by Purchase,” and Staff' Accounting Bulletin No. 73, “‘Push Down’
Basis of Accounting for Parent Company Debt Related to Subsidiary Acquisitions,” the SEC
has indicated that

push down accounting should be used in the separate financial statements of a “substantially
wholly owned” subsidiary. . . . That view is based on the notion that when the form of ownership
is within the control of the parent company, the accounting basis should be the same whether the
entity continues to exist or is merged into the parent’s operations. If a purchase of a “substantially
wholly owned” subsidiary is financed by debt of the parent, that debt generally must be pushed
down to the subsidiary. . . . As a general rule, the SEC requires push down accounting when the
ownership change is greater than 95 percent and objects to push down accounting when the
ownership change is less than 80 percent. However, if the acquired subsidiary has outstanding
public debt or preferred stock, push down accounting is encouraged by the SEC but not required.

Thus, the SEC requires the use of push-down accounting for the separate financial state-
ments of any subsidiary when no substantial outside ownership of the company’s common
stock, preferred stock, and publicly held debt exists. Apparently, the SEC believes that a
change in ownership of that degree justifies a new basis of reporting for the subsidiary’s assets
and liabilities. Until the FASB takes action, though, application is required only when the sub-
sidiary desires to issue securities (stock or debt) to the public as regulated by the SEC.

Internal Reporting

Although the use of push-down accounting for external reporting is limited, this approach has
gained significant popularity in recent years for internal reporting purposes.

Subsidiaries owned by the Chesapeake Corporation are recorded using push-down accounting.
Under this theory, the subsidiary adjusts its assets and liabilities to current value at the time of
the acquisition while also recording the necessary goodwill. The subsidiary’s net assets, as
adjusted, would equal the amount recorded by the parent as the investment in subsidiary.'®

Push-down accounting has several advantages for internal reporting. For example, it sim-
plifies the consolidation process. Because the allocations and amortization have already been
entered into the records of the subsidiary, worksheet Entries A (to recognize the allocations
originating from the fair-value adjustments) and E (amortization expense) are not needed.
Therefore, except for eliminating the effects of intra-entity transactions, the assets, liabilities,
revenues, and expenses of the subsidiary can be added directly to those of the parent to derive
consolidated totals.

15 Letter from Timothy M. Harhan, senior corporate accountant with Chesapeake Corporation.
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More important, push-down accounting provides better information for internal evaluation.
Because the subsidiary’s separate figures include amortization expense, the net income
reported by the company is a good representation of the impact that the acquisition has on
the earnings of the business combination. As an example, assume that Ace Corporation owns
100 percent of Waxworth, Inc. Waxworth uses push-down accounting and reports net income
of $500,000: $600,000 from operations less $100,000 in amortization expense resulting from
fair-value allocations. Thus, Ace Corporation’s officials know that this acquisition has added
$500,000 to the consolidated net income of the business combination. They can then evaluate
whether these earnings provide a sufficient return for the parent’s investment.

However, the recording of amortization expense by the subsidiary can lead to dissension.
Members of the subsidiary’s management could argue that they are being forced to record a
large expense over which they have no control or responsibility. This amortization comes
directly from the consideration paid by the parent but is not a result of any action taken by the
subsidiary. Chesapeake Corporation has considered this problem and resolved it in the fol-
lowing manner: “For internal reporting of income statement activity, earnings from operations
are identified separately from amortization. This allows management to analyze the sub-
sidiary’s results without the effect of amortization.”!®

16 Ibid.

Summary

1. The procedures used to consolidate financial information generated by the separate companies in a
business combination are affected by both the passage of time and the method applied by the parent
in accounting for the subsidiary. Thus, no single consolidation process that is applicable to all busi-
ness combinations can be described.

2. The parent might elect to utilize the equity method to account for a subsidiary. As discussed in Chap-
ter 1, the parent accrues income when earned by the subsidiary and dividend receipts are recorded as
reductions in the investment account. The effects of excess fair-value amortizations or any intra-entity
transactions also are reflected within the parent’s financial records. The equity method provides the
parent with accurate information concerning the subsidiary’s impact on consolidated totals; however,
it is usually somewhat complicated to apply.

3. The initial value method and the partial equity method are two alternatives to the equity method. The
initial value method recognizes only the subsidiary’s dividends as income while the asset balance re-
mains at the acquisition-date fair value. This approach is simple and provides a measure of cash flows
between the two companies. Under the partial equity method, the parent accrues the subsidiary’s in-
come as earned but does not record adjustments that might be required by excess fair-value amorti-
zations or intra-entity transfers. The partial equity method is easier to apply than the equity method,
and, in many cases, the parent’s income is a reasonable approximation of the consolidated total.

4. For a consolidation in any subsequent period, all reciprocal balances must be eliminated. Thus, the
subsidiary’s equity accounts, the parent’s investment balance, and intra-entity income, dividends, and
liabilities are removed. In addition, the remaining unamortized portions of the fair-value allocations
are recognized along with excess amortization expenses for the period. If the equity method has not
been applied, the parent’s beginning Retained Earnings account also must be adjusted for any previ-
ous income or excess amortizations that have not yet been recorded.

5. For each subsidiary acquisition, the parent must assign the acquired assets and liabilities (including
goodwill) to individual reporting units of its combined operations. The reporting units should be at
the level of operating segment or lower and must provide the basis for future assessments of fair
value. Any value assigned to goodwill is not amortized but instead is tested annually for impairment.
This test consists of two steps. First, if the fair values of any of the consolidated entity’s reporting
units fall below their carrying values, then the implied value of the associated goodwill must be re-
computed. Second, the recomputed implied value of goodwill is compared to its carrying value. An
impairment loss must then be recognized if the carrying value of goodwill exceeds its implied value.

6. The acquisition-date fair value assigned to a subsidiary can be based, at least in part, on the fair value
of any contingent consideration. For contingent obligations that meet the definition of a liability, the
obligation is adjusted for changes in fair value over time with corresponding recognition of gains or
losses from the revaluation. For contingent obligations classified as equity, no remeasurement to fair
value takes place. In either case the initial value recognized in the combination does not change re-
gardless of whether the contingency is eventually paid or not.
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7. Push-down accounting is the adjustment of the subsidiary’s account balances to recognize allocations
and goodwill stemming from the parent’s acquisition. Subsequent amortization of these figures also
is recorded by the subsidiary as an expense. At this time, push-down accounting is required by the
SEC for the separate statements of the subsidiary only when no substantial outside ownership exists.
The FASB is currently studying push-down accounting and may issue more specific rules on its
application. However, for internal reporting purposes, push-down accounting is gaining popularity
because it aids company officials in evaluating the impact that the subsidiary has on the business
combination.

Comprehensive (Estimated Time: 40 to 65 Minutes) On January 1, 2011, Top Company acquired all of Bottom Com-
Mustration pany’s outstanding common stock for $842,000 in cash. As of that date, one of Bottom’s buildings with
a 12-year remaining life was undervalued on its financial records by $72,000. Equipment with a 10-year
life was undervalued, but only by $10,000. The book values of all of Bottom’s other assets and liabilities
PROBLEM were equal to their fair values at that time except for an unrecorded licensing agreement with an assessed
value of $40,000 and a 20-year remaining useful life. Bottom’s book value at the acquisition date was

$720,000.
During 2011, Bottom reported net income of $100,000 and paid $30,000 in dividends. Earnings were
$120,000 in 2012 with $20,000 in dividends distributed by the subsidiary. As of December 31, 2013,
the companies reported the following selected balances, which include all revenues and expenses for

the year:
Top Company Bottom Company
December 31, 2013 December 31, 2013
Debit Credit Debit Credit

Buildings .. .............. $1,540,000 $460,000
Cash and receivables . ... ... 50,000 90,000
Common stock . .......... $ 900,000 $400,000
Dividends paid . .......... 70,000 10,000
Equipment .............. 280,000 200,000
Cost of goods sold ... ... .. 500,000 120,000
Depreciation expense ... ... 100,000 60,000
Inventory . ............... 280,000 260,000
land ................... 330,000 250,000
Liabilities .. .............. 480,000 260,000
Retained earnings, 1/1/13 . .. 1,360,000 490,000
Revenues ............... 900,000 300,000
Required

a. If Top applies the equity method, what is its investment account balance as of December 31, 2013?

b. If Top applies the initial value method, what is its investment account balance as of December 31,
2013?

c. Regardless of the accounting method in use by Top, what are the consolidated totals as of December
31, 2013, for each of the following accounts?

Buildings Revenues

Equipment Net Income

Land Investment in Bottom
Depreciation Expense Dividends Paid
Amortization Expense Cost of Goods Sold

d. Prepare the worksheet entries required on December 31, 2013, to consolidate the financial records of
these two companies. Assume that Top applied the equity method to its investment account.

e. How would the worksheet entries in requirement (d) be altered if Top has used the initial value
method?
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a. To determine the investment balances under the equity method, four items must be determined: the

@,

initial value assigned, the income accrual, dividend payments, and amortization of excess acquisition-
date fair value over book value. Although the first three are indicated in the problem, amortizations
must be calculated separately.

An allocation of Bottom’s acquisition-date fair values as well as the related amortization expense
follows.

Fair value of consideration transferred by Top Company ........ $ 842,000
Book value of Bottom Company, 1/1/11 .................... (720,000)
Excess fair value over book value .. ....... .. ... .. ... ... .. $ 122,000

Adjustments to specific accounts based on fair values:

Life Annual

(years) Amortization
Buildings . .................. $ 72,000 12 $6,000
Equipment ...... ... ... .. 10,000 10 1,000
Licensing agreement . .. ... .. .. 40,000 20 2,000
Totals ................. $122,000 $9,000

Thus, if Top adopts the equity method to account for this subsidiary, the Investment in Bottom
account shows a December 31, 2013, balance of $1,095,000, computed as follows:

Initial value (fair value of consideration transferred by Top) .. ... $ 842,000
Bottom Company’s 2011-2012 increase in book value
(income less dividends) ... ... ... 170,000
Excess amortizations for 2011-2012
($9,000 per year fortwoyears) .. ....................... (18,000)
Current year recognition (2013):
Equity income accrual (Bottom's revenues less its expenses) . .. $120,000
Excess amortization eXpenses . ... ... (9,000)
Dividend from Bottom . . . ... .. .. ... ... (10,000) 101,000
Investment in Bottom Company, 12/31/13 . ................ $1,095,000

The $120,000 income accrual and the $9,000 excess amortization expenses indicate that an
Equity in Subsidiary Earnings balance of $111,000 appears in Top’s income statement for the
current period.

If Top Company applies the initial value method, the Investment in Bottom Company account per-
manently retains its original $842,000 balance, and the parent recognizes only the intra-entity divi-
dend of $10,000 as income in 2013.

* The consolidated Buildings account as of December 31, 2013, has a balance of $2,054,000.
Although the two book value figures total only $2 million, a $72,000 allocation was made to this
account based on fair value at the date of acquisition. Because this amount is being depreciated at
the rate of $6,000 per year, the original allocation will have been reduced by $18,000 by the end
of 2013, leaving only a $54,000 increase.

e On December 31, 2013, the consolidated Equipment account amounts to $487,000. The book val-
ues found in the financial records of Top and Bottom provide a total of $480,000. Once again, the
allocation ($10,000) established by the acquisition-date fair value must be included in the consol-
idated balance after being adjusted for three years of depreciation ($1,000 X 3 years, or $3,000).

» Land has a consolidated total of $580,000. Because the book value and fair value of Bottom’s land
were in agreement at the date of acquisition, no additional allocation was made to this account.
Thus, the book values are simply added together to derive a consolidated figure.

*  Cost of goods sold = $620,000. The cost of goods sold of the parent and subsidiary are added
together.
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* Depreciation expense = $167,000. The depreciation expenses of the parent and subsidiary are
added together along with the $6,000 additional building depreciation and the $1,000 additional
equipment depreciation as presented in the fair-value allocation schedule.

*  Amortization expense = $2,000. An additional expense of $2,000 is recognized from the amorti-
zation of the licensing agreement acquired in the business combination.

* The Revenues account appears as $1.2 million in the consolidated income statement. None of the
worksheet entries in this example affects the individual balances of either company. Consolidation
results merely from the addition of the two book values.

* Net income for this business combination is $411,000: consolidated expenses of $789,000 sub-
tracted from revenues of $1.2 million.

* The parent’s Investment in Bottom account is removed entirely on the worksheet so that no bal-
ance is reported. For consolidation purposes, this account is always eliminated so that the indi-
vidual assets and liabilities of the subsidiary can be included.

» Dividends paid by the combination should be reported as $70,000, the amount Top distributed.
Because Bottom’s dividend payments are entirely intra-entity, they are deleted in arriving at con-
solidated figures.

d. Consolidation Entries Assuming Equity Method Used by Parent

Entry S
Common Stock (Bottom Company) . ................ .. 400,000
Retained Earnings, 1/1/13
(Bottom Company) . .. ..o 490,000
Investment in Bottom Company . ... .............. ... 890,000

Elimination of subsidiary’s beginning stockholders’ equity accounts
against book value portion of investment account.

Entry A
BUIlINGS . .. o 60,000
Equipment ... 8,000
Licensing Agreement . ... ... ... 36,000
Investment in Bottom Company ................ i 104,000

To recognize fair-value allocations to the subsidiary’s assets in excess
of book value. Balances represent original allocations
less two years of amortization for the 2011-2013 period.

Entry I

Equity in Subsidiary Earnings . .. .. ... . 111,000
Investment in Bottom Company . ................. ... ... ... 111,000

To eliminate parent’s equity income accrual, balance is computed
in requirement (a).

Entry D

Investment in Bottom . . ... ... 10,000
Dividends Paid . ... ... .. 10,000

To eliminate intra-entity dividend payment made by the subsidiary
to the parent (and recorded as a reduction in the investment account
because the equity method is in use).

Entry E
Depreciation eXpense . ... ... 7,000
AMOrtization @XPENSE . . . .ttt 2,000
Equipment . ..o 1,000
BUIlINGS . ..o 6,000
Licensing Agreement .. ... ... . 2,000

To recognize excess fair-value depreciation and amortization for 2013.
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e. If Top utilizes the initial value method rather than the equity method, three changes are required in the
development of consolidation entries:

(1) An Entry *C is required to update the parent’s beginning Retained Earnings account as if the eq-
uity method had been applied. Both an income accrual as well as excess amortizations for the prior
two years must be recognized because these balances were not recorded by the parent.

Entry *C
Investment in Bottom Company . ............. . .. ... 152,000
Retained Earnings, 1/1/13 (Top Company) .. ....................... 152,000

To convert to the equity method by accruing the net effect

of the subsidiary’s operations (income less dividends) for the prior
two years ($170,000) along with excess amortization expenses
($18,000) for this same period.

(2) An alteration is needed in Entry I because, under the initial value method, only dividend payments
are recorded by the parent as income.

Entry I

Dividend Income . . . ... o 10,000
Dividends Paid . .. .. ... .. 10,000
To eliminate intra-entity dividend payments recorded by parent as income.

(3) Finally, because the intra-entity dividends have been eliminated in Entry I, no separate Entry D
is needed.

Questions 1. CCES Corporation acquires a controlling interest in Schmaling, Inc. CCES may utilize any one of
three methods to internally account for this investment. Describe each of these methods, and indi-
cate their advantages and disadvantages.

2. Maguire Company obtains 100 percent control over Williams Company in 2010. Several years after
the takeover, consolidated financial statements are being produced. For each of the following ac-
counts, briefly describe the values that should be included in consolidated totals.

Equipment.

Investment in Williams Company.
Dividends Paid.

Goodwill.

Revenues.

Expenses.

Common Stock.

=0 ™S R /D SR

Net Income.

3. When a parent company uses the equity method to account for an investment in a subsidiary, why do both
the parent’s Net Income and Retained Earnings account balances agree with the consolidated totals?

4. When a parent company uses the equity method to account for investment in a subsidiary, the amor-
tization expense entry recorded during the year is eliminated on a consolidation worksheet as a com-
ponent of Entry I. What is the necessity of removing this amortization?

5. When a parent company applies the initial value method or the partial equity method to an invest-
ment, worksheet adjustment must be made to the parent’s beginning Retained Earnings account
(Entry *C) in every period after the year of acquisition. What is the necessity for this entry? Why is
no similar entry found when the parent utilizes the equity method?

6. Several years ago, Jenkins Company acquired a controlling interest in Lambert Company. Lambert
recently borrowed $100,000 from Jenkins. In consolidating the financial records of these two com-
panies, how will this debt be handled?

7. Benns adopts the equity method for its 100 percent investment in Waters. At the end of six years,
Benns reports an investment in Waters of $920,000. What figures constitute this balance?

8. One company acquired another in a transaction in which $100,000 of the acquisition price is
assigned to goodwill. Several years later, a worksheet is being produced to consolidate these two
companies. How is the reported value of the goodwill determined at this date?

9. When should a parent consider recognizing an impairment loss for goodwill associated with a sub-
sidiary? How should the loss be reported in the financial statements?
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10. Reimers Company acquires Rollins Corporation on January 1, 2010. As part of the agreement, the
parent states that an additional $100,000 payment to the former owners of Rollins will be made in
2012, depending on the achievement of certain income thresholds during the first two years follow-
ing the acquisition. How should Reimers account for this contingency in its 2010 consolidated
financial statements?

11. When is the use of push-down accounting required, and what is the rationale for its application?

12. How are the individual financial records of both the parent and the subsidiary affected when push-
down accounting is being applied?

13. Why has push-down accounting gained popularity for internal reporting purposes?

Problems 1. A company acquires a subsidiary and will prepare consolidated financial statements for external re-
porting purposes. For internal reporting purposes, the company has decided to apply the initial value

LO2 method. Why might the company have made this decision?

a. ltis arelatively easy method to apply.

b. Operating results appearing on the parent’s financial records reflect consolidated totals.
c. GAAP now requires the use of this particular method for internal reporting purposes.
d. Consolidation is not required when the parent uses the initial value method.

LO2 2. A company acquires a subsidiary and will prepare consolidated financial statements for external re-
porting purposes. For internal reporting purposes, the company has decided to apply the equity
method. Why might the company have made this decision?

a. Itis a relatively easy method to apply.

b. Operating results appearing on the parent’s financial records reflect consolidated totals.
c¢. GAAP now requires the use of this particular method for internal reporting purposes.
d. Consolidation is not required when the parent uses the equity method.

LO5 3. When should a consolidated entity recognize a goodwill impairment loss?

a. If both the market value of a reporting unit and its associated implied goodwill fall below their
respective carrying values.

b. Whenever the entity’s market value declines significantly.

c. If areporting unit’s market value falls below its original acquisition price.

d. Annually on a systematic and rational basis.

LO1 4. Willkom Corporation bought 100 percent of Szabo, Inc., on January 1, 2010. On that date,
Willkom’s equipment (10-year life) has a book value of $300,000 but a fair value of $400,000.
Szabo has equipment (10-year life) with a book value of $200,000 but a fair value of $300,000.
Willkom uses the equity method to record its investment in Szabo. On December 31, 2012, Willkom
has equipment with a book value of $210,000 but a fair value of $330,000. Szabo has equipment
with a book value of $140,000 but a fair value of $270,000. What is the consolidated balance for the
Equipment account as of December 31, 2012?

a. $600,000.
b. $490,000.
c. $480,000.
d. $420,000.

LO3 5. How would the answer to problem (4) have been affected if the parent had applied the initial value
method rather than the equity method?

a. No effect: The method the parent uses is for internal reporting purposes only and has no impact
on consolidated totals.

b. The consolidated Equipment account would have a higher reported balance.

c. The consolidated Equipment account would have a lower reported balance.

d. The balance in the consolidated Equipment account cannot be determined for the initial value
method using the information given.

LO5 6. Goodwill recognized in a business combination must be allocated among a firm’s identified report-

ing units. If the fair value of a particular reporting unit with recognized goodwill falls below its car-

rying amount, which of the following is true?

a. No goodwill impairment loss is recognized unless the implied value for goodwill exceeds its
carrying amount.
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b. A goodwill impairment loss is recognized if the carrying amount for goodwill exceeds its
implied value.

c. A goodwill impairment loss is recognized for the difference between the reporting unit’s fair
value and carrying amount.

d. The reporting unit reduces the values assigned to its long-term assets (including any unrecog-
nized intangibles) to reflect its fair value.

7. If no legal, regulatory, contractual, competitive, economic, or other factors limit the life of an intan-

gible asset, the asset’s assigned value is allocated to expense over which of the following?

a. 20 years.

b. 20 years with an annual impairment review.

c. Infinitely.

d. Indefinitely (no amortization) with an annual impairment review until its life becomes finite.

8. Dosmann, Inc., bought all outstanding shares of Lizzi Corporation on January 1, 2011, for $700,000

in cash. This portion of the consideration transferred results in a fair-value allocation of $35,000 to
equipment and goodwill of $88,000. At the acquisition date, Dosmann also agrees to pay Lizzi’s pre-
vious owners an additional $110,000 on January 1, 2013, if Lizzi earns a 10 percent return on the
fair value of its assets in 2011 and 2012. Lizzi’s profits exceed this threshold in both years. Which
of the following is true?

a. The additional $110,000 payment is a reduction in consolidated retained earnings.

b. The fair value of the expected contingent payment increases goodwill at the acquisition date.

c¢. Consolidated goodwill as of January 1, 2013, increases by $110,000.

d. The $110,000 is recorded as an expense in 2013.

. Kaplan Corporation acquired Star, Inc., on January 1, 2011, by issuing 13,000 shares of common

stock with a $10 per share par value and a $23 market value. This transaction resulted in recognizing
$62,000 of goodwill. Kaplan also agreed to compensate Star’s former owners for any difference if
Kaplan’s stock is worth less than $23 on January 1, 2012. On January 1, 2012, Kaplan issues an ad-
ditional 3,000 shares to Star’s former owners to honor the contingent consideration agreement.
Which of the following is true?

a. The fair value of the number of shares issued for the contingency increases the Goodwill account
balance at January 1, 2012.

b. The parent’s additional paid-in capital from the contingent equity recorded at the acquisition date
is reclassified as a regular common stock issue on January 1, 2012.

c. All of the subsidiary’s asset and liability accounts must be revalued for consolidation purposes
based on their fair values as of January 1, 2012.

d. The additional shares are assumed to have been issued on January 1, 2011, so that a retrospec-
tive adjustment is required.

10. What is push-down accounting?

a. A requirement that a subsidiary must use the same accounting principles as a parent company.
b. Inventory transfers made from a parent company to a subsidiary.

c. A subsidiary’s recording of the fair-value allocations as well as subsequent amortization.

d.

The adjustments required for consolidation when a parent has applied the equity method of ac-
counting for internal reporting purposes.

. Treadway Corporation acquires Hooker, Inc. The parent pays more for it than the fair value of the

subsidiary’s net assets. On the acquisition date, Treadway has equipment with a book value of
$420,000 and a fair value of $530,000. Hooker has equipment with a book value of $330,000 and a
fair value of $390,000. Hooker is going to use push-down accounting. Immediately after the acqui-
sition, what amounts in the Equipment account appear on Hooker’s separate balance sheet and on
the consolidated balance sheet?

a. $330,000 and $750,000.
b. $330,000 and $860,000.
¢. $390,000 and $810,000.
d. $390,000 and $920,000.

12. Herbert, Inc., acquired all of Rambis Company’s outstanding stock on January 1, 2011, for $574,000

in cash. Annual excess amortization of $12,000 results from this transaction. On the date of the
takeover, Herbert reported retained earnings of $400,000, and Rambis reported a $200,000 balance.
Herbert reported internal income of $40,000 in 2011 and $50,000 in 2012 and paid $10,000 in
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LO3, LO4

LO6

13.

14.

dividends each year. Rambis reported net income of $20,000 in 2011 and $30,000 in 2012 and paid
$5,000 in dividends each year.
a. Assume that Herbert’s internal income figures above do not include any income from the
subsidiary.
« If the parent uses the equity method, what is the amount reported as consolidated retained
earnings on December 31, 2012?

»  Would the amount of consolidated retained earnings change if the parent had applied either
the initial value or partial equity method for internal accounting purposes?

b. Under each of the following situations, what is the Investment in Rambis account balance on
Herbert’s books on January 1, 20127

* The parent uses the equity method.
* The parent uses the partial equity method.
» The parent uses the initial value method.
c. Under each of the following situations, what is Entry *C on a 2012 consolidation worksheet?
* The parent uses the equity method.
* The parent uses the partial equity method.
» The parent uses the initial value method.

Haynes, Inc., obtained 100 percent of Turner Company’s common stock on January 1, 2011, by is-
suing 9,000 shares of $10 par value common stock. Haynes’s shares had a $15 per share fair value.
On that date, Turner reported a net book value of $100,000. However, its equipment (with a five-year
remaining life) was undervalued by $5,000 in the company’s accounting records. Also, Turner had
developed a customer list with an assessed value of $30,000, although no value had been recorded
on Turner’s books. The customer list had an estimated remaining useful life of 10 years.

The following figures come from the individual accounting records of these two companies as of
December 31, 2011:

Haynes Turner
Revenues $(600,000) $(230,000)
Expenses 440,000 120,000
Investment income Not given —0-
Dividends paid 80,000 50,000

The following figures come from the individual accounting records of these two companies as of
December 31, 2012:

Haynes Turner
Revenues $(700,000) $(280,000)
Expenses 460,000 150,000
Investment income Not given 0=
Dividends paid 90,000 40,000
Equipment 500,000 300,000

a. What balance does Haynes’s Investment in Turner account show on December 31, 2012, when
the equity method is applied?

b. What is the consolidated net income for the year ending December 31, 2012?

What is the consolidated equipment balance as of December 31, 2012? How would this answer
be affected by the investment method applied by the parent?

d. If Haynes has applied the initial value method to account for its investment, what adjustment is
needed to the beginning of the Retained Earnings on a December 31, 2012, consolidation work-
sheet? How would this answer change if the partial equity method had been in use? How would
this answer change if the equity method had been in use?

Francisco Inc. acquired 100 percent of the outstanding voting shares of Beltran Company on
January 1, 2011. To obtain these shares, Francisco payed $450,000 in cash and issued 104,000
shares of its own $1 par value common stock. On this date, Francisco’s stock had a fair value of
$12 per share. The combination is a statutory merger with Beltran subsequently dissolved as a legal
corporation. For internal accountability purposes, Beltran’s assets and liabilities are assigned to a
new reporting unit.
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The following reports the fair values for the Beltran reporting unit for January 1, 2011, and
December 31, 2012, along with their respective book values on December 31, 2012.

Fair Values Fair Values Book Values
Beltran Reporting Unit 1/1/11 12/31/12 12/31/12
Cash $ 75,000 $ 50,000 $ 50,000
Receivables 193,000 225,000 225,000
Inventory 281,000 305,000 300,000
Patents 525,000 600,000 500,000
Customer relationships 500,000 480,000 450,000
Equipment (net) 295,000 240,000 235,000
Goodwill ? ? 400,000
Accounts payable (121,000) (175,000) (175,000)
Long-term liabilities (450,000) (400,000) (400,000)

a. Prepare Francisco’s journal entry to record the assets acquired and the liabilities assumed in the
Beltran merger on January 1, 2011.

b. On December 31, 2012, Francisco estimates that the total fair value of the entire Beltran report-
ing unit is $1,425,000. What amount of goodwill impairment, if any, should Francisco recognize
on its 2012 income statement?

LO6 15. Acme Co., a consolidated enterprise, conducted an impairment review for each of its reporting units.
One particular reporting unit, Martel, emerged as a candidate for possible goodwill impairment.
Martel has recognized net assets of $780, including goodwill of $500. Martel’s fair value is assessed
at $650 and includes two internally developed unrecognized intangible assets (a patent and a cus-
tomer list with fair values of $150 and $50, respectively). The following table summarizes current
financial information for the Martel reporting unit:

Carrying Fair

Amounts Values
Tangible assets, net $ 80 $110
Recognized intangible assets, net 200 230
Goodwill 500 ?
Unrecognized intangible assets _—0- 200
Total $780 $650

a. Show the two steps to determine the amount of any goodwill impairment for Acme’s Martel
reporting unit.

b. After recognition of any goodwill impairment loss, what are the reported book values for the
following assets of Acme’s reporting unit Martel?
» Tangible assets, net.
*  Goodwill.
* Customer list.
* Patent.

LO6 16. Destin Company recently acquired several businesses and recognized goodwill in each acquisition.
Destin has allocated the resulting goodwill to its three reporting units: Sand Dollar, Salty Dog, and
Baytowne.

In its annual review for goodwill impairment, Destin provides the following individual asset and
liability values for each reporting unit:

Carrying Fair
Values Values

Sand Dollar

Tangible assets $180,000 $190,000
Trademark 170,000 150,000
Customer list 90,000 100,000
Goodwill 120,000 ?
Liabilities (30,000) (30,000)

(continued)
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Carrying Fair
Values Values

Salty Dog

Tangible assets $200,000 $200,000
Unpatented technology 170,000 125,000
Licenses 90,000 100,000
Goodwill 150,000 ?
Baytowne

Tangible assets 140,000 150,000
Unpatented technology —0- 100,000
Copyrights 50,000 80,000
Goodwill 90,000 ?

The overall valuations for the entire reporting units (including goodwill) are $510,000 for Sand
Dollar, $580,000 for Salty Dog, and $560,000 for Baytowne. To date, Destin has reported no good-
will impairments.

a. Which of Destin’s reporting units require both steps to test for goodwill impairment?
b. How much goodwill impairment should Destin report this year?

c. What changes to the valuations of Destin’s tangible assets and identified intangible assets should
be reported based on the goodwill impairment tests?

Problems 17 through 19 should be viewed as independent situations. They are based on the follow-
ing data:

Chapman Company obtains 100 percent of Abernethy Company’s stock on January 1, 2011. As of that
date, Abernethy has the following trial balance:

Debit Credit

Accounts payable .. ... ... $ 50,000
Accounts receivable . . . ... $ 40,000
Additional paid-incapital .. ........ . ... ... 50,000
Buildings (net) (4-yearlife) ....... .. ... ... ... .. ... 120,000
Cash and short-term investments . ............. .. ... .. ..... 60,000
Common stock . .. .. 250,000
Equipment (net) (5-yearlife) . ... ... ... ... . .. ... ... 200,000
INVentory . .. ... 90,000
Land .. 80,000
Long-term liabilities (mature 12/31/14) .. ... .. ... .. ... ..... 150,000
Retained earnings, 1/1/11 ... .. . . 100,000
SUPPlieS .« o 10,000

Totals .. $600,000 $600,000

During 2011, Abernethy reported income of $80,000 while paying dividends of $10,000. During
2012, Abernethy reported income of $110,000 while paying dividends of $30,000.

17. Assume that Chapman Company acquired Abernethy’s common stock for $490,000 in cash. As of
January 1, 2011, Abernethy’s land had a fair value of $90,000, its buildings were valued at $160,000,
and its equipment was appraised at $180,000. Chapman uses the equity method for this investment.
Prepare consolidation worksheet entries for December 31, 2011, and December 31, 2012.

18. Assume that Chapman Company acquired Abernethy’s common stock for $500,000 in cash. Assume
that the equipment and long-term liabilities had fair values of $220,000 and $120,000, respectively,
on the acquisition date. Chapman uses the initial value method to account for its investment. Prepare
consolidation worksheet entries for December 31, 2011, and December 31, 2012.

19. Assume that Chapman Company acquired Abernethy’s common stock by paying $520,000 in cash.
All of Abernethy’s accounts are estimated to have a value approximately equal to present book values.
Chapman uses the partial equity method to account for its investment. Prepare the consolidation
worksheet entries for December 31, 2011, and December 31, 2012.

20. Adams, Inc., acquires Clay Corporation on January 1, 2010, in exchange for $510,000 cash. Immedi-
ately after the acquisition, the two companies have the following account balances. Clay’s equipment
(with a five-year life) is actually worth $440,000. Credit balances are indicated by parentheses.
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Adams Clay
Currentassets . ........................ $ 300,000 $ 220,000
InvestmentinClay ...................... 510,000 0=
Equipment .. ... ... 600,000 390,000
Liabilities . ... .. ... .. .. ... ... ... .. (200,000) (160,000)
Commonstock . ......... . ... (350,000) (150,000)
Retained earnings, 1/1/10 . ............... (860,000) (300,000)

In 2010, Clay earns a net income of $55,000 and pays a $5,000 cash dividend. In 2010, Adams re-
ports income from its own operations (exclusive of any income from Clay) of $125,000 and declares
no dividends. At the end of 2011, selected account balances for the two companies are as follows:

Adams Clay
ReVENUES . . o . oo $(400,000) $(240,000)
Expenses . ... .. ... 290,000 180,000
Investmentincome . ............ .. ... ... Not given —0-
Retained earnings, 1/1/11 . ............... Not given (350,000)
Dividends declared . ... ....... .. ... ..... —0— 8,000
Commonstock . ......... . ... .. ...... (350,000) (150,000)
Currentassets . .......... ... .. ... ... ... 580,000 262,000
InvestmentinClay ...................... Not given —0-
Equipment .. ... ... ... 520,000 420,000
Liabilities .. ....... ... . ... . ... . ... . ... (152,000) (130,000)

a. What are the December 31, 2011, Investment Income and Investment in Clay account balances
assuming Adams uses the:

1. Initial value method.
2. Equity method.

b. How does the parent’s internal investment accounting method choice affect the amount reported
for expenses in its December 31, 2011, consolidated income statement?

c. How does the parent’s internal investment accounting method choice affect the amount reported
for equipment in its December 31, 2011, consolidated balance sheet?

d. What is Adams’s January 1, 2011, Retained Earnings account balance assuming Adams accounts
for its investment in Clay using the:

1. Initial value method.
2. Equity method.

e. What worksheet adjustment to Adams’s January 1, 2011, Retained Earnings account balance is
required if Adams accounts for its investment in Clay using the initial value method?

1. Prepare the worksheet entry to eliminate Clay’s stockholders’ equity.
g. What is consolidated net income for 2011?

LO1 21. Following are selected account balances from Penske Company and Stanza Corporation as of
December 31, 2012:

Penske Stanza
Revenues . ...... ... ... .. ... ... .... $(700,000) $(400,000)
Costof goodssold . .................. 250,000 100,000
Depreciation expense . ................ 150,000 200,000
Investment income . .................. Not given —0-
Dividends paid . ..................... 80,000 60,000
Retained earnings, 1/1/12 . ............. (600,000) (200,000)
Currentassets . . ..................... 400,000 500,000
Copyrights ... ... .. ... ... ..... 900,000 400,000
Royalty agreements . ................. 600,000 1,000,000
Investmentin Stanza .. ................ Not given -0-
Liabilities . .. ........ ... ... . ... (500,000) (1,380,000)
Commonstock ...................... (600,000) ($20 par) (200,000) ($10 par)

Additional paid-in capital ............ .. (150,000) (80,000)
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On January 1, 2012, Penske acquired all of Stanza’s outstanding stock for $680,000 fair value
in cash and common stock. Penske also paid $10,000 in stock issuance costs. At the date of
acquisition copyrights (with a six-year remaining life) have a $440,000 book value but a fair value
of $560,000.

a. As of December 31, 2012, what is the consolidated copyrights balance?

b. For the year ending December 31, 2012, what is consolidated Net Income?

c. As of December 31, 2012, what is the consolidated Retained Earnings balance?

d. As of December 31, 2012, what is the consolidated balance to be reported for goodwill?

22. Foxx Corporation acquired all of Greenburg Company’s outstanding stock on January 1, 2011,
for $600,000 cash. Greenburg’s accounting records showed net assets on that date of $470,000,
although equipment with a 10-year life was undervalued on the records by $90,000. Any recognized
goodwill is considered to have an indefinite life.

Greenburg reports net income in 2011 of $90,000 and $100,000 in 2012. The subsidiary paid
dividends of $20,000 in each of these two years.

Financial figures for the year ending December 31, 2013, follow. Credit balances are indicated

by parentheses.
Foxx Greenburg
ReVENUES . . . $ (800,000) $ (600,000)
Costofgoodssold . .............. .. ... .......... 100,000 150,000
Depreciation eXpense . ... ... 300,000 350,000
Investment income ... ... ... (20,000) -0-
Netincome .. ... ... $ (420,000) (100,000)
Retained earnings, 1/1/13 . ........................ $(1,100,000) $ (320,000)
Netincome . .. ... . (420,000) (100,000)
Dividends paid . ......... ... ... .. .. ... ... 120,000 20,000
Retained earnings, 12/31/13 ... ... .. ... ... .. ... $(1,400,000) $ (400,000)
CUIrent @ssets . . . oo $ 300,000 $ 100,000
Investment in subsidiary .. ........ ... . L 600,000 -0-
Equipment(net) . ......... .. ... 900,000 600,000
Buildings (net) .. ......... ... ... . ... ... .. .. ... ... 800,000 400,000
Land . .. 600,000 100,000
Total @ssets ... ... . ... $ 3,200,000 $ 1,200,000
Liabilities . .. .. ... $ (900,000) $ (500,000)
Common stock . . ... (900,000) (300,000)
Retained earnings . .......... ... .. .. .. ... ... (1,400,000) (400,000)
Total liabilities and equity . . .. ........ ... ......... $(3,200,000) $(1,200,000)

a. Determine the December 31, 2013, consolidated balance for each of the following accounts:

Depreciation Expense Buildings
Dividends Paid Goodwill
Revenues Common Stock
Equipment

b. How does the parent’s choice of an accounting method for its investment affect the balances
computed in requirement (a)?

c. Which method of accounting for this subsidiary is the parent actually using for internal report-
ing purposes?

d. If the parent company had used a different method of accounting for this investment, how could
that method have been identified?

e. What would be Foxx’s balance for retained earnings as of January 1, 2013, if each of the follow-
ing methods had been in use?

Initial value method
Partial equity method
Equity method
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23. Patrick Corporation acquired 100 percent of O’Brien Company’s outstanding common stock on
January 1, for $550,000 in cash. O’Brien reported net assets with a carrying value of $350,000 at
that time. Some of O’Brien’s assets either were unrecorded (having been internally developed) or
had fair values that differed from book values as follows:

Book Fair
Values Values
Trademarks (indefinite life) . .......... ... ... .... $ 60,000 $160,000
Customer relationships (5-year life) ............... -0- 75,000
Equipment (10-year life) . .. ..................... 342,000 312,000

Any goodwill is considered to have an indefinite life with no impairment charges during the year.
Following are financial statements at the end of the first year for these two companies
prepared from their separately maintained accounting systems. Credit balances are indicated by

parentheses.
Patrick O’Brien

Revenues .. ... ... .. .. ... .. .... .. ... $ (1,125,000) $ (520,000)
Costofgoodssold .. ................... 300,000 228,000
Depreciation expense .. ................. 75,000 70,000
Amortization expense .. ... ... ... 25,000 -0-
Income from O'Brien . . ................. (210,000) -0-

Net Income . ... .. $ (935,000) $ (222,000)
Retained earnings 1/1 .................. (700,000) (250,000)
Netlncome . ......................... (935,000) (222,000)
Dividends paid .. .......... ... ... .. ... 142,000 80,000

Retained earnings 12/31 . ............. $ (1,493,000) $ (392,000)
Cash ... $ 185,000 $ 105,000
Receivables . ... ... ... . .. .. ... .. .. ... 225,000 56,000
Inventory . ....... ... ... 175,000 135,000
Investment in O'Brien . .. ................ 680,000 —0-
Trademarks . ........ . ... ... ... ... 474,000 60,000
Customer relationships . ................ —0- —0-
Equipment(net) ............... .. .. . ... 925,000 272,000
Goodwill . ... . -0- -0-

Total @ssets . ..o $ 2,664,000 $ 628,000
Liabilities ... ... ... .. . . (771,000) (136,000)
Commonstock . .............. .. ...... (400,000) (100,000)
Retained earnings 12/31 . ............... (1,493,000) (392,000)

Total liabilities and equity .............. $ (2,664,000) $ (628,000)

a. Show how Patrick computed the $210,000 Income of O’Brien balance. Discuss how you deter-
mined which accounting method Patrick uses for its investment in O’Brien.

b. Without preparing a worksheet or consolidation entries, determine and explain the totals to be
reported for this business combination for the year ending December 31.

c. Verify the totals determined in part (b) by producing a consolidation worksheet for Patrick and
O’Brien for the year ending December 31.

24. Following are separate financial statements of Michael Company and Aaron Company as of
December 31, 2013 (credit balances indicated by parentheses). Michael acquired all of Aaron’s out-
standing voting stock on January 1, 2009, by issuing 20,000 shares of its own $1 par common stock.
On the acquisition date, Michael Company’s stock actively traded at $23.50 per share.
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Michael Aaron
Company Company
12/31/13 12/31/13
Revenues . ......... ... ... $ (610,000) $ (370,000)
Costofgoodssold . ......................... 270,000 140,000
Amortizations expense . ... ... 115,000 80,000
Dividend income . ....... .. .. ... (5,000) -0—-
Netincome . . ... $ (230,000) $ (150,000)
Retained earnings, 1/1/13 .. ................. $ (880,000) $ (490,000)
Net income (above) . ....... .. ... ... .. ... .... (230,000) (150,000)
Dividends paid . ........ ... ... ... . ....... .. 90,000 5,000
Retained earnings, 12/31/13 . ................ $(1,020,000) $ (635,000)
Cash ... $ 110,000 $ 15,000
Receivables . . .. ... .. . . . ... 380,000 220,000
Inventory . ... ... 560,000 280,000
Investment in Aaron Company . ................ 470,000 —0-
Copyrights .. .. ... 460,000 340,000
Royalty agreements . ............. .. ... .. .... 920,000 380,000
Total @ssets .. ... $ 2,900,000 $ 1,235,000
Liabilities .. ... .. . .. $ (780,000) $ (470,000)
Preferred stock ... ... .. .. ... ... ... ... (300,000) —-0-
Commonstock . .. ... ... (500,000) (100,000)
Additional paid-in capital ........... ... ... ... (300,000) (30,000)
Retained earnings, 12/31/13 . ................. (1,020,000) (635,000)
Total liabilities and equity .. ................. $(2,900,000)  $(1,235,000)

On the date of acquisition, Aaron reported retained earnings of $230,000 and a total book value
of $360,000. At that time, its royalty agreements were undervalued by $60,000. This intangible was
assumed to have a six-year life with no residual value. Additionally, Aaron owned a trademark with
a fair value of $50,000 and a 10-year remaining life that was not reflected on its books.

a. Using the preceding information, prepare a consolidation worksheet for these two companies as
of December 31, 2013.

b. Assuming that Michael applied the equity method to this investment, what account balances
would differ on the parent’s individual financial statements?

c. Assuming that Michael applied the equity method to this investment, what changes would be
necessary in the consolidation entries found on a December 31, 2013, worksheet?

d. Assuming that Michael applied the equity method to this investment, what changes would be
created in the consolidated figures to be reported by this combination?

25. Giant acquired all of Small’s common stock on January 1, 2009. Over the next few years, Giant ap-
plied the equity method to the recording of this investment. At the date of the original acquisition,
exc e’ $90,000 of the fair-value price was attributed to undervalued land while $50,000 was assigned to

equipment having a 10-year life. The remaining $60,000 unallocated portion of the acquisition-date
excess fair value over book value was viewed as goodwill.

Following are individual financial statements for the year ending December 31, 2013. On that
date, Small owes Giant $10,000. Credits are indicated by parentheses.

a. How was the $135,000 Equity in Income of Small balance computed?

b.  Without preparing a worksheet or consolidation entries, determine and explain the totals to be
reported by this business combination for the year ending December 31, 2013.

Giant Small
REVENUES . o o oo $(1,175,000) $ (360,000)
Costofgoodssold . ...................... 550,000 90,000
Depreciation expense . . .. .......... ... 172,000 130,000
Equity in income of Small . ............ ... .. (135,000) —0-
Netincome . .......... .. $ (588,000) $ (140,000)

(continued)
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Giant Small

Retained earnings, 1/1/13 . .......... ... .... $(1,417,000) $ (620,000)
Net income (above) .. ....... ... ... .. ..... (588,000) (140,000)
Dividends paid .. .......... ... ........... 310,000 110,000

Retained earnings, 12/31/13 . ............. $(1,695,000) $ (650,000)
CUrrent @ssets ... ..o $ 398,000 $ 318,000
Investmentin Small . .......... ... ... ...... 995,000 -0-
Land ... .. 440,000 165,000
Buildings(net) . .......... .. ... ... .. ... 304,000 419,000
Equipment(net) .. .......... .. 648,000 286,000
Goodwill ... -0— -0-

Totalassets ... ... $ 2,785,000 $ 1,188,000
Liabilities .. ... ... . .. . $ (840,000) $ (368,000)
Commonstock .. ... ... (250,000) (170,000)
Retained earnings (above) . ................. (1,695,000) (650,000)

Total liabilities and equity . ... ............. $(2,785,000) $(1,188,000)

c. Verify the figures determined in part (b) by producing a consolidation worksheet for Giant and
Small for the year ending December 31, 2013.

d. If Giant determined that the entire amount of goodwill from its investment in Small was impaired
in 2013, how would the parent’s accounts reflect the impairment loss? How would the worksheet
process change? What impact does an impairment loss have on consolidated financial statements?

26. Following are selected accounts for Mergaronite Company and Hill, Inc., as of December 31, 2013.
Several of Mergaronite’s accounts have been omitted. Credit balances are indicated by parentheses.
eXcel
Mergaronite Hill
Revenues . .......... ... ... $(600,000) $(250,000)
Costofgoodssold . ..................... 280,000 100,000
Depreciation expense . ................... 120,000 50,000
Investment income .. ....... .. ... ... Not given NA
Retained earnings, 1/1/13 . ............... (900,000) (600,000)
Dividends paid .. .......... .. ... .. .. ... 130,000 40,000
Currentassets ............... . ... ...... 200,000 690,000
Land ... 300,000 90,000
Buildings(net) ............ .. ... ........ 500,000 140,000
Equipment (net) . .......... ... .. .. ... .. 200,000 250,000
Liabilities . ... ... ... (400,000) (310,000)
Commonstock .. ......... .. ... (300,000) (40,000)
Additional paid-in capital .............. ... (50,000) (160,000)

Assume that Mergaronite took over Hill on January 1, 2009, by issuing 7,000 shares of common
stock having a par value of $10 per share but a fair value of $100 each. On January 1, 2009, Hill’s
land was undervalued by $20,000, its buildings were overvalued by $30,000, and equipment was un-
dervalued by $60,000. The buildings had a 10-year life; the equipment had a 5-year life. A customer
list with an appraised value of $100,000 was developed internally by Hill and was to be written off
over a 20-year period.

a. Determine and explain the December 31, 2013, consolidated totals for the following accounts:

Revenues Amortization Expense Customer List
Cost of Goods Sold Buildings Common Stock
Depreciation Expense Equipment Additional Paid-In Capital

b. In requirement (@), why can the consolidated totals be determined without knowing which
method the parent used to account for the subsidiary?
c. Ifthe parent uses the equity method, what consolidation entries would be used on a 2013 worksheet?
27. On January 1, 2011, Peterson Corporation exchanged $1,090,000 fair-value consideration for all of the
outstanding voting stock of Santiago, Inc. At the acquisition date, Santiago had a book value equal to
$950,000. Santiago’s individual assets and liabilities had fair values equal to their respective book values
except for the patented technology account, which was undervalued by $240,000 with an estimated re-
maining life of six years. The Santiago acquisition was Peterson’s only business combination for the year.
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In case expected synergies did not materialize, Peterson Corporation wished to prepare for a
potential future spin-off of Santiago, Inc. Therefore, Peterson had Santiago maintain its separate in-
corporation and independent accounting information system as elements of continuing value.

On December 31, 2011 each company submitted the following financial statements for

consolidation.
Peterson Corp.  Santiago, Inc.

Income Statement

Revenues .. ... . ... (535,000) (495,000)
Costofgoodssold . .......................... 170,000 155,000
Gain on bargain purchase .. .................... (100,000) -0-
Depreciation and amortization .................. 125,000 140,000
Equity earnings from Santiago . ................. (160,000) —0-
Netincome .. ....... ... . . ... (500,000) (200,000)

Statement of Retained Earnings

Retained earnings, 1/1 .. ......... .. ... .. ...... (1,500,000) (650,000)
Net income (above) . ........ ... ... .. ... ... ... (500,000) (200,000)
Dividends paid . ....... ... ... . .. . ... ... ... 200,000 50,000
Retained earnings, 12/31 ...................... (1,800,000) (800,000)
Balance Sheet

Currentassets . ......... ... ... 190,000 300,000
Investment in Santiago . ......... ... 1,300,000 0=
Trademarks . ... ... .. ... 100,000 200,000
Patented technology .. ............ ... .. ... ... 300,000 400,000
Equipment . ... ... 610,000 300,000
Total assets . ... .. .. ... 2,500,000 1,200,000
Liabilities .. ... ... .. . . (165,000) (100,000)
Commonstock .. ... ... (535,000) (300,000)
Retained earnings, 12/31 .. ... ... ... .. ........ (1,800,000) (800,000)
Total liabilities and equity . ..................... (2,500,000) (1,200,000)

a. Show how Peterson determined the following account balances

* Gain on bargain purchase

» Earnings from Santiago

* Investment in Santiago

b. Prepare a December 31, 2011, consolidated worksheet for Peterson and Santiago.
Branson paid $465,000 cash for all of the outstanding common stock of Wolfpack, Inc., on January 1,
2011. On that date, the subsidiary had a book value of $340,000 (common stock of $200,000 and
retained earnings of $140,000), although various unrecorded royalty agreements were assessed at a
$100,000 fair value. The royalty agreements had an estimated 10-year remaining useful life.

In negotiating the acquisition price, Branson also promised to pay Wolfpack’s former owners an
additional $50,000 if Wolfpack’s income exceeded $120,000 total over the first two years after the
acquisition. At the acquisition date, Branson estimated the probability adjusted present value of this
contingent consideration at $35,000. On December 31, 2011, based on Wolfpack’s earnings to date,
Branson increased the value of the contingency to $40,000.

During the subsequent two years, Wolfpack reported the following amounts for income and
dividends:

Net Income Dividends Paid
2011 $65,000 $25,000
2012 75,000 35,000

In keeping with the original acquisition agreement, on December 31, 2012, Branson paid the ad-
ditional $50,000 performance fee to Wolfpack’s previous owners.
Using the acquisition method and assuming no goodwill impairment charges, prepare each of the
following:
a. Branson’s entry to record the acquisition of the shares of its Wolfpack subsidiary.
b. Branson’s entries at the end of 2011 and 2012 to adjust its contingent performance obligation for
changes in fair value and the December 31, 2012, payment.
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c. Consolidation worksheet entries as of December 31, 2012, assuming that Branson has applied
the equity method.

d. Consolidation worksheet entries as of December 31, 2012, assuming that Branson has applied
the initial value method.

Palm Company acquired 100 percent of Storm Company’s voting stock on January 1, 2009, by is-
suing 10,000 shares of its $10 par value common stock (having a fair value of $14 per share). As of
that date, Storm had stockholders’ equity totaling $105,000. Land shown on Storm’s accounting
records was undervalued by $10,000. Equipment (with a five-year life) was undervalued by $5,000.
A secret formula developed by Storm was appraised at $20,000 with an estimated life of 20 years.

Following are the separate financial statements for the two companies for the year ending
December 31, 2013. Credit balances are indicated by parentheses.

Palm Storm

Company Company

ReVeNUES . . . o o $ (485,000) $(190,000)
Costofgoodssold ........ ... .. ... .. .. ... ...... 160,000 70,000
Depreciation eXpense .. ... 130,000 52,000
Subsidiary €arnings .. ... (66,000) —0-
Net iNCOME . o . oot e $ (261,000) $ (68,000)
Retained earnings, 1/1/13 .. ... ... ... .. .. ... .. ..... $ (659,000) $ (98,000)
Net income (@above) . ... ... .. .. .. .. ... ... .. .. (261,000) (68,000)
Dividendspaid . .......... ... .. .. .. 175,500 40,000
Retained earnings, 12/31/13 .. .. ... .. ... .......... $ (744,500) $(126,000)
CUrrent assets . . ... $ 268,000 $ 75,000
Investment in Storm Company . ..................... 216,000 —-0-
Land ... 427,500 58,000
Buildings and equipment (net) . ......... ... ... . ... ... 713,000 161,000
Total @ssets ... ... .. $ 1,624,500 $ 294,000
Current liabilities ... ... ... .. . $ (110,000) $ (19,000)
Long-term liabilities .. ........... ... ... ... .. ... ... (80,000) (84,000)
Common stock . ... (600,000) (60,000)
Additional paid-in capital .. ......... ... . ... .. ... .. (90,000) (5,000)
Retained earnings, 12/31/13 . ... ... ... ... ....... (744,500) (126,000)
Total liabilities and equity .. ....................... $(1,624,500) $(294,000)

a. Explain how Palm derived the $66,000 balance in the Subsidiary Earnings account.
b. Prepare a worksheet to consolidate the financial information for these two companies.

c. Explain how Storm’s individual financial records would differ if the push-down method of
accounting had been applied.

. Tyler Company acquired all of Jasmine Company’s outstanding stock on January 1, 2009, for $206,000

in cash. Jasmine had a book value of only $140,000 on that date. However, equipment (having an eight-
year life) was undervalued by $54,400 on Jasmine’s financial records. A building with a 20-year life
was overvalued by $10,000. Subsequent to the acquisition, Jasmine reported the following:

Net Dividends
Income Paid
2009 . ... $50,000 $10,000
2010 .............. 60,000 40,000
20110 . 30,000 20,000

In accounting for this investment, Tyler has used the equity method. Selected accounts taken
from the financial records of these two companies as of December 31, 2011, follow:

Tyler Jasmine
Company Company
Revenues—operating . ..................... $(310,000) $(104,000)
Expenses ... ... ... 198,000 74,000
Equipment (net) ... ... ... ... 320,000 50,000
Buildings (net) .. .......... .. .. ... ... ... 220,000 68,000
Commonstock . ........ .. .. .. ... ... (290,000) (50,000)

Retained earnings, 12/31/11 balance .......... (410,000) (160,000)




130 Chapter 3

Determine and explain the following account balances as of December 31, 2011:

a. Investment in Jasmine Company (on Tyler’s individual financial records).

b. Equity in Subsidiary Earnings (on Tyler’s individual financial records).
c. Consolidated Net Income.
d. Consolidated Equipment (net).
e. Consolidated Buildings (net).
/. Consolidated Goodwill (net).
g. Consolidated Common Stock.
h. Consolidated Retained Earnings, 12/31/11.
LO4 31. On January 1, 2010, Picante Corporation acquired 100 percent of the outstanding voting stock of Salsa
J Corporation for $1,765,000 cash. On the acquisition date, Salsa had the following balance sheet:
exce Cash ................. $ 14,000 Accounts payable .. ... $ 120,000
Accounts receivable . . . ... 100,000 Long-term debt ... ... 930,000
land . .............. .. 700,000 Common stock . ...... 1,000,000
Equipment (net) ........ 1,886,000 Retained earnings . . . .. 650,000
$2,700,000 $2,700,000

At the acquisition date, the following allocation was prepared:

Fair value of consideration transferred . ......... $1,765,000
Book value acquired . ...... ... ... . ... ... .. 1,650,000
Excess fair value over book value .............. 115,000
To in-process research and development ... ... $44,000
To equipment (8-yr. remaining life) .. ......... 56,000 100,000
To goodwill (indefinite life) . ................ $ 15,000

Although at acquisition date Picante had expected $44,000 in future benefits from Salsa’s in-
process research and development project, by the end of 2010, it was apparent that the research
project was a failure with no future economic benefits.

On December 31, 2011, Picante and Salsa submitted the following trial balances for consolidation:

Picante Salsa
Sales . . ... $ (3,500,000) $(1,000,000)
Costofgoodssold . ...................... 1,600,000 630,000
Depreciation expense . .................... 540,000 160,000
Subsidiary income . ... ... (203,000) —-0-
Netincome .. ........ ... . . ... ... ..... $ (1,563,000) (210,000)
Retained earnings 1/1/11 . ................. $ (3,000,000) $ (800,000)
Netincome . ........... .. . . . . (1,563,000) (210,000)
Dividends paid . .......... .. .. .. .. ... .... 200,000 25,000
Retained earnings 12/31/11 .............. $ (4,363,000) $ (985,000)
Cash ... . $ 228,000 $ 50,000
Accounts receivable . ........ .. ... ... . ... 840,000 155,000
Inventory . ....... ... 900,000 580,000
InvestmentinSalsa . ...................... 2,042,000 -0-
Land ... .. 3,500,000 700,000
Equipment(net) .......... .. .. ... ... 5,000,000 1,700,000
Goodwill . ... 290,000 —0-
Total @ssets . .......... .. $ 12,800,000 $ 3,185,000
Accounts payable . ... ... ... ... .. ... ..., $  (193,000) $ (400,000)
Long-termdebt ........ ... ... .. .. ... . ... (3,094,000) (800,000)
Commonstock . ......... ... ... (5,150,000) (1,000,000)
Retained earnings 12/31/11 . ............... (4,363,000) (985,000)
Total liabilities and equities .. ............. $(12,800,000) $(3,185,000)

a. Show how Picante derived its December 31, 2011, Investment in Salsa account balance.
b. Prepare a consolidated worksheet for Picante and Salsa as of December 31, 2011.
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LO4a, LO6 32. On January 1, Prine, Inc., acquired 100 percent of Lydia Company’s common stock for a fair value
of $120,000,000 in cash and stock. Lydia’s assets and liabilities equaled their fair values except for
ex: el its equipment, which was undervalued by $500,000 and had a 10-year remaining life.

Prine specializes in media distribution and viewed its acquisition of Lydia as a strategic move
into content ownership and creation. Prine expected both cost and revenue synergies from control-
ling Lydia’s artistic content (a large library of classic movies) and its sports programming specialty
video operation. Accordingly, Prine allocated Lydia’s assets and liabilities (including $50,000,000 of
goodwill) to a newly formed operating segment appropriately designated as a reporting unit.

The fair values of the reporting unit’s identifiable assets and liabilities through the first year of
operations were as follows.

Fair Values

Account 1/1 12/31

Cash ..o $ 215,000 $ 109,000
Receivables (net) .. ........ ... .. .. ... .. .. ... 525,000 897,000
Movie library (25-yearlife) .. ............... ... 40,000,000 60,000,000
Broadcast licenses (indefinite life) .............. 15,000,000 20,000,000
Equipment (10-year life) . .................... 20,750,000 19,000,000
Current liabilities .. ... ... .. ... ... ... (490,000) (650,000)
Llong-termdebt . ........ .. .. ... .. .. ... .. (6,000,000) (6,250,000)

However, Lydia’s assets have taken longer than anticipated to produce the expected synergies
with Prine’s operations. At year-end, Prine reduced its assessment of the Lydia reporting unit’s fair
value to $110,000,000.

At December 31, Prine and Lydia submitted the following balances for consolidation:

Prine, Inc. Lydia Co.
Revenues .......... ... .. ... ....... $ (18,000,000) $(12,000,000)
Operating expenses . ................ 10,350,000 11,800,000
Equity in Lydia earnings .............. (150,000) NA
Dividends paid . .................... 300,000 80,000
Retained earnings, 1/1 .. ............. (52,000,000) (2,000,000)
Cash ..o 260,000 109,000
Receivables(net) .. .................. 210,000 897,000
Investmentinlydia .................. 120,070,000 NA
Broadcast licenses . . ................. 350,000 14,014,000
Movie library .. ... .. . 365,000 45,000,000
Equipment(net) .......... ... ... ... 136,000,000 17,500,000
Current liabilities . . .................. (755,000) (650,000)
Long-termdebt . ........... .. ... ... (22,000,000) (7,250,000)
Commonstock . .................... (175,000,000) (67,500,000)
a. What is the relevant initial test to determine whether goodwill could be impaired?
b. At what amount should Prine record an impairment loss for its Lydia reporting unit for the year?
c. What is consolidated net income for the year?
d. What is the December 31 consolidated balance for goodwill?
e. What is the December 31 consolidated balance for broadcast licenses?
f. Prepare a consolidated worksheet for Prine and Lydia (Prine’s trial balance should first be
adjusted for any appropriate impairment loss).
Develop Your
Skills
RESEARCH CASE
PA Jonas Tech Corporation recently acquired Innovation + Company. The combined firm consists of three
skills related businesses that will serve as reporting units. In connection with the acquisition, Jonas requests

your help with the following asset valuation and allocation issues. Support your answers with references
to FASB standards as appropriate.
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Jonas recognizes several identifiable intangibles from its acquisition of Innovation +. It expresses the
desire to have these intangible assets written down to zero in the acquisition period.

The price Jonas paid for Innovation + indicates that it paid a large amount for goodwill. However,
Jonas worries that any future goodwill impairment may send the wrong signal to its investors about the
wisdom of the Innovation + acquisition. Jonas thus wishes to allocate the combined goodwill of all of
its reporting units to one account called Enterprise Goodwill. In this way, Jonas hopes to minimize the
possibility of goodwill impairment because a decline in goodwill in one business unit could be offset by
an increase in the value of goodwill in another business unit.

Required
1. Advise Jonas on the acceptability of its suggested immediate write-off of its identifiable intangibles.

2. Indicate the relevant factors to consider in allocating the value assigned to identifiable intangibles
acquired in a business combination to expense over time.

3. Advise Jonas on the acceptability of its suggested treatment of goodwill.
4. Indicate the relevant factors to consider in allocating goodwill across an enterprise’s business units.

SPRINT NEXTEL ANALYSIS CASE

In 2007 Sprint Nextel Corporation reported a large goodwill impairment loss. Referring to Sprint Nextel’s
2007 financial statements and applicable financial reporting standards, answer the following questions:

1. How much goodwill impairment charge did Sprint Nextel report in 2007?

2. Why did Sprint Nextel write down their goodwill in 2007? What are some other indicators for
goodwill impairment in general?

3. How did Sprint Nextel reflect this impairment in financial statements?

4. How often does Sprint Nextel test its goodwill for impairment and what are the testing steps?

5. Certain other indefinite-lived intangibles and other long-lived assets (including intangible assets with
a finite life) are also subject to impairment assessment. Did Sprint Nextel incur any of these impair-
ment charges in 2007? Explain briefly when and how Sprint Nextel tests these assets for impairment.

6. Is impairment of goodwill and other intangible assets reversible under U.S. GAAP? How about under
IFRS? (Refer to FASB Topic 350 Intangibles—Goodwill and Other, and IAS 36 Impairment of Assets)

7. Is goodwill impaired in the same way under IFRS? Does IFRS also employ a two-step approach for
goodwill impairment testing? If not, how is goodwill tested for impairment under IFRS? (Refer to
IAS 36 Impairment of Assets.)

HISTORICAL ANALYSIS CASE

CEA,

In July 2001, the FASB issued SFAS /42, which changed the accounting for goodwill and intangible
assets. Upon adoption of SFAS 742, many companies recognized large goodwill impairment losses. For
example, in 2002, AOL Time Warner (now Time Warner) recorded a $99 billion reduction in the carry-
ing value of its goodwill—still one of the largest goodwill impairments. The SFAS 142 requirements
continue under ASC Topic 350, Intangibles—Goodwill and Other.

Use the AOL Time Warner, Inc., 2002 SEC Form 10-K Annual Report and SFAS 742 to address the
following issues and questions.

Required

1. How did AOL determine the initial amount of goodwill to recognize in its merger with Time Warner?

2. How did AOL Time Warner determine the $99 billion 2002 impairment charge to its goodwill? What
procedures will Time Warner follow in the future to assess the value of its goodwill?

3. What business areas did AOL Time Warner designate as its reporting units? Why is it important to de-
fine the reporting units?

4. What effects did SFAS 142 have on AOL Time Warner’s earnings performance both in the short term
and in the long term?

5. What is the rationale behind the accounting treatment for goodwill (initial recognition and subsequent
allocation to income)?
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EXCEL CASE 1

A On January 1, 2010, Innovus, Inc., acquired 100 percent of the common stock of ChipTech Company for
skills $670,000 in cash and other fair-value consideration. ChipTech’s fair value was allocated among its net
assets as follows:
Fair value of consideration transferred for ChipTech $670,000
Book value of ChipTech:
Common stock and APIC $130,000
Retained earnings 370,000 500,000
Excess fair value over book value to 170,000
Trademark (10-year remaining life) 40,000
Existing technology (5-year remaining life) 80,000 120,000
Goodwill $ 50,000

The December 31, 2011, trial balances for the parent and subsidiary follow:

Innovus ChipTech
Revenues $ (990,000) $(210,000)
Cost of goods sold 500,000 90,000
Depreciation expense 100,000 5,000
Amortization expense 55,000 18,000
Dividend income (40,000) -0-
Net income $ (375,000) $ (97,000)
Retained earnings 1/1/11 $(1,555,000) $(450,000)
Net income (375,000) (97,000)
Dividends paid 250,000 40,000
Retained earnings 12/31/11 M) M)
Current assets $ 960,000 $ 355,000
Investment in ChipTech 670,000
Equipment (net) 765,000 225,000
Trademark 235,000 100,000
Existing technology —0- 45,000
Goodwill 450,000 -0-
Total assets $ 3,080,000 $ 725,000
Liabilities $ (780,000) (88,000)
Common stock (500,000) (100,000)
Additional paid-in capital (120,000) (30,000)
Retained earnings 12/31/11 (1,680,000) (507,000)
Total liabilities and equity $(3,080,000) $(725,000)

Required
a. Using Excel, compute consolidated balances for Innovus and ChipTech. Either use a worksheet
approach or compute the balances directly.

b. Prepare a second spreadsheet that shows a 2011 impairment loss for the entire amount of goodwill
from the ChipTech acquisition.

EXCEL CASE 2

On January 1, 2010, Hi-Speed.com acquired 100 percent of the common stock of Wi-Free Co. for cash
sﬂs of $730,000. The consideration transferred was allocated among Wi-Free’s net assets as follows:
Wi-Free fair value (cash paid by Hi-Speed) $730,000
Book value of Wi-Free:
Common stock and APIC $130,000
Retained earnings 370,000 500,000

(continued)
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Excess fair value over book value to $230,000
In-process R&D 75,000
Computer software (overvalued) (30,000)
Internet domain name 120,000 165,000
Goodwill $ 65,000

At the acquisition date, the computer software had a 4-year remaining life, and the Internet domain
name was estimated to have a 10-year life. By the end of 2010, it became clear that the acquired in-
process research and development would yield no economic benefits and Hi-Speed.com recognized an
impairment loss. At December 31, 2011, Wi-Free’s accounts payable include a $30,000 amount owed
to Hi-Speed.

The December 31, 2011, trial balances for the parent and subsidiary follow:

Hi-Speed.com Wi-Free Co.
Revenues $(1,100,000) $(325,000)
Cost of goods sold 625,000 122,000
Depreciation expense 140,000 12,000
Amortization expense 50,000 11,000
Equity in subsidiary earnings (175,500) —0-
Net income $ (460,500) $(180,000)
Retained earnings 1/1/11 $(1,552,500) $(450,000)
Net income (460,500) (180,000)
Dividends paid 250,000 50,000
Retained earnings 12/31/11 $(1,763,000) $(580,000)
Current assets $ 1,034,000 $ 345,000
Investment in Wi-Free 856,000 —-0-
Equipment (net) 713,000 305,000
Computer software 650,000 130,000
Internet domain name -0- 100,000
Goodwill —-0- —0-
Total assets $ 3,253,000 $ 880,000
Liabilities $ (870,000) $(170,000)
Common stock (500,000) (110,000)
Additional paid-in capital (120,000) (20,000)
Retained earnings 12/31/11 (1,763,000) _(580,000)
Total liabilities and equity $(3,253,000) $(880,000)

Required
a. Using Excel, prepare calculations showing how Hi-Speed derived the $856,000 amount for its
investment in Wi-Free.

b. Using Excel, compute consolidated balances for Hi-Speed and Wi-Free. Either use a worksheet
approach or compute the balances directly.

Computer
Project

Alternative Investment Methods, Goodwill Impairment,

and Consolidated Financial Statements

In this project, you are to provide an analysis of alternative accounting methods for controlling interest
investments and subsequent effects on consolidated reporting. The project requires the use of a computer
and a spreadsheet software package (e.g., Microsoft Excel®, etc.). The use of these tools allows you to
assess the sensitivity of alternative accounting methods on consolidated financial reporting without
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preparing several similar worksheets by hand. Also, by modeling a worksheet process, you can develop
a better understanding of accounting for combined reporting entities.

Consolidated Worksheet Preparation
You will be creating and entering formulas to complete four worksheets. The first objective is to demon-
strate the effect of different methods of accounting for the investments (equity, initial value, and partial
equity) on the parent company’s trial balance and on the consolidated worksheet subsequent to acquisi-
tion. The second objective is to show the effect on consolidated balances and key financial ratios of rec-
ognizing a goodwill impairment loss.

The project requires preparation of the following four separate worksheets:

Consolidated information worksheet (follows).
Equity method consolidation worksheet.
Initial value method consolidation worksheet.

D =R

Partial equity method consolidation worksheet.

If your spreadsheet package has multiple worksheet capabilities (e.g., Excel), you can use sepa-
rate worksheets; otherwise, each of the four worksheets can reside in a separate area of a single
spreadsheet.

In formulating your solution, each worksheet should link directly to the first worksheet. Also,
feel free to create supplemental schedules to enhance the capabilities of your worksheet.

Project Scenario

Pecos Company acquired 100 percent of Suaro’s outstanding stock for $1,450,000 cash on January 1,
2011, when Suaro had the following balance sheet:

Assets Liabilities and Equity

Cash ................ $ 37,000 Liabilities . .. ............. $(422,000)
Receivables . .......... 82,000
Inventory ............. 149,000 Common stock . .......... (350,000)
land ................ 90,000 Retained earnings . .. ... ... (126,000)
Equipment (net) ........ 225,000
Software ............. 315,000

Total assets . ......... $898,000 Total liabilities and equity . . $(898,000)

At the acquisition date, the fair values of each identifiable asset and liability that differed from book
value were as follows:

Land $ 80,000

Brand name 60,000 (indefinite life—unrecognized on Suaro’s books)
Software 415,000 (2-year estimated useful life)

In-Process R&D 300,000

Additional Information

» Although at acquisition date Pecos expected future benefits from Suaro’s in-process research and
development (R&D), by the end of 2011, it became clear that the research project was a failure with
no future economic benefits.

* During 2011, Suaro earns $75,000 and pays no dividends.

* Selected amounts from Pecos and Suaro’s separate financial statements at December 31, 2012, are
presented in the consolidated information worksheet. All consolidated worksheets are to be prepared
as of December 31, 2012, two years subsequent to acquisition.

* Pecos’s January 1, 2012, Retained Earnings balance—before any effect from Suaro’s 2011 income—
is $(930,000) (credit balance).

» Pecos has 500,000 common shares outstanding for EPS calculations and reported $2,943,100 for con-
solidated assets at the beginning of the period.
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Following is the consolidated information worksheet.

A B C
1 December 31, 2012, trial balances
2
3 Pecos Suaro
4 Revenues ($1,052,000) ($427,000)
5  Operating expenses $ 821,000 $262,000
6  Goodwill impairment loss ?
7 Income of Suaro ?
8  Netincome ? ($165,000)
9
10  Retained earnings—Pecos 1/1/12 ?
11 Retained earnings—Suaro 1/1/12 ($201,000)
12 Net income (above) ? ($165,000)
13 Dividends paid $ 200,000 $ 35,000
14 Retained earnings 12/31/12 ? ($331,000)
15
16 Cash $ 195,000 $ 95,000
17  Receivables $ 247,000 $143,000
18  Inventory $ 415,000 $197,000
19 Investment in Suaro ?
20
21
22
23 Land $ 341,000 $ 85,000
24 Equipment (net) $ 240,100 $100,000
25  Software $312,000
26  Other intangibles $ 145,000
27  Goodwill
28  Total assets ? $932,000
29
30 Liabilities ($1,537,100) ($251,000)
31 Common stock ($ 500,000) ($350,000)
32 Retained earnings (above) ? ($331,000)
33  Total liabilities and equity ? ($932,000)
34
35 Fair value allocation schedule
36  Price paid $1,450,000
37  Book value $ 476,000
38 Excess initial value $ 974,000 Amortizations
39 toland ($ 10,000) 2011
40  to brand name $ 60,000 ?
41 to software $ 100,000 ?
42 to IPR&D $ 300,000 ?
43 to goodwill $ 524,000 ?
44
45  Suaro’s RE changes Income Dividends
46 2011 $ 75,000 $ 0
47 2012 $ 165,000 $ 35,000
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Project Requirements

Complete the four worksheets as follows:

1.

Input the consolidated information worksheet provided and complete the fair value allocation
schedule by computing the excess amortizations for 2011 and 2012.

Using separate worksheets, prepare Pecos’s trial balances for each of the indicated accounting methods
(equity, initial value, and partial equity). Use only formulas for the Investment in Suaro, the Income
of Suaro, and Retained Earnings accounts.

. Using references to other cells only (either from the consolidated information worksheet or from

the separate method sheets), prepare for each of the three consolidation worksheets:
* Adjustments and eliminations.
* Consolidated balances.

Calculate and present the effects of a 2012 total goodwill impairment loss on the following ratios for
the consolidated entity:

* Earnings per share (EPS).
* Return on assets.

* Return on equity.

*  Debt to equity.

Your worksheets should have the capability to adjust immediately for the possibility that all acquisition
goodwill can be considered impaired in 2012.

. Prepare a word-processed report that describes and discusses the following worksheet results:

a. The effects of alternative investment accounting methods on the parent’s trial balances and the fi-
nal consolidation figures.

b. The relation between consolidated retained earnings and the parent’s retained earnings under each
of the three (equity, initial value, partial equity) investment accounting methods.

c. The effect on EPS, return on assets, return on equity, and debt-to-equity ratios of the recognition
that all acquisition-related goodwill is considered impaired in 2012.
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IKAPLAN) Please visit the text Web site for the online CPA Simulation.

Situation: On January 1, Year 1, Big Corporation acquires for $700,000 in cash all of Little Corporation’s
outstanding voting stock. It was the first such acquisition for either company. On the day prior to the
transaction, Big and Little reported, respectively, assets of $2 million and $800,000, liabilities of
$900,000 and $330,000, contributed capital of $300,000 and $100,000, and retained earnings of
$800,000 and $370,000. Unless otherwise stated, assume that Little Corporation holds a building with a
book value of $200,000 but a fair value of $300,000. The building has a 10-year remaining life. All of
Little’s other assets and liabilities are fairly valued in its financial records.

CPA REVIEW

Topics to be covered in simulation:

*  Goodwill to be reported.

* Consolidated assets and equities.
» Consolidated expenses.

* Unrecorded intangible assets.

*  Goodwill impairment.

» Determination of control.

» Unconsolidated subsidiaries.

* Application of the equity method.




Consolidated
Financial
Statements
and Outside
Ownership

Walmart, Inc., in its 2009 consolidated financial statements, includes the
accounts of the company and all of its subsidiaries in which a controlling
interest is maintained. For those consolidated subsidiaries where Wal-
mart’s ownership is less than 100 percent, the outside stockholders’
interests are shown as noncontrolling interests in the stockholders’ equity
section of its consolidated balance sheet. On its consolidated income
statement, Walmart also allocates a share of the consolidated net in-
come to the noncontrolling interest.

Walmart includes all of the financial figures generated by both its
wholly and majority-owned subsidiaries within consolidated financial
statements. How does Walmart account for the partial ownership inter-
est of the noncontrolling owners of its subsidiaries?

A number of reasons exist for one company to hold less than 100 per-
cent ownership of a subsidiary. The parent might not have had sufficient
resources available to obtain all of the outstanding stock. As a second pos-
sibility, a few stockholders of the subsidiary could have elected to retain
their ownership, perhaps in hope of getting a better price at a later date.

Lack of total ownership is frequently encountered with foreign sub-
sidiaries. The laws of some countries prohibit outsiders from maintaining
complete control of domestic business enterprises. In other areas of the
world, a parent can seek to establish better relations with a subsidiary’s
employees, customers, and local government by maintaining some per-
centage of native ownership.

Regardless of the reason for owning less than 100 percent, the parent
consolidates the financial data of every subsidiary when control is pre-
sent. As discussed in Chapter 2, complete ownership is not a prerequisite
for consolidation. A single economic entity is formed whenever one
company is able to control the decision-making process of another.

Although most parent companies do possess 100 percent ownership
of their subsidiaries, a significant number, such as Walmart, establish con-
trol with a lesser amount of stock. The remaining outside owners are

chapter

LEARNING OBJECTIVES

After studying this chapter, you
should be able to:

LO1

LO2

LO3

LO4

LO5

LO6

LO7

LO8

LO9

LO10

LO11

Understand that complete
ownership is not a pre-
requisite for the formation
of a business combination.
Describe the valuation
principles underlying the
acquisition method of
accounting for the non-
controlling interest.
Allocate goodwill acquired
in a business combination
across the controlling and
noncontrolling interests.
Allocate consolidated net
income across the controlling
and noncontrolling interests.
Identify and calculate the
four noncontrolling

interest figures that must
be included within the
consolidation process and
prepare a consolidation
worksheet in the presence
of a noncontrolling interest.
Identify appropriate place-
ments for the components
of the noncontrolling
interest in consolidated
financial statements.
Determine the effect on
consolidated financial
statements of a control
premium paid by the parent.
Understand the impact on
consolidated financial
statements of a midyear
acquisition.

Understand the impact on
consolidated financial
statements when a step
acquisition has taken place.
Record the sale of a subsidiary
(or a portion of its shares).
Understand the principles of
the legacy purchase method
in accounting for a noncon-

trolling interest.
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LO1

Understand that complete
ownership is not a prerequisite
for the formation of a business
combination.

collectively referred to as a noncontrolling interest, which replaces the traditional term
minority interest.' The presence of these other stockholders poses a number of reporting
questions for the accountant. Whenever less than 100 percent of a subsidiary’s voting stock
is held, how should the subsidiary’s accounts be valued within consolidated financial state-
ments? How should the presence of these additional owners be acknowledged?

CONSOLIDATED FINANCIAL REPORTING IN THE PRESENCE
OF A NONCONTROLLING INTEREST

EXHIBIT 4.1
Noncontrolling Interest—
Date of Acquisition

Noncontrolling Interest Defined
The authoritative accounting literature defines a noncontrolling interest as follows:

The ownership interests in the subsidiary that are held by owners other than the parent is a
noncontrolling interest. The noncontrolling interest in a subsidiary is part of the equity of the
consolidated group. [FASB ASC (para. 810-10-45-15)]

When a parent company acquires a controlling ownership interest with less than 100 percent
of a subsidiary’s voting shares, it must account for the noncontrolling shareholders’ interest in
its consolidated financial statements. The noncontrolling interest represents an additional set
of owners who have legal claim to the subsidiary’s net assets.

Exhibit 4.1 provides a framework for introducing two fundamental valuation challenges in
accounting and reporting for a noncontrolling interest. The issues focus on how the parent, in
its consolidated financial statements, should

+ Assign values to the noncontrolling interest’s share of the subsidiary’s assets and liabilities?
» Value and disclose the presence of the other owners?

The answer to both of these questions involves fair value. The acquisition method captures the
subsidiary’s fair value as the relevant attribute for reporting the financial effects of a business
combination. Fair values also provide for managerial accountability to investors and creditors
for assessing the success or failure of the combination.

Control and Accountability

In acquiring a controlling interest, a parent company becomes responsible for managing all
the subsidiary’s assets and liabilities even though it may own only a partial interest. If a par-
ent can control the business activities of its subsidiary, it directly follows that the parent is ac-
countable to its investors and creditors for all of the subsidiary’s assets, liabilities, and profits.

" The term minority interest had been used almost universally to identify the presence of other outside
owners. However, current standards refer to these outside owners as the noncontrolling interest.
Because this term is more descriptive, it is used throughout this textbook.

PARENT AND 70% OWNED SUBSIDIARY COMPANIES
Consolidated Balance Sheet
Date of Acquisition

Parent’s assets Parent’s liabilities
Subsidiary’s assets Subsidiary’s liabilities
Parent company owners’ equity
e 100% of parent's net assets
e 70% of subsidiary’s net assets
Noncontrolling owners' interest
e 30% of subsidiary net assets




LO2

Describe the valuation principles
underlying the acquisition
method of accounting for the
noncontrolling interest.
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To provide a complete picture of the acquired subsidiary requires fair-value measurements
for both the subsidiary and the individual assets and liabilities. Thus, for business combina-
tions involving less-than-100 percent ownership, the acquirer recognizes and measures at the
acquisition date the

+ Identifiable assets acquired and liabilities assumed at their full fair values.?
» Noncontrolling interest at fair value.
* Goodwill or a gain from a bargain purchase.

In concluding that consolidated statements involving a noncontrolling interest should initially
show all of the subsidiary’s assets and liabilities at their full fair values, the 2005 FASB expo-
sure draft Business Combinations (para. B23.a.) observed

The acquirer obtains control of the acquiree at the acquisition date and, therefore, becomes re-
sponsible and accountable for all of the acquiree’s assets, liabilities, and activities, regardless of
the percentage of its ownership in the investee.

... an important purpose of financial statements is to provide users with relevant and reliable
information about the performance of the entity and the resources under its control. That applies
regardless of the extent of the ownership interest a parent holds in a particular subsidiary. The
Boards concluded that measurement at fair value enables users to better assess the cash generat-
ing abilities of the identifiable net assets acquired in the business combination and the account-
ability of management for the resources entrusted to it.

Thus, even though a company acquires less than 100 percent of another firm, the acquisition
method requires that the acquiring company include in its acquisition-date consolidated
statements 100 percent of each of the assets acquired and each of the liabilities assumed at
their full fair values. This requirement stands in marked contrast to the former purchase
method that focused on cost accumulation and allocation. Under the former purchase method,
the parent allocated the purchase cost only to the percentage acquired of each subsidiary asset
and liability. Thus, prior to the acquisition method, subsidiary assets and liabilities were
measured partially at fair value and partially at the subsidiary’s carryover (book) value. The
current requirements help ensure that managements are accountable for the entire fair value of
their acquisitions. However, as discussed below, compared to situations where 100 percent of
a firm is acquired, measuring subsidiary fair value when accompanied by a noncontrolling in-
terest presents some special challenges.

Subsidiary Acquisition-Date Fair Value in the Presence
of a Noncontrolling Interest

When a parent company acquires a less-than-100 percent controlling interest in another firm, the
acquisition method requires a determination of the acquisition-date fair value of the acquired
firm for consolidated financial reporting. The total acquired firm fair value in the presence of a
partial acquisition is the sum of the following two components at the acquisition date:

» The fair value of the controlling interest.
+ The fair value of the noncontrolling interest.

The sum of these two components then serves as the starting point for the parent in valuing
and recording the subsidiary acquisition. If the sum exceeds the collective fair values of the
net identifiable assets acquired and liabilities assumed, then goodwill is recognized. Conversely,
if the collective fair values of the net identifiable assets acquired and liabilities assumed exceed
the total fair value, the acquirer recognizes a gain on bargain purchase.

Measurement of the controlling interest fair value remains straightforward in the vast ma-
jority of cases—the consideration transferred by the parent typically provides the best evi-
dence of fair value of the acquirer’s interest. However, there is no parallel consideration
transferred available to value the noncontrolling interest. Therefore, the parent must employ

2 As noted in Chapter 2, exceptions to the fair value measurement principle include deferred taxes, certain
employee benefits, indemnification assets, reacquired rights, share-based awards, and assets held for sale.
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other valuation techniques to estimate the fair value of the noncontrolling interest at the ac-
quisition date.

Usually, a parent can rely on readily available market trading activity to provide a fair val-
uation for its subsidiary’s noncontrolling interest. Market trading prices for the noncontrolling
interest shares in the weeks before and after the acquisition provide an objective measure of
their fair value. The fair value of these shares then becomes the initial basis for reporting the
noncontrolling interest in consolidated financial statements.

Acquirers frequently must pay a premium price per share to garner sufficient shares to en-
sure a controlling interest. A control premium, however, typically is needed only to acquire
sufficient shares to obtain a controlling interest. The remaining (noncontrolling interest)
shares no longer provide the added benefit of transferring control to the new owner, and, there-
fore, may sell at a price less than the shares that yielded control. Such control premiums are
properly included in the fair value of the controlling interest, but usually do not affect the fair
values of the remaining subsidiary shares. Therefore, separate independent valuations for the
controlling and noncontrolling interests are typically best for measuring the total fair value of
the subsidiary.

In the absence of fair value evidence based on market trades, firms must turn to less objec-
tive measures of noncontrolling interest fair value. For example, comparable investments may
be available to estimate fair value. Alternatively, valuation models based on subsidiary dis-
counted cash flows or residual income projections can be employed to estimate the acquisition-
date fair value of the noncontrolling interest. Finally, if a control premium is unlikely, the
consideration paid by the parent can be used to imply a fair value for the entire subsidiary.
The noncontrolling interest fair value is then simply measured as its percentage of this im-
plied subsidiary fair value.

Noncontrolling Interest Fair Value as Evidenced by Market Trades

In the majority of cases, direct evidence based on market activity in the outstanding subsidiary
shares (not owned by the parent) will provide the best measure of acquisition-date fair value
for the noncontrolling interest. For example, assume that Parker Corporation wished to acquire
9,000 of the 10,000 outstanding equity shares of Strong Company and projected substantial
synergies from the proposed acquisition. Parker estimated that a 100 percent acquisition was
not needed to extract these synergies. Also, Parker projected that financing more than a 90 per-
cent acquisition would be too costly.

Parker then offered all of Strong’s shareholders a premium price for up to 90 percent of the
outstanding shares. To induce a sufficient number of shareholders to sell, Parker needed to of-
fer $70 per share, even though the shares had been trading in the $59 to $61 range. During the
weeks following the acquisition, the 10 percent noncontrolling interest in Strong Company
continues to trade in the $59 to $61 range.

In this case, the $70 per share price paid by Parker does not appear representative of the fair
value of all the shares of Strong Company. The fact that the noncontrolling interest shares con-
tinue to trade around $60 per share indicates a $60,000 fair value for the 1,000 shares not
owned by Parker. Therefore, the valuation of the noncontrolling interest is best evidenced by
the traded fair value of Strong’s shares, not the price paid by Parker.

The $70 share price paid by Parker nonetheless represents a negotiated value for the
9,000 shares. In the absence of any evidence to the contrary, Parker’s shares have a fair value
of $630,000 incorporating the additional value Parker expects to extract from synergies with
Strong. Thus the fair value of Strong is measured as the sum of the respective fair values of the
controlling and noncontrolling interests as follows:

Fair value of controlling interest ($70 X 9,000 shares) ................. $630,000
Fair value of noncontrolling interest ($60 X 1,000 shares) .............. 60,000
Total acquisition-date fair value of Strong Company .. ............... $690,000

At the acquisition date, Parker assessed the total fair value of Strong’s net identifiable assets
at $600,000. Therefore, we compute goodwill as the excess of the total fair value of the firm
over the sum of the fair values of the identifiable net assets as follows:
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Total acquisition-date fair value of Strong Company . .................. $690,000
Fair value of net identifiable net assets acquired .. ................... 600,000
Goodwill .. $ 90,000

Allocating Acquired Goodwill to the Controlling and Noncontrolling Interests To provide
a basis for potential future allocations of goodwill impairment charges, acquisition-date good-
will should be apportioned across the controlling and noncontrolling interests. The parent first
allocates goodwill to its controlling interest for the excess of the fair value of the parent’s
equity interest over its share of the fair value of the net identifiable assets. Any remaining
goodwill is then attributed to the noncontrolling interest. As a result, goodwill allocated to the
controlling and noncontrolling interests will not always be proportional to the percentages
owned. Continuing the Parker and Strong example, all of the acquisition goodwill is allocated
to the controlling interest as follows:

Controlling Noncontrolling
Interest Interest
Fair value at acquisitiondate ................... $630,000 $60,000
Relative fair value of identifiable net
assets acquired (90% and 10%) .. .............. 540,000 60,000
GoodWwill . oo $ 90,000 -0-

In the unlikely event that the noncontrolling interest’s proportionate share of the subsidiary’s
net asset fair values exceeds its total fair value, such an excess would serve to reduce the
goodwill recognized by the parent. For example, if Strong’s 10 percent noncontrolling inter-
est had a fair value of $55,000, Strong’s total fair value would equal $685,000, and goodwill
(all allocated to the controlling interest) would decrease to $85,000. Alternatively, if Strong’s
10 percent noncontrolling interest had a fair value of $70,000, Strong’s total fair value would
equal $700,000. In this case, goodwill would equal $100,000 with $90,000 allocated to the
controlling interest and $10,000 allocated to the noncontrolling interest. Finally, if the total
fair value of the acquired firm is less than the collective sum of its net identifiable assets, a
bargain purchase occurs. In such rare combinations, the parent recognizes the entire gain on
bargain purchase in current income. In no case is any amount of the gain allocated to the non-
controlling interest.

Noncontrolling Interest Fair Value Implied by Parent’s
Consideration Transferred

In other cases, especially when a large percentage of the acquiree’s voting stock is purchased,
the consideration paid by the parent may be reflective of the acquiree’s total fair value. For ex-
ample, again assume Parker pays $70 per share for 9,000 shares of Strong Company repre-
senting a 90 percent equity interest. Also assume that the remaining 1,000 noncontrolling
interest shares are not actively traded. If there was no compelling evidence that the $70 acqui-
sition price was not representative of all of Strong’s 10,000 shares, then it appears reasonable
to estimate the fair value of the 10 percent noncontrolling interest using the price paid by
Parker. The total fair value of Strong Company is then estimated at $700,000 and allocated as
follows:

Fair value of controlling interest ($70 X 9,000 shares) . ... ............. $630,000
Fair value of noncontrolling interest ($70 X 1,000 shares) .. ............ 70,000
Total fair value of Strong Company . .............. .. ... ......... $700,000

Note that in this case, because the price per share paid by the parent equals the noncontrolling
interest per share fair value, goodwill is recognized proportionately across the two ownership
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groups. Assuming again that the collective fair value of Strong’s net identifiable assets equals
$600,000, goodwill is recognized and allocated as follows:

Controlling  Noncontrolling

Interest Interest

Fair value at acquisitiondate .. ....................... $630,000 $70,000
Relative fair value of net assets acquired (90% and 10%) . . . 540,000 60,000
Goodwill . .. $ 90,000 $10,000

ALLOCATING THE SUBSIDIARY’S NET INCOME TO THE PARENT
AND NONCONTROLLING INTERESTS

LO4

Allocate consolidated net
income across the controlling
and noncontrolling interests.

Subsequent to acquisition, the subsidiary’s net income must be allocated to its owners—the
parent company and the noncontrolling interest—to properly measure their respective equity
in the consolidated entity. Although current accounting standards require that net income and
comprehensive income be attributed to the parent and the noncontrolling interest, they do not
provide detailed guidance for making that attribution. Thus it is possible that certain acquired
subsidiary assets may not benefit the parent and noncontrolling interest in a manner propor-
tional to their interests. Nonetheless, we expect that such nonproportional benefits will be the
exception rather than the rule.

In this text we will assume in all cases that the relative ownership percentages of the parent
and noncontrolling interest represent an appropriate basis for attributing all elements (includ-
ing excess acquisition-date fair-value amortizations for identifiable assets and liabilities) of a
subsidiary’s income across the ownership groups. Including the excess fair-value amortiza-
tions is based on the assumption that the noncontrolling interest represents equity in the sub-
sidiary’s net assets as remeasured on the acquisition date.

To illustrate, again assume that Parker acquires 90 percent of Strong Company. Further as-
sume that $30,000 of annual excess fair-value amortization results from increasing Strong’s
acquisition-date book values to fair values. If Strong reports revenues of $280,000 and ex-
penses of $200,000 based on its internal book values, then the noncontrolling interest share of
Strong’s income can be computed as follows:

Noncontrolling Interest in Strong Company Net Income

REVENUES . . o oo $280,000
EXpenses . . ... 200,000
Subsidiary Strong netincome . ... ... $ 80,000
Excess acquisition-date fair-value amortization . .. ............ 30,000

Net income adjusted for excess amortizations ........... $ 50,000

Noncontrolling interest percentage . . .. ................ 10%
Noncontrolling interest share of subsidiary net income . ....... $ 5,000

As a procedural matter, the $5,000 noncontrolling interest in the subsidiary net income is then
simply subtracted from the combined entity’s consolidated net income to derive the parent’s in-
terest in consolidated net income. Note that the noncontrolling shareholders have a 10 percent
interest in the subsidiary company, but no interest in the parent firm.

PARTIAL OWNERSHIP CONSOLIDATIONS (ACQUISITION METHOD)

LO5

Identify and calculate the four
noncontrolling interest figures
that must be included within
the consolidation process and
prepare a consolidation work-
sheet in the presence of a non-
controlling interest.

Having reviewed the basic concepts underlying the acquisition method of accounting for a
noncontrolling interest, we now concentrate on the mechanical aspects of the consolidation
process when an outside ownership is present. More specifically, we examine consolidations
for time periods subsequent to the date of acquisition to analyze the full range of accounting
complexities created by a noncontrolling interest. As indicated previously, this discussion cen-
ters on the acquisition method as required under generally accepted accounting principles.



Discussion Question

In considering its proposed statement of financial accounting standards on business combi-
nations, the FASB received numerous comment letters. Many of these letters addressed the
FASB's proposed adoption of the economic unit concept as a valuation basis for less-than-
100 percent acquisitions. A sampling of these letters includes the following observations:

Bob Laux, Microsoft: Microsoft agrees with the Board that the principles underlying
standards should strive to reflect the underlying economics of transactions and
events. However, we do not believe the Board’s conclusion that recognizing the
entire economic value of the acquiree, regardless of the ownership interest in the
acquiree at the acquisition date, reflects the underlying economics.

Patricia A. Little, Ford Motor Company: We agree that recognizing 100 percent of the
fair value of the acquiree is appropriate. We believe that this is crucial in erasing
anomalies which were created when only the incremental ownership acquired was
fair valued and the minority interest was reflected at its carryover basis.

Sharilyn Gasaway, Alltell Corporation: One of the underlying principles . . . is that the
acquirer should measure and recognize the fair value of the acquiree as a whole. If
100 percent of the ownership interests are acquired, measuring and recognizing 100 per-
cent of the fair value is both appropriate and informative. However, if less than 100 per-
cent of the ownership interests are acquired, recognizing the fair value of 100 percent
of the business acquired is not representative of the value actually acquired. In the
instance in which certain minority owners retain their ownership interest, recognizing
the fair value of the minority interest does not provide sufficient benefit to financial
statement users to justify the additional cost incurred to calculate that fair value.

PricewaterhouseCoopers: \We agree that the noncontrolling interest should be recorded
at its fair value when it is initially recorded in the consolidated financial statements. As
such, when control is obtained in a single step, the acquirer would record 100 percent of
the fair value of the assets acquired (including goodwill) and liabilities assumed.

Loretta Cangialosi, Pfizer: While we understand the motivation of the FASB to account
for all elements of the acquisition transaction at fair value, we are deeply concerned
about the practice issues that will result. The heavy reliance on expected value tech-
niques, use of the hypothetical market participants, the lack of observable markets,
and the obligation to affix values to “possible” and even “remote” scenarios, among
other requirements, will all conspire to create a standard that will likely prove to be
nonoperational, unauditable, representationally unfaithful, abuse-prone, costly, and
of limited (and perhaps negative) shareholder value.

Do you think the FASB made the correct decision in requiring consolidated financial state-
ments to recognize all subsidiary’s assets and liabilities at fair value regardless of the per-
centage ownership acquired by the parent?

The acquisition method focuses on incorporating in the consolidated financial statements
100 percent of the subsidiary’s assets and liabilities at their acquisition-date fair values. Note
that subsequent to acquisition, changes in fair values for assets and liabilities are not recog-
nized.3 Instead, the subsidiary assets acquired and liabilities assumed are reflected in future
consolidated financial statements using their acquisition-date fair values net of subsequent
amortizations (or possibly reduced for impairment).

The presence of a noncontrolling interest does not dramatically alter the consolidation pro-
cedures presented in Chapter 3. The unamortized balance of the acquisition-date fair-value al-
location must still be computed and included within the consolidated totals. Excess fair-value

3 Exceptions common to all firms (whether subject to consolidation or not) include recognizing changing fair
values for marketable equity securities and other financial instruments.
145
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EXHIBIT 4.2
Subsidiary Accounts—
Date of Acquisition

PAWN COMPANY
Account Balances
January 1, 2011

Book Value Fair Value Differences
Currentassets . .. ... $ 440,000 $ 440,000 —0-
Trademarks (indefinite life) ............... 260,000 320,000 $ 60,000
Patented technology (20-year life) . ... .. .. .. 480,000 600,000 120,000
Equipment (10-year life) . ................ 110,000 100,000 (10,000)
Long-term liabilities (8 years to maturity) . . . . . (550,000) (510,000) 40,000
Netassets . ........................... $ 740,000 $ 950,000 $210,000
Commonstock .. ...................... $(230,000)
Retained earnings, 1/1/11 . ............ ... (510,000)

Note: Parentheses indicate a credit balance.

amortization expenses of these allocations are recognized each year as appropriate. Recipro-
cal balances are eliminated. Beyond these basic steps, the valuation and recognition of four
noncontrolling interest balances add a new dimension to the process of consolidating financial
information. The parent company must determine and then enter each of these figures when
constructing a worksheet:

» Noncontrolling interest in the subsidiary as of the beginning of the current year.

* Noncontrolling interest in the subsidiary’s current year income.

* Noncontrolling interest in the subsidiary’s dividend payments.

* Noncontrolling interest as of the end of the year (found by combining the three balances above).

To illustrate, assume that King Company acquires 80 percent of Pawn Company’s 100,000
outstanding voting shares on January 1, 2011, for $9.75 per share or a total of $780,000 cash
consideration. Further assume that the 20 percent noncontrolling interest shares traded both
before and after the acquisition date at an average of $9.75 per share. The total fair value of
Pawn to be used initially in consolidation is thus as follows:

Consideration transferred by King ($9.75 X 80,000 shares) ........... $780,000
Noncontrolling interest fair value ($9.75 X 20,000 shares) ............ 195,000
Pawn’s total fair value at January 1, 2011 ........... .. ... ......... $975,000

Exhibit 4.2 presents the book value of Pawn’s accounts as well as the fair value of each asset
and liability on the acquisition date. Pawn’s total fair value is attributed to Pawn’s assets and
liabilities as shown in Exhibit 4.3. Annual amortization relating to these allocations also is in-
cluded in this schedule. Although expense figures are computed for only the initial years,
some amount of amortization is recognized in each of the 20 years following the acquisition
(the life assumed for the patented technology).

Exhibit 4.3 shows first that all identifiable assets acquired and liabilities assumed are ad-
justed to their full individual fair values at the acquisition date. The noncontrolling interest will
share proportionately in these fair-value adjustments. Exhibit 4.3 also shows that any excess fair
value not attributable to Pawn’s identifiable net assets is assigned to goodwill. Because the con-
trolling and noncontrolling interests’ acquisition-date fair values are identical at $9.75 per
share, the resulting goodwill is allocated proportionately across these ownership interests.

Consolidated financial statements will be produced for the year ending December 31,
2012. This date is arbitrary. Any time period subsequent to 2011 could serve to demonstrate
the applicable consolidation procedures. Having already calculated the acquisition-date fair-
value allocations and related amortization, the accountant can construct a consolidation of
these two companies along the lines demonstrated in Chapter 3. Only the presence of the
20 percent noncontrolling interest alters this process.
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KING COMPANY AND 80% OWNED SUBSIDIARY PAWN COMPANY
Fair-Value Allocation and Amortization
January 1, 2011

Estimated Annual Excess
Allocation Life (years) Amortizations
Pawn’s acquisition-date fair value (100%) . . . . $975,000
Pawn'’s acquisition date book value (100%) . . (740,000)
Fair value in excess of book value .......... $235,000
Adjustments (100%) to
Trademarks (indefinite life) .. .......... $ 60,000 indefinite -0-
Patented technology (20-year life) . ... .. 120,000 20 6,000
Equipment (10-year life) . . ............ (10,000) 10 (1,000)
Long-term liabilities (8 years to maturity) . 40,000 8 5,000
Goodwill (indefinite life) ................. $ 25,000 indefinite -0—
Annual amortizations of excess fair value
over book value (initial years) . . .......... $ 10,000

Goodwill Allocation to the Controlling and Noncontrolling Interests

Controlling  Noncontrolling

Interest Interest Total
Fair value at acquisition date .. ............ $780,000 $195,000 $975,000
Relative fair value of Pawn’s identifiable
net assets (80% and 20%) .............. 760,000 190,000 950,000
Goodwill .. ... ... $ 20,000 $ 5,000 $ 25,000

To complete the information needed for this combination, assume that Pawn Company re-
ports the following changes in retained earnings since King’s acquisition:

Current year (2012)

Net iNCoOMe . . oo $ 90,000
Less: Dividends paid .. ... . . (50,000)
Increase in retained earnings . .. ... ... .. $ 40,000

Prior years (only 2011 in this illustration):
Increase in retained arnNings . .. ... .. $ 70,000

Assuming that King Company applies the equity method, the Investment in Pawn Company
account as of December 31, 2012, can be constructed as shown in Exhibit 4.4. Note that the
$852,000 balance is computed based on applying King’s 80 percent ownership to Pawn’s in-
come (less amortization) and dividends. Although 100 percent of the subsidiary’s assets and
liabilities will be combined in consolidation, the internal accounting for King’s investment in
Pawn is based on its 80 percent ownership. This technique facilitates worksheet adjustments
that allocate various amounts to the noncontrolling interest. Exhibit 4.5 presents the separate
financial statements for these two companies as of December 31, 2012, and the year then
ended, based on the information provided.

Consolidated Totals

Although the inclusion of a 20 percent outside ownership complicates the consolidation
process, the 2012 totals to be reported by this business combination can nonetheless be deter-
mined without the use of a worksheet:

* Revenues = $1,340,000. The revenues of the parent and the subsidiary are added together.
The acquisition method includes the subsidiary’s revenues in total although King owns only
80 percent of the stock.
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EXHIBIT 4.4
Equity Method
Investment Balance

KING COMPANY
Investment in Pawn Company
Equity Method
December 31, 2012

Acquisition price for 80% interest .. ............. . ... ... $780,000
Prior year (2011):

Increase in retained earnings (80% X $70,000) ............ $56,000

Excess amortization expenses (80% X $10,000) (Exhibit 4.3) . . (8,000) 48,000
Current year (2012):

Income accrual (80% X $90,000) . ..................... 72,000

Excess amortization expense (80% X $10,000) (Exhibit 4.3) . . . (8,000)

Equity in subsidiary earnings .. ... .. ... 64,000*

Dividends received (80% X $50,000) .. .................. (40,000) 24,000

Balance, 12/31/12 .. .. . . . . . $852,000

*This figure appears in King’s 2012 income statement. See Exhibit 4.5.

EXHIBIT 4'5 . KING COMPANY AND PAWN COMPANY
Separate Financial . )
Records Separate Financial Statements
For December 31, 2012, and the Year Then Ended
King Pawn
ReVeNUES . . . . . ... $ (910,000) $ (430,000)
Costofgoodssold . ......... ... .. ... ... ... ... ... 344,000 200,000
Depreciation expense . ......... ... 60,000 20,000
Amortization expense . .. ... ... 100,000 75,000
Interest expense ... ... 70,000 45,000
Equity in subsidiary earnings (see Exhibit4.4) . ............ (64,000) -0-
Netincome . ........ ... .. .. $ (400,000) $ (90,000)
Retained earnings, 1/1/12 .. ... ... .. . . $ (860,000) $ (580,000)
Net income (above) .. ... ... .. ... ... ... ... ....... (400,000) (90,000)
Dividendspaid . . ... ... . .. ... 60,000 50,000
Retained earnings, 12/31/12 .. ..................... $(1,200,000) $ (620,000)
Current assets . ... ... $ 726,000 $ 445,000
Trademarks . ... ... ... 304,000 295,000
Patented technology . ...... ... ... ... .. ... ... .. .... 880,000 540,000
Equipment(net) . .. ... ... . 390,000 160,000
Investment in Pawn Company (see Exhibit4.4) ........... 852,000 -0-
Totalassets .. ... ... ... $ 3,152,000 $ 1,440,000
Long-term liabilities .. .......... .. ... .. ... .. .. ... ... $(1,082,000) $ (590,000)
Common Stock . . ... (870,000) (230,000)
Retained earnings, 12/31/12 ... ... .. .. ... .. ... .... (1,200,000) (620,000)

Total liabilities and equities . ... ..................... $(3,152,000) $(1,440,000)
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Cost of Goods Sold = $544,000. The parent and subsidiary balances are added together.

Depreciation Expense = $79,000. The parent and subsidiary balances are added together
along with the $1,000 reduction in equipment depreciation as indicated in Exhibit 4.3.

Amortization Expense = $181,000. The parent and subsidiary balances are added together
along with the $6,000 additional patented technology amortization expense as indicated in
Exhibit 4.3.

Interest Expense = $120,000. The parent and subsidiary balances are added along with an
additional $5,000. Exhibit 4.3 shows Pawn’s long-term debt reduced by $40,000 to fair
value. Because the maturity value remains constant, the $40,000 represents a discount
amortized to interest expense over the remaining eight-year life of the debt.

Equity in Subsidiary Earnings = —0—. The parent’s investment income is eliminated so
that the subsidiary’s revenues and expenses can be included in the consolidated totals.

Consolidated Net Income = $416,000. The consolidated entity’s total earnings before allo-
cation to the controlling and noncontrolling ownership interests.

Noncontrolling Interest in Subsidiary’s Income = $16,000. The outside owners are as-
signed 20 percent of Pawn’s reported income of $90,000 less $10,000 total excess fair-value
amortization. The acquisition method shows this amount as an allocation of consolidated
net income.

Net Income to Controlling Interest = $400,000. The acquisition method shows this amount
as an allocation of consolidated net income.

Retained Earnings, 1/1 = $860,000. The parent company figure equals the consolidated
total because the equity method was applied. If the initial value method or the partial
equity method had been used, the parent’s balance would require adjustment to include any
unrecorded figures.

Dividends Paid = $60,000. Only the parent company balance is reported. Eighty percent
of the subsidiary’s payments were made to the parent and are eliminated. The remaining
distribution was made to the outside owners and serves to reduce the noncontrolling inter-
est balance.

Retained Earnings, 12/31 = $1,200,000. The balance is found by adding the control-
ling interest’s share of consolidated net income to the beginning Retained Earnings bal-
ance and then subtracting the dividends paid to the controlling interest. Because the
equity method is utilized, the parent company figure reflects the total for the business
combination.

Current Assets = $1,171,000. The parent’s and subsidiary’s book values are added.
Trademarks = $659,000. The parent’s book value is added to the subsidiary’s book value
plus the $60,000 allocation of the acquisition-date fair value (see Exhibit 4.3).

Patented Technology = $1,528,000. The parent’s book value is added to the subsidiary’s
book value plus the $120,000 excess fair-value allocation less two years’ excess amortiza-
tions of $6,000 per year (see Exhibit 4.3).

Equipment = $542,000. The parent’s book value is added to the subsidiary’s book value
less the $10,000 acquisition-date fair-value reduction plus two years’ expense reductions of
$1,000 per year (see Exhibit 4.3).

Investment in Pawn Company = —0—. The balance reported by the parent is eliminated so
that the subsidiary’s assets and liabilities can be included in the consolidated totals.
Goodwill = $25,000. The original allocation shown in Exhibit 4.3 is reported.

Total Assets = $3,925,000. This balance is a summation of the consolidated assets.
Long-Term Liabilities = $1,642,000. The parent’s book value is added to the subsidiary’s
book value less the $40,000 acquisition-date fair-value allocation net of two years’ amorti-
zations of $5,000 per year (see Exhibit 4.3).

Noncontrolling Interest in Subsidiary = $213,000. The outside ownership is 20 percent of
the subsidiary’s year-end book value adjusted for any unamortized excess fair value attrib-
uted to the noncontrolling interest:
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Noncontrolling interest at 1/1/12
20% of $810,000 beginning book value—common stock

plus 1/1/12 retained arnings . ... ..ot $162,000
20% of unamortized excess fair-value allocationsasof 1/1 ............ ... 45,000
Noncontrolling interest in subsidiary’s income (from prior page) ............. 16,000
Dividends paid to noncontrolling interest (20% of $50,000 total) . ........... (10,000)
Noncontrolling interest at 12/31/12 ... ... ... . ... ... ... ... ... ... ...... $213,000

* Common Stock = $870,000. Only the parent’s balance is reported.
* Retained Earnings, 12/31 = $1,200,000. Computed on prior page.

 Total Liabilities and Equities = $3,925,000. This total is a summation of consolidated lia-
bilities, noncontrolling interest, and equities.

Alternative Calculation of Noncontrolling Interest at December 31, 2012

The acquisition method requires that the noncontrolling interest be measured at fair value at
the date of acquisition. Subsequent to acquisition, however, the noncontrolling interest value
is adjusted for its share of subsidiary income, excess fair-value amortizations, and dividends.
The following schedule demonstrates how the noncontrolling interest’s acquisition-date fair
value is adjusted to show the ending consolidated balance sheet amount.

Fair value of 20% noncontrolling interest at acquisition date . ....... $195,000
20% of $70,000 change in Pawn’s 2011 retained earnings . ... .. .. 14,000
20% of excess fair-value amortizations ... .................... (2,000) 12,000
2012 income allocation (20% X [90,000 — 10,000]) .............. 16,000
2012 dividends (20% X $50,000) . .......... ... .. ... ... ... ... (10,000)
Noncontrolling interest at December 31,2012 .. ................. $213,000

As can be seen in the above schedule, the fair-value principle applies only to the initial non-
controlling interest valuation.

Worksheet Process—Acquisition Method

The consolidated totals for King and Pawn also can be determined by means of a worksheet as
shown in Exhibit 4.6. Comparing this example with Exhibit 3.7 in Chapter 3 indicates that the
presence of a noncontrolling interest does not create a significant number of changes in the
consolidation procedures.

The worksheet still includes elimination of the subsidiary’s stockholders’ equity ac-

counts (Entry S) although, as explained next, this entry is expanded to record the beginning
noncontrolling interest for the year. The second worksheet entry (Entry A) recognizes the
excess acquisition-date fair-value allocations at January 1 after one year of amortization
with an additional adjustment to the beginning noncontrolling interest. Intra-entity income
as well as dividend payments are removed also (Entries I and D) while current-year excess
amortization expenses are recognized (Entry E). The differences with the Chapter 3 illus-
trations relate exclusively to the recognition of the three components of the noncontrolling
interest. In addition, a separate Noncontrolling Interest column is added to the worksheet
to accumulate these components to form the year-end figure to be reported on the consol-
idated balance sheet.
Noncontrolling Interest—Beginning of Year Under the acquisition method, the noncontrol-
ling interest shares proportionately in the fair values of the subsidiary’s net identifiable assets
as adjusted for excess fair-value amortizations. On the consolidated worksheet, this total net
fair value is represented by two components:

1. Pawn’s stockholders’ equity accounts (common stock and beginning Retained Earnings) in-
dicate a January 1, 2012, book value of $810,000.

2. The January 1, 2012, acquisition-date fair-value net of previous year’s amortizations (in this
case 2011 only).
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Consolidation: Acquisition Method
Investment: Equity Method

KING COMPANY AND PAWN COMPANY

Consolidation Worksheet

For Year Ending December 31, 2012

Ownership: 80%

Consolidation Entries

King Pawn Noncontrolling | Consolidated

Accounts Company* Company* Debit Credit Interest Totals
Revenues (910,000) (430,000) (1,340,000)
Cost of goods sold 344,000 200,000 544,000
Depreciation expense 60,000 20,000 (E) 1,000 79,000
Amortization expense 100,000 75,000 (E) 6,000 181,000
Interest expense 70,000 45,000 (E) 5,000 120,000
Equity in Pawn’s earnings

(see Exhibit 4.4) (64,000) -0 () 64,000 -0-
Separate company net income (400,000) (90,000)
Consolidated net income (416,000)
Noncontrolling interest

in Pawn income (16,000) 16,000
Net income to controlling interest (400,000)
Retained earnings, 1/1 (860,000) (580,000) (S) 580,000 (860,000)
Net income (above) (400,000) (90,000) (400,000)
Dividends paid 60,000 50,000 (D) 40,000 10,000 60,000
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000)
Current assets 726,000 445,000 1,171,000
Trademarks 304,000 295,000 (A) 60,000 659,000
Patented technology 880,000 540,000 (A) 114,000 | (E) 6,000 1,528,000
Equipment (net) 390,000 160,000 (E) 1,000 | (A) 9,000 542,000
Investment in Pawn Company 852,000 -0- (D) 40,000 | (S) 648,000 -0-
(see Exhibit 4.4) (A) 180,000

() 64,000
Goodwill -0- -0- (A) 25,000 25,000
Total assets 3,152,000 1,440,000 3,925,000
Long-term liabilities (1,082,000) (590,000) (A) 35,000 | (E) 5,000 (1,642,000)
Common stock (870,000) (230,000) (S) 230,000 (870,000)
(S) 162,000

Noncontrolling interest in Pawn 1/1 (A) 45,000 (207,000)
Noncontrolling interest in Pawn 12/31 213,000 (213,000)
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000)
Total liabilities and equities (3,152,000) |((1,440,000) 1,160,000 1,160,000 (3,925,000)

*See Exhibit 4.5.
Note: parentheses indicate credit balances.
Consolidation entries:

(S) Elimination of subsidiary’s stockholders’ equity along with recognition of January 1 noncontrolling interest.
Allocation of subsidiary total fair value in excess of book value, unamortized balances as of January 1.

(A)

(I)  Elimination of intra-entity income (equity accrual less amortization expenses).

D)

Elimination of intra-entity dividend payments.
(E) Recognition of amortization expenses of fair-value allocations.

Therefore, the January 1, 2012, balance of the 20 percent outside ownership is computed as
follows:

20% % $810,000 subsidiary book value at 1/1/12
20% X $225,000 unamortized excess fair-value allocation at 1/1/12

1/1/12 Noncontrolling interest in Pawn

162,000
. 45,000

$207,000
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This balance is recognized on the worksheet through Entry S and Entry A:

Consolidation Entry S
Common Stock (Pawn) . ... ... .. .. 230,000
Retained Earnings, 1/1/12 (Pawn) .. ... .. .. 580,000

Investment in Pawn Company (80%) . .. ... 648,000

Noncontrolling Interest in Pawn Company, 1/1/12 (20%) . .......... 162,000
To eliminate beginning stockholders’ equity accounts of subsidiary along
with book value portion of investment (equal to 80 percent ownership).
Noncontrolling interest of 20 percent is also recognized.
Consolidation Entry A
Trademarks . ... 60,000
Patented technology . ..... ... ... . 114,000
Liabilities . ... 35,000
Goodwill . .. 25,000
Equipment . . ... 9,000
Investment in Pawn Company (80%) . ... ... 180,000
Noncontrolling Interest in Subsidiary, 1/1/12 (20%) .. ............. 45,000

To recognize unamortized excess fair value as of January 1, 2012, to
Pawn’s assets acquired and liabilities assumed in the combination. Also to
allocate the unamortized fair value to the noncontrolling interest. Goodwill
is attributable proportionately to controlling and noncontrolling interests.

The total $207,000 balance assigned here to the outside owners at the beginning of the year is
extended to the Noncontrolling Interest worksheet column (see Exhibit 4.6).
To complete the required worksheet adjustments, Entries I, D, and E are prepared as follows:

Consolidation Entry 1

Equity in Pawn’s earnings .. ..... ... 64,000
Investment in Pawn Company . ............. ... 64,000

To eliminate intra-entity income accrual comprising subsidiary income
less excess acquisition-date fair-value amortizations.

Consolidation Entry D

Investment in Pawn Company .. ........... ... 40,000
Dividends paid ... ... ... . ... 40,000

To eliminate intra-entity dividend payments.

Consolidation Entry E

AMOrtization eXPeNnSE . . .. .. 6,000

............................................. 5,000

Equipment (net) . . ... ... 1,000
Depreciation eXpense . . .. .. ... 1,000
Patented technology . ...... ... ... . . . .. ... ... 6,000
Long-term liabilities ... ... .. . .. ... 5,000

To recognize the current-income effects from excess acquisition-date
fair-value allocations over their expected remaining lives.

Interest expense
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Noncontrolling Interest—Current Year Income Exhibit 4.6 shows the noncontrolling inter-
est’s share of current year earnings is $16,000. The amount is based on the subsidiary’s
$90,000 income (Pawn Company column) less excess acquisition-date fair-value amortiza-
tions. Thus, King assigns $16,000 to the outside owners computed as follows:

Noncontrolling Interest in Pawn Company Net Income

Pawn Company netincome ......... .. ... ... ... .. ... $90,000
Excess acquisition-date fair-value amortization . .............. .. .. 10,000
Net income adjusted for excess amortizations . .............. $80,000
Noncontrolling interest percentage . . .. .................... 20%
Noncontrolling interest share of subsidiary net income ............ $16,000

In effect, 100 percent of each subsidiary revenue and expense account (including excess
acquisition-date fair-value amortizations) is consolidated with an accompanying 20 percent
allocation to the noncontrolling interest. The 80 percent net effect corresponds to King’s
ownership.

Because $16,000 of consolidated income accrues to the noncontrolling interest, this amount is
added to the $207,000 beginning balance assigned (in Entries S and A) to these outside owners.
The noncontrolling interest increases because the subsidiary generated a profit during the period.

Although we could record this allocation through an additional worksheet entry, the

$16,000 is usually shown, as in Exhibit 4.6, by means of a columnar adjustment. The current
year accrual is simultaneously entered in the Income Statement section of the consolidated
column as an allocation of consolidated net income and in the Noncontrolling Interest column
as an increase. This procedure assigns a portion of the combined earnings to the outside own-
ers rather than to the parent company owners.
Noncontrolling Interest—Dividend Payments The $40,000 dividend paid to the parent
company is eliminated routinely through Entry D, but the remainder of Pawn’s dividend was
paid to the noncontrolling interest. The impact of the dividend (20 percent of the subsidiary’s
total payment) distributed to the other owners must be acknowledged. As shown in Exhibit 4.6,
this remaining $10,000 is extended directly into the Noncontrolling Interest column on the
worksheet as a reduction. It represents the decrease in the underlying claim of the outside own-
ership that resulted from the subsidiary’s asset distribution.

Noncontrolling Interest—End of Year The ending assignment for these other owners is cal-
culated by a summation of

The beginning balance for theyear . ....... ... ... ... .. ... ... $207,000
Plus the appropriate share of the subsidiary’s current income . ....... 16,000
Less the dividends paid to the outside owners . .................. (10,000)
Noncontrolling interest end of year—credit balance . .............. $213,000

The Noncontrolling Interest column on the worksheet in Exhibit 4.6 accumulates these
figures. The $213,000 total is then transferred to the balance sheet, where it appears in the
consolidated statements.

Consolidated Financial Statements

Having successfully consolidated the information for King and Pawn, the resulting financial
statements for these two companies are produced in Exhibit 4.7. These figures are taken from
the consolidation worksheet.

Consolidated Financial Statement Presentations
of Noncontrolling Interest

Prior to current reporting requirements, the placement of the noncontrolling interest on the
consolidated balance sheet varied across reporting entities. Some firms reported their non-
controlling interests as “mezzanine” items between liabilities and equity. Others reported
noncontrolling interest as liabilities or as stockholders’ equity.

Noncontrolling interests in the equity of subsidiaries are now reported in the owners’ eq-
uity section of the consolidated statement of financial position. The amount should be clearly
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EXHIBIT 4.7
Consolidated Statements
with Noncontrolling
Interest—Acquisition
Method

KING COMPANY AND PAWN COMPANY
Consolidated Financial Statements

Income Statement
Year Ended December 31, 2012

REVENUES . . $1,340,000
Costof goods sold . ... ... (544,000)
Depreciation EXPENSE . . . . .. (79,000)
AMOrtization eXPENSE . . . . .o (181,000)
INtErest EXPENSE . . . o (120,000)
Consolidated netincome ... ... ... . ... $ 416,000

To noncontrolling interest . ... ... .. .. 16,000

To controlling interest ... ... ... . . $ 400,000

Statement of Changes in Owners’ Equity
Year Ended December 31, 2012

King Company Owners

Retained Common Noncontrolling

Earnings Stock Interest
Balance, January 1 ......... ... .. ... .. .. $ 860,000 $870,000 $ 207,000
Netincome ......... ... .. ... ... ...... 400,000 16,000
Less: Dividends . ........... ... . . ...... (60,000) (10,000)
Balance, December 31 . ................. $1,200,000 $870,000 $ 213,000

Statement of Financial Position
At December 31, 2012

Assets

CUIMENT @SSETS . o o ottt e e e e e $1,171,000
Trademarks . ... 659,000
Patented technology .. ... ... . .. 1,528,000
EQUIipmMeENnt (Ne) . . .o o 542,000
GoodWill . 25,000

Total @ssets .. .. $3,925,000

Liabilities
Long-term liabilities .. ... ... . ... $1,642,000
Owners’ Equity

Common stock—King ComMpPany . ... ...t 870,000
Noncontrolling interest in subsidiary .. ........ .. .. . .. .. 213,000
Retained €arnings . ... ... ... 1,200,000
Total liabilities and owners’ equity .. ........ . . ... $3,925,000

identified, labeled, and distinguished from the parent’s controlling interest in its subsidiaries.
Also consolidated net income (or loss) and each component of other comprehensive income
must be allocated to the controlling and noncontrolling interests.

Exhibit 4.7 shows first the consolidated statement of income. Consolidated net income
is computed at the combined entity level as $416,000 and then allocated to the noncontrol-
ling and controlling interests. The statement of changes in owners’ equity provides details
of the ownership changes for the year for both the controlling and noncontrolling interest
shareholders.* Finally, note the placement of the noncontrolling interest in the subsidiary’s
equity squarely in the consolidated owners’ equity section.

4 If appropriate, this statement of changes in owners’ equity would also provide an allocation of accumulated
other comprehensive income elements across the controlling and noncontrolling interests.
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ALTERNATIVE FAIR-VALUE SPECIFICATION—EVIDENCE
OF A CONTROL PREMIUM

LO7 To illustrate the valuation implications for an acquisition involving a control premium, again
Determine the effect on assume that King Company acquires 80 perc.ent of Pawn Company’s 100,000 outstanding
consolidated financial statements ~ voting shares on January 1, 2011. We also again assume that Pawn’s shares traded before the
of a control premium paid by acquisition date at an average of $9.75 per share. In this scenario, however, we assume that to
the parent. acquire sufficient shares to gain control King pays $11.00 per share or a total of $880,000

cash consideration for its 80 percent interest. King thus pays a control premium of $1.25
($11.00 — $9.75) per share to acquire Pawn. King anticipates that synergies with Pawn will
create additional value for King’s shareholders. Finally, following the acquisition, the remain-
ing 20 percent noncontrolling interest shares continue to trade at $9.75.

The total fair value of Pawn to be used initially in consolidation is thus recomputed as follows:

Consideration transferred by King ($11.00 X 80,000 shares) . ........... $ 880,000
Noncontrolling interest fair value ($9.75 X 20,000 shares) . . ............ 195,000
Pawn’s total fair value at January 1, 2011 ... ... . ... ... ... ........ $1,075,000

In keeping with the acquisition method’s requirement that identifiable assets acquired and
liabilities assumed be adjusted to fair value, King allocates Pawn’s total fair value as follows:

Fair value of Pawn at January 1, 2011 ................. $1,075,000
Book value of Pawn at January 1, 2011 ................ (740,000)
Fair value in excess of book value ... .................. $ 335,000
Adjustments to

Trademarks .. ... . $ 60,000

Patented technology .. ....... ... ... ... .. ... . ... 120,000

Equipment . ... ... (10,000)

Long-term liabilities . .. ....... ... .. ... .. . 40,000 210,000
Goodwill .. $ 125,000

Note that the identifiable assets acquired and liabilities assumed are again adjusted to their full
individual fair values at the acquisition date. Only the amount designated as goodwill is
changed to $125,000 from $25,000 in the original fair-value allocation example as shown in
Exhibit 4.3. In this case, King allocates $120,000 of the $125,000 total goodwill amount to its
own interest as follows:

Controlling Noncontrolling
Interest Interest Total
Fair value at acquisition date ............... $880,000 $195,000 $1,075,000
Relative fair value of Pawn’s net identifiable
assets (80% and 20%) . ................. 760,000 190,000 950,000
Goodwill ... ... $120,000 $ 5,000 $ 125,000

The initial acquisition-date fair value of $195,000 for the noncontrolling interest includes only
a $5,000 goodwill allocation from the combination. Because the parent paid an extra $1.25 per
share more than the fair value of the noncontrolling interest shares, more goodwill is allocated
to the parent.

Next we separate the familiar consolidated worksheet entry A into two components la-
beled A1 and A2. The A1 worksheet entry allocates the excess acquisition-date fair value to
the identifiable assets acquired and liabilities assumed (trademarks, patented technology,
equipment, and liabilities). Note that the relative ownership percentages of the parent and
noncontrolling interest (80 percent and 20 percent) provide the basis for allocating the net
$200,000 adjustment to the parent’s Investment account and the 1/1/12 balance of the non-
controlling interest.
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EXHIBIT 4.8 Consolidated Statements with Noncontrolling Interest—Acquisition Method, Parent Pays a Control Premium

KING COMPANY AND PAWN COMPANY
Consolidation Worksheet
For Year Ending December 31, 2012

. Consolidation Entries . .
King Pawn Noncontrolling | Consolidated
Accounts Company Company Debit Credit Interest Totals
Revenues (910,000) (430,000) (1,340,000)
Cost of goods sold 344,000 200,000 544,000
Depreciation expense 60,000 20,000 (E) 1,000 79,000
Amortization expense 100,000 75,000 (E) 6,000 181,000
Interest expense 70,000 45,000 (E) 5,000 120,000
Equity in Pawn’s earnings (64,000) -0- () 64,000 -0-
Separate company net income (400,000) (90,000)
Consolidated net income (416,000)
Noncontrolling interest
in Pawn income (16,000) 16,000
Net income to controlling interest W
Retained earnings, 1/1 (860,000) (580,000) (S) 580,000 (860,000)
Net income (above) (400,000) (90,000) (400,000)
Dividends paid 60,000 50,000 (D) 40,000 10,000 60,000
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000)
Current assets 626,000 445,000 1,071,000
Trademarks 304,000 295,000 (A1) 60,000 659,000
Patented technology 880,000 540,000 (A1) 114,000 | (E) 6,000 1,528,000
Equipment (net) 390,000 160,000 (E) 1,000 | (A1) 9,000 542,000
Investment in Pawn Company 952,000 -0- (D) 40,000 | (S) 648,000 -0-
(A1) 160,000
(A2) 120,000
() 64,000
Goodwill -0- -0- [(A2) 125,000 125,000
Total assets 3,152,000 1,440,000 3,925,000
Long-term liabilities (1,082,000) (590,000) (A1) 35,000 | (E) 5,000 (1,642,000)
Common stock (870,000) (230,000) (S) 230,000 (870,000)
Noncontrolling interest in Pawn 1/1 (S) 162,000
(A1) 40,000
(A2) 5,000 (207,000)
Noncontrolling interest in Pawn 12/31 213,000 (213,000)
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000)
Total liabilities and equities (3,152,000) |(1,440,000) 1,260,000 1,260,000 (3,925,000)

Consolidation entries:
(S) Elimination of subsidiary’s stockholders’ equity along with recognition of January 1 noncontrolling interest.
(A1) Allocation of subsidiary identifiable net asset fair value in excess of book value, unamortized balances as of January 1.
(A2) Allocation of goodwill to parent and noncontrolling interest.
(I)  Elimination of intra-entity income (equity accrual less amortization expenses).
(D) Elimination of intra-entity dividend payments.
(E) Recognition of amortization expenses of fair-value allocations.

Next, consolidated worksheet entry A2 provides the recognition and allocation of the good-
will balance taking into account the differing per share prices of the parent’s consideration
transferred and the noncontrolling interest fair value. Note that the presence of a control pre-
mium affects primarily the parents’ shares, and thus goodwill is disproportionately (relative to
the ownership percentages) allocated to the controlling and noncontrolling interests. Exhibit 4.8
shows the consolidated worksheet for this extension to the King and Pawn example.
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Consolidation Entry A1

Trademarks . ... 60,000

Patented Technology ... ... ... ... . . . . . ... 114,000

Liabilities . . ... 35,000
Equipment . . ... 9,000
Investment in Pawn Company (80%) . ............. ... 160,000
Noncontrolling Interest in Subsidiary 1/1/12 (20%) ... ............. 40,000

Consolidation Entry A2

GoodWill .. o 125,000
Investment in Pawn Company . ............ .. 120,000
Noncontrolling Interest in Subsidiary 1/1/12 ..................... 5,000

The worksheet calculates the December 31, 2012, noncontrolling balance as follows:

Pawn January 1, 2012: 20% book value . ....... ... ... ... ... ......... $162,000
January 1, 2012: 20% excess fair-value allocation for Pawn’s net
identifiable assets ($200,000 X 20%) + $5,000 goodwill allocation . .. 45,000
Noncontrolling interest at January 1,2012 . ........ ... ... ... ....... $207,000
2012 Pawn income allocation .. ... . .. ... 16,000
Noncontrolling interest share of Pawn dividends .. .................... (10,000)
December 31, 2012, balance . .. ... ... . . . ... $213,000

Note that the $45,000 January 1 excess fair-value allocation to the noncontrolling interest in-
cludes the noncontrolling interest’s full share of the identifiable assets acquired and liabilities
assumed in the combination but only $5,000 for goodwill. Because King Company paid a
$100,000 control premium (80,000 shares X $1.25), the additional $100,000 is allocated en-
tirely to the controlling interest.

By comparing Exhibits 4.6 and 4.8 we can assess the effect of the separate acquisition-date
valuations for the controlling and noncontrolling interests. As seen below, the presence of
King’s control premium affects the goodwill component in the consolidated financial state-
ments and little else.

Exhibit 4.6 Exhibit 4.8 Difference
On King’s Separate Financial Statements
Current @ssets . ... $ 726,000 $ 626,000 — $100,000
Investmentin Pawn . .............. .. ..... $ 852,000 $ 952,000 + $100,000
On the Consolidated Balances
Currentassets . ............ ... .. $1,171,000 $1,071,000 — $100,000
Goodwill . ... $ 25,000 $ 125,000 + $100,000

Because King paid an additional $100,000 for its 80 percent interest in Pawn, the initial value
assigned to the Investment account increases and current assets (i.e., additional cash paid for
the acquisition) decreases by $100,000. The extra $100,000 then simply increases goodwill on
the consolidated balance sheet. Note that the noncontrolling interest fair value remains un-
changed at $213,000 across Exhibits 4.6 and 4.8.
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Effects Created by Alternative Investment Methods

In the King and Pawn illustrations, the parent uses the equity method and bases all worksheet
entries on that approach. As discussed in Chapter 3, had King incorporated the initial value
method or the partial equity method, a few specific changes in the consolidation process
would be required although the reported figures would be identical.

Initial Value Method

Because it employs a cash basis for income recognition, the initial value method ignores two
accrual-based adjustments. First, the parent recognizes dividend income rather than an equity
income accrual. Thus, the parent does not accrue the percentage of the subsidiary’s income
earned in past years in excess of dividends (the increase in subsidiary retained earnings). Sec-
ond, the parent does not record amortization expense under the initial value method and there-
fore must include it in the consolidation process if proper totals are to be achieved. Because
neither of these figures is recognized in applying the initial value method, an Entry *C is
added to the worksheet to convert the previously recorded balances to the equity method. The
parent’s beginning Retained Earnings is affected by this adjustment as well as the Investment
in Subsidiary account. The exact amount is computed as follows.

Conversion to Equity Method from Initial Value Method (Entry *C)
Combine:

1. The increase (since acquisition) in the subsidiary’s retained earnings during past years (in-
come less dividends) times the parent’s ownership percentage, and

2. The parent’s percentage of total amortization expense for these same past years.

The parent’s use of the initial value method requires an additional procedural change. Under
this method, the parent recognizes income from its subsidiary only when it receives a dividend.
Entry (I) removes both intra-entity dividend income and subsidiary dividends paid to the par-
ent. Thus, when the initial value method is used, Entry D is unnecessary.

Partial Equity Method

Again, an Entry *C is needed to convert the parent’s retained earnings as of January 1 to the
equity method. In this case, however, only the amortization expense for the prior years must
be included. Under the partial equity method, the income accrual is appropriately recognized
each period by the parent company so that no further adjustment is necessary.

REVENUE AND EXPENSE REPORTING FOR MIDYEAR ACQUISITIONS

LO8

Understand the impact on
consolidated financial statements
of a midyear acquisition.

In virtually all of our previous examples, the parent gains control of the subsidiary on the first
day of the fiscal year. How is the consolidation process affected if an acquisition occurs on a
midyear (any other than the first day of the fiscal year) date?

When a company gains control at a midyear date, a few obvious changes are needed. The
new parent must compute the subsidiary’s book value as of that date to determine excess total
fair value over book value allocations (e.g., intangibles). Excess amortization expenses as well
as any equity accrual and dividend collections are recognized for a period of less than a year.
Finally, because only income earned by the subsidiary after the acquisition date accrues to the
new owners, it is appropriate to include only postacquisition revenues and expenses in con-
solidated totals.

Consolidating Postacquisition Subsidiary Revenue and Expenses

Following a midyear acquisition, a parent company excludes current year subsidiary revenue
and expense amounts that have accrued prior to the acquisition date from its consolidated to-
tals. For example, when Comcast acquired AT&T Broadband, its December 31 year-end in-
come statement included AT&T Broadband revenues and expenses only subsequent to the
acquisition date. Comcast reported $8.1 billion in revenues that year. However, in a pro forma
schedule, Comcast noted that had it included AT&T Broadband’s revenues from January 1,
total revenue for the year would have been $16.8 billion. However, because the $8.7 billion
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additional revenue ($16.8 billion — $8.1 billion) was not earned by Comcast owners, Comcast
excluded this preacquisition revenue from its consolidated total.

To further illustrate the complexities of accounting for a midyear acquisition, assume that
Tyler Company acquires 90 percent of Steven Company on July 1, 2011, for $900,000 and pre-
pares the following fair-value allocation schedule:

Steven Company fair value, 7/1/11 ... ... ... $1,000,000
Steven Company book value 7/1/11 .. ... ...

Commonstock .. ... . ... ... ... $600,000

Retained earnings, 7/1/11 .. ............ 200,000 800,000
Excess fair value over book value . ......... $ 200,000
Adjust trademark to fair value (4-year life) . .. 200,000

Goodwill .. ... —-0-

The affiliates report the following 2011 income statement amounts from their own separate
operations:

Tyler Steven
Revenues $450,000 $300,000
Expenses 325,000 150,000
Dividends (paid quarterly) 100,000 20,000

Assuming that all revenues and expenses occurred evenly throughout the year, the December 31,
2011, consolidated income statement appears as follows:

TYLER COMPANY
Consolidated Income Statement
For the Year Ended December 31, 2011

REVENUES . .o\ttt ettt ettt et $600,000
EXPENSES .« o ot 425,000
Consolidated netincome ......................... $175,000
To noncontrolling interest ...................... 5,000
To controlling interest ......... ... ... ... ..... $170,000

The consolidated income components are computed below:

*  Revenues = $600,000. Combined balances of $750,000 less $150,000 (4 of Steven’s revenues).

* Expenses = $425,000. Combined balances of $475,000 less $75,000 (4 of Steven’s
expenses) plus $25,000 excess amortization ($200,000 + 4 years X  year).

* Noncontrolling interest in Steven's income = $5,000. 10% X ($150,000 Steven’s income —
$50,000 excess amortization) X /4 year.

In this example, preacquisition subsidiary revenue and expense accounts are eliminated
from the consolidated totals. Note also that by excluding 100 percent of the preacquisition
income accounts from consolidation, the noncontrolling interest is viewed as coming into being
as of the parent’s acquisition date.’

A midyear acquisition requires additional adjustments when preparing consolidating
worksheets. The balances the subsidiary submits for consolidation typically include results for
its entire fiscal period. Thus, in the December 31 financial statements, the book value of the
firm acquired on a midyear date is reflected by a January 1 retained earnings balance plus
revenues, expenses, and dividends paid from the beginning of the year to the acquisition date.

> Current practice provides comparability across fiscal years through pro forma disclosures of various categories
of revenue and expense as if the combination had occurred at the beginning of the reporting period. With the
advent of modern information systems, separate cutoffs for revenues and expenses are readily available.
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To effectively eliminate subsidiary book value as of the acquisition date, Consolidation Entry S
includes these items in addition to the other usual elements of book value (i.e., stock ac-
counts). To illustrate, assuming that both affiliates submit fiscal year financial statements for
consolidation, Tyler would make the following 2011 consolidation worksheet entry:

Consolidation Worksheet Entry S

Common Stock—Steven . ... ... ... 600,000

Retained earnings—Steven (1/1/11)* ... ... ... ... .. .. .. ... .. ... ... 135,000

REVENUES . . . o e 150,000
Dividends paid—Steven . ....... ... ... ... 10,000
EXpeNseS . .. 75,000
Noncontrolling interest (7/1/11) ... ... ... .. . 80,000
Investment in Steven . ... ... 720,000

* July 1 balance of $200,000 less income from first six months of $75,000 (1/2 of $150,000 annual Steven income) plus $10,000
dividends paid.

Through Entry S, preacquisition subsidiary revenues, expenses, and dividends are effectively

* Included as part of the subsidiary book value elimination in the year of acquisition.
* Included as components of the beginning value of the noncontrolling interest.
* Excluded from the consolidated income statement and statement of retained earnings.

Acquisition Following an Equity Method Investment

In many cases, a parent company owns a noncontrolling equity interest in a firm prior to ob-
taining control. In such cases, as the preceding example demonstrates, the parent consolidates
the postacquisition revenues and expenses of its new subsidiary. Because the parent owned an
equity investment in the subsidiary prior to the control date, however, the parent reports on its
income statement the “equity in earnings of the investee” that accrued up to the date control
was obtained. In this case, in the year of acquisition, the consolidated income statement re-
ports both combined revenues and expenses (postacquisition) of the subsidiary and equity
method income (preacquisition).

In subsequent years, the need to separate pre- and postacquisition amounts is limited to en-
suring that excess amortizations correctly reflect the midyear acquisition date. Finally, if the
parent employs the initial value method of accounting for the investment in subsidiary on its
books, the conversion to the equity method must also reflect only postacquisition amounts.

STEP ACQUISITIONS

LO9

Understand the impact on
consolidated financial statements
when a step acquisition has
taken place.

In recent financial statements, Ticketmaster Entertainment Corporation reported an increase
to its previous percentage ownership of Front Line Co., noting

Ticketmaster Entertainment’s investment in Front Line was consolidated beginning on
October 29, 2008, when the Company increased its ownership interest from 39.4 percent
to 82.3 percent . . . Prior to October 29, 2008, the investment in Front Line was accounted
for using the equity method of accounting.

In all previous consolidation illustrations, control over a subsidiary was assumed to have
been achieved through a single transaction. Obviously, Ticketmaster’s takeover of Front Line
shows that a combination also can be the result of a series of stock purchases. These step
acquisitions further complicate the consolidation process. The financial information of the
separate companies must still be brought together, but varying amounts of consideration have
been transferred to former owners at several different dates. How do the initial acquisitions
affect this process?

One area where the acquisition method provides a distinct departure from past reporting prac-
tices for business combinations is when control is achieved in a series of equity acquisitions, as



EXHIBIT 4.9
Consolidation Information
for a Step Acquisition
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opposed to a single transaction. Such acquisitions are frequently referred to as step acquisitions
or control achieved in stages.

Past practice under the purchase method emphasized cost accumulation and allocation at
each date that a parent acquired a block of subsidiary shares. The purchase method treated
each acquisition of a firm’s shares as a separate measurement event for reporting each acqui-
sition’s percentage of subsidiary assets and liabilities in consolidated financial statements.
Thus, when a parent obtained control through, for example, three separate purchases of sub-
sidiary shares, the resulting consolidated balance sheet might combine three different valua-
tions for individual subsidiary assets acquired and/or liabilities assumed. Moreover, if a
noncontrolling interest remained, a portion of each subsidiary asset and liability would remain
at its original book value, further compromising the relevance and representational faithful-
ness of the consolidated financial statements.

Control Achieved in Steps—Acquisition Method

Attempting to increase both the relevance and representational faithfulness of consolidated re-
ports, the FASB requires the acquisition method when a parent achieves control over another
firm in stages. At the date control is first obtained, the acquisition method measures the acquired
firm at fair value, including the noncontrolling interest. The acquisition of a controlling interest
is considered an important economic, and therefore measurement, event. Consequently, the par-
ent utilizes a single uniform valuation basis for all subsidiary assets acquired and liabilities
assumed—fair value at the date control is obtained.

If the parent previously held a noncontrolling interest in the acquired firm, the parent re-
measures that interest to fair value and recognizes a gain or loss. If after obtaining control,
the parent increases its ownership interest in the subsidiary, no further remeasurement takes
place. The parent simply accounts for the additional subsidiary shares acquired as an equity
transaction—consistent with any transactions with other owners, as opposed to outsiders. Be-
low we present first an example of consolidated reporting when the parent obtains a control-
ling interest in a series of steps. Then, we present an example of a parent’s post-control
acquisition of its subsidiary’s shares.

Example: Step Acquisition Resulting in
Control—Acquisition Method

To illustrate, assume that Arch Company obtains control of Zion Company through two cash
acquisitions. The details of each acquisition are provided in Exhibit 4.9. Assuming that Arch
has gained the ability to significantly influence Zion’s decision-making process, the first in-
vestment, for external reporting purposes, is accounted for by means of the equity method as
discussed in Chapter 1. Thus, Arch must determine any allocations and amortization associ-
ated with its purchase price (see Exhibit 4.10). A customer base with a 22-year life represented
the initial excess payment.

Application of the equity method requires the accrual of investee income by the parent while
any dividends received are recorded as a decrease in the Investment account. Arch must also
reduce both the income and asset balances in recognition of the annual $2,000 amortization

ARCH COMPANY’S ACQUISITIONS OF ZION COMPANY SHARES

1 o,
Consideration  Percentage Zion Company (100%)

Transferred Acquired Book Value Fair Value

January 1, 2011 $164,000 30% $400,000 $546,667

January 1, 2013 350,000 50 500,000 700,000
Zion Company'’s Income and Dividends for 2011-2013

Income Dividends

2011 $ 60,000 $20,000

2012 80,000 20,000

2013 100,000 20,000
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EXHIBIT 4.10
Allocation of First
Noncontrolling
Acquisition

EXHIBIT 4.11
Allocation of Acquisition-
Date Fair Value

ARCH COMPANY AND ZION COMPANY
Fair Value Allocation and Amortization
January 1, 2011

Fair value of consideration transferred . ...................... $ 164,000
Book value equivalent of Arch’s ownership ($400,000 X 30%) . . . .. (120,000)
Customer base . ... ... $ 44,000
Assumed life . ... ... . 22 years

Annual amortization expense .. ... ... $ 2,000

indicated in Exhibit 4.10. Following the information provided in Exhibits 4.9 and 4.10, over the
next two years, Arch Company’s Investment in Zion account grows to $190,000:

Price paid for 30% investment in Zion—1/1/11 . ................. $164,000
Accrual of 2011 equity income ($60,000 X 30 percent) . ......... 18,000
Dividends received 2011 ($20,000 X 30%) . .................. (6,000)
AMOrtization . . . ..o (2,000)
Accrual of 2012 equity income ($80,000 X 30 percent) . ......... 24,000
Dividends received 2012 ($20,000 X 30%) .. ................. (6,000)
Amortization ... ... (2,000)

Investment in Zion—1/1/13 . . ... ... $190,000

On January 1, 2013, Arch’s ownership is increased to 80 percent by the purchase of another
50 percent of Zion Company’s outstanding common stock for $350,000. Although the equity
method can still be utilized for internal reporting, this second acquisition necessitates the
preparation of consolidated financial statements beginning in 2013. Arch now controls Zion;
the two companies are viewed as a single economic entity for external reporting purposes.

Once Arch gains control over Zion on January 1, 2013, the acquisition method focuses ex-
clusively on control-date fair values and considers any previous amounts recorded by the ac-
quirer as irrelevant for future valuations. Thus, in a step acquisition all previous values for the
investment, prior to the date control is obtained, are remeasured to fair value on the date con-
trol is obtained.

We add the assumption that the $350,000 consideration transferred by Arch in its second
acquisition of Zion represents the best available evidence for measuring the fair value of Zion
Company at January 1, 2013. Therefore, an estimated fair value of $700,000 ($350,000 +
50%) is assigned to Zion Company as of January 1, 2013, and provides the valuation basis
for the assets acquired, the liabilities assumed, and the 20 percent noncontrolling interest.
Exhibit 4.11 shows Arch’s allocation of Zion’s $700,000 acquisition-date fair value.

Note that the acquisition method views a multiple-step acquisition as essentially the same
as a single-step acquisition. In the Arch Company and Zion Company example, once control
is evident, the only relevant values in consolidating the accounts of Zion are fair values at

ARCH COMPANY AND ZION COMPANY
Fair Value Allocation and Amortization
January 1, 2013

Zion Company fairvalue . ......... ... ... .. ... .. ... $ 700,000
Zion Company book value . ........ ... .. ... .. .. ... ....... (500,000)
Customer base ... ... ... . ... $ 200,000
Assumed life . ... .. 20 years

Annual amortization expense ... ... ... $ 10,000
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January 1, 2013. A new basis of accountability arises for Zion Company on that single date
because obtaining control of another firm is considered a significant remeasurement event.
Previously owned noncontrolling blocks of stock are consequently revalued to fair value
on the date control is obtained.

In revaluing a previous stock ownership in the acquired firm, the acquirer recognizes any
resulting gain or loss in income. Therefore, on January 1, 2013, Arch increases the Investment
in Zion account to $210,000 (30% X $700,000 fair value) and records the revaluation gain as
follows:

Investmentin Zion . ... .. ... 20,000
Gain on revaluation of Zion .. ... ... ... .. 20,000

Fair value of Arch’s 30% investment in Zion at 1/1/13

(30% X $700,000) . .. ... $210,000
Book value of Arch’s 30% investment in Zionat 1/1/13 .. ... ... .. 190,000
Gain on revaluation of Zion to fairvalue . ........ ... ... ...... $ 20,000

Worksheet Consolidation for a Step Acquisition
(Acquisition Method)

To continue the example, the amount in Arch Company’s 80 percent Investment in Zion ac-
count is updated for 2013:

Investment in Zion (after revaluation on 1/1/13) . ............... $210,000
January 1, 2013—Second acquisition price paid . ... ............ 350,000
Equity income accrual—2013 (80% X $100,000) .............. 80,000
Amortization of customer base (80% X $10,000) .............. (8,000)
Dividends received—2013 (80% X $20,000) .. ................ (16,000)
Investment in Zion—12/31/13 .. ... ... ... $616,000

The worksheet for consolidating Arch Company and Zion Company is shown in Exhibit 4.12.
Observe that

* The consolidation worksheet entries are essentially the same as if Arch had acquired its
entire 80 percent ownership on January 1, 2013.

» The noncontrolling interest is allocated 20 percent of the excess fair-value allocation from
the customer base.

* The noncontrolling interest is allocated 20 percent of Zion’s 2013 income less its share of
the excess amortization attributable to the customer base.

* The gain on revaluation of Arch’s initial investment in Zion is recognized as income of the
current period.

Example: Step Acquisition Resulting After Control Is Obtained

The previous example demonstrates a step acquisition with control achieved with the most
recent purchase. Post-control acquisitions by a parent of a subsidiary’s stock, however, of-
ten continue as well. Recall that the acquisition method measures an acquired firm at its
fair value on the date control is obtained. A parent’s subsequent subsidiary stock acquisi-
tions do not affect these initially recognized fair values. Once the valuation basis for the ac-
quired firm has been established, as long as control is maintained, this valuation basis
remains the same. Any further purchases (or sales) of the subsidiary’s stock are treated as
equity transactions.

To illustrate a post-control step acquisition, assume that on January 1, 2011, Amanda
Co. obtains 70 percent of Zoe, Inc., for $350,000 cash. We also assume that the $350,000



164 Chapter 4

EXHIBIT 4.12  Step Acquisition Illustrated—Acquisition Method

ARCH COMPANY AND ZION COMPANY
Consolidated Worksheet

Consolidation: Acquisition Method

Investment: Equity Method

For Year Ending December 31, 2013

i Consolidation Entries . .
Arch Zion Noncontrolling | Consolidated
Accounts Company Company Debit Credit Interest Totals
Income Statement
Revenues (600,000) (260,000) (860,000)
Expenses 425,000 160,000 (E) 10,000 595,000
Equity in subsidiary earnings (72,000) —0- () 72,000 —0-
Gain on revaluation of Zion (20,000) (20,000)
Separate company net income (267,000) (100,000)
Consolidated net income (285,000)
Noncontrolling interest in Zion
Company's income (18,000) 18,000
Controlling interest in consolidated
net income (267,000)
Statement of Retained Earnings
Retained earnings, 1/1
Arch Company (758,000) (758,000)
Zion Company (230,000) (S) 230,000
Net income (above) (267,000) (100,000) (267,000)
Dividends paid 125,000 20,000 (D) 16,000 4,000 125,000
Retained earnings, 12/31 (900,000) (310,000) (900,000)
Balance Sheet
Current assets 509,000 280,000 789,000
Land 205,000 90,000 295,000
Buildings (net) 646,000 310,000 956,000
Investment in Zion Company 616,000 -0— (D) 16,000 | (A) 160,000 -0-
(S) 400,000
() 72,000
Customer base -0- -0— (A) 200,000 (E) 10,000 190,000
Total assets 1,976,000 680,000 2,230,000
Liabilities (461,000) (100,000) (561,000)
Noncontrolling interest in Zion
Company, 1/1 -0- -0- (S) 100,000
Noncontrolling interest in Zion (A) 40,000 (140,000)
Company, 12/31 -0- -0- 154,000 (154,000)
Common stock (355,000) (200,000) (S)200,000 (355,000)
Additional paid-in capital (260,000) (70,000) (S) 70,000 (260,000)
Retained earnings, 12/31 (above) (900,000) (310,000) (900,000)
Total liabilities and equities (1,976,000) (680,000) 798,000 798,000 (2,230,000)

Consolidation entries:

(S)  Elimination of subsidiary’s stockholders’ equity along with recognition of 1/1 noncontrolling interest.
(A) Allocation of subsidiary total fair value in excess of book value, unamortized balances as of 1/1.
(I)  Elimination of intra-entity income (equity accrual less amortization expenses).

(D) Elimination of intra-entity dividend payments.
(E) Recognition of amortization expenses on fair-value allocations.

consideration paid by Amanda also represents the best available evidence for measuring the
fair value of the noncontrolling interest in Zoe Company. Therefore, Zoe Company’s total
fair value is assessed at $500,000 ($350,000 <+ 70%). Because Zoe’s net assets’ book values
equal their collective fair values of $400,000, Amanda recognizes goodwill of $100,000.
Then, on January 1, 2012, when Zoe’s book value has increased to $420,000, Amanda buys
another 20 percent of Zoe for $95,000, bringing its total ownership to 90 percent. Under



Record the sale of a subsidiary
(or a portion of its shares).
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the acquisition method, the valuation basis for Zoe’s net assets was established on
January 1, 2011, the date Amanda obtained control. Subsequent transactions in the sub-
sidiary’s stock (purchases or sales) are now viewed as transactions in the combined entity’s
own stock. Therefore, when Amanda acquires Zoe’s shares post-control, it recognizes the
difference between the fair value of the consideration transferred and the underlying sub-
sidiary valuation as an adjustment to Additional Paid-In Capital.

The difference between the $95,000 price and the underlying consolidated subsidiary value
is computed as follows:

1/1/12 price paid for 20 percent interest . .. ............ $ 95,000
Noncontrolling interest (NCI) acquired:

Book value (20% of $420,000) . ................. $84,000

Goodwill 20% of $100,000) . .................. 20,000
Noncontrolling interest book value (20%) 1/1/12 ... ... .. 104,000
Additional paid-in capital from 20 percent NCI acquisition . . $ 9,000

Amanda then prepares the following journal entry to record the acquisition of the 20 percent
noncontrolling interest:

Investment in Zoe . ... ... 104,000
Cash .. 95,000
Additional paid-in capital ......... .. ... .. 9,000

By purchasing 20 percent of Zoe for $95,000, the consolidated entity’s owners have acquired
a portion of their own firm at a price $9,000 less than consolidated book value. From a work-
sheet perspective, the $104,000 increase in the investment account simply replaces the 20 per-
cent allocation to the noncontrolling interest. Importantly, the $95,000 exchanged for the
20 percent interest in Zoe’s net assets does not affect consolidated asset valuation. The basis
for the reported values in the consolidated financial statements was established on the date
control was obtained.

Parent Company Sales of Subsidiary Stock—Acquisition Method
Frequently, a parent company will sell a portion or all of the shares it owns of a subsidiary. For
example, Meade, Inc., a consumer products company, reported the sale of one of its business
units in its financial statements:

In January 2009 we sold our Meade Europe subsidiary for gross proceeds of $12.4 million . . .
Meade Europe qualified as a “Discontinued Operation” and is presented in that manner in our
consolidated financial statements.

Once a parent gains control over a subsidiary, the combined firm becomes the basic ac-
counting and reporting entity. Consistent with this view, transactions in the stock of the sub-
sidiary, as long as the parent maintains control, are considered to be transactions in the equity
of the consolidated entity.

To account for sales of subsidiary shares by a parent, the acquisition method maintains its
valuation basis of acquisition-date fair value adjusted for subsequent changes in the subsidiary’s
net assets. The accounting effect of the sale of subsidiary shares depends on whether the par-
ent continues to maintain control after the sale. If the parent maintains control, it recognizes
no gains or losses when it sells a portion of its stock in the subsidiary. If the sale of the parent’s
ownership interest results in the loss of control of a subsidiary, it recognizes any resulting gain
or loss in consolidated net income.

Sale of Subsidiary Shares with Control Maintained

To illustrate, assume Adams Company owns 100 percent of Smith Company’s 25,000 voting
shares and appropriately carries the investment on its books at January 1, 2011, at $750,000
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using the equity method. Assuming Adams sells 5,000 shares to outside interests for $165,000
on January 1, 2011, the transaction is recorded as follows:

Cash o 165,000
Investment in Smith ... ... ... ... 150,000
Additional paid-in capital from noncontrolling interest transaction . . . . 15,000

To record sale of 5,000 Smith shares to noncontrolling interest with excess
of sale proceeds over carrying value attributed to additional paid-in capital.

The $15,000 “gain” on sale of the subsidiary shares is not recognized in income, but is re-
ported as an increase in owner’s equity. This equity treatment for the “gain” is consistent with
the economic unit notion that as long as control is maintained, payments received from own-
ers of the firm are considered contributions of capital. The ownership group of the consoli-
dated entity specifically includes the noncontrolling interest. Therefore, the above treatment
of sales to an ownership group is consistent with accounting for other stock transactions
with owners.

Sale of Subsidiary Shares with Control Lost

The loss of control of a subsidiary is a remeasurement event that can result in gain or loss
recognition. The gain or loss is computed as the difference between the sale proceeds and the
carrying amount of the shares sold. Using the Adams and Smith example above, assume now
that instead of selling 5,000 shares, Adams sells 20,000 of its shares in Smith to outside inter-
ests on January 1, 2011, and keeps the remaining 5,000 shares. Assuming sale proceeds of
$675,000, we record the transaction as follows:

Cash . 675,000
Investment in Smith ... ... ... ... 600,000
Gain on sale of Smith investment .. ............ ... . ... .. ...... 75,000

To record sale of 20,000 Smith shares, resulting in the loss of control over
Smith Company.

If the former parent retains any of its former subsidiary’s shares, the retained investment
should be remeasured to fair value on the date control is lost. Any resulting gain or loss from
this remeasurement should be recognized in the parent’s net income.

In our Adams and Smith example, Adams still retains 5,000 shares of Smith Company
(25,000 original investment less 20,000 shares sold). Assuming further that the $675,000 sale
price for the 20,000 shares sold represents a reasonable value for the remaining shares of
$33.75, Adams’s shares now have a fair value of $168,750 ($33.75 X 5,000 shares). Adams
would thus record the revaluation of its retained 5,000 shares of Smith as follows:

Investment in Smith . ... ... ... ... 18,750
Gain on revaluation of retained Smith shares to fairvalue . . . ... ... .. 18,750

To record the revaluation of Smith shares to a $33.75 per share fair value
from their previous equity method January 1, 2011, carrying amount
of $30.00 per share.

The above revaluation of retained shares reflects the view that the loss of control of a sub-
sidiary is a significant economic event that changes the fundamental relationship between
the former parent and subsidiary. Also, the fair value of the retained investment provides
the users of the parent’s financial statements with more relevant information about the
investment.
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Cost-Flow Assumptions

If it sells less than an entire investment, the parent must select an appropriate cost-flow as-
sumption when it has made more than one purchase. In the sale of securities, the use of spe-
cific identification based on serial numbers is acceptable, although averaging or FIFO
assumptions often are applied. Use of the averaging method is especially appealing because
all shares are truly identical, creating little justification for identifying different cost figures
with individual shares.

Accounting for Shares That Remain

If Adams sells only a portion of the investment, it also must determine the proper method of
accounting for the shares that remain. Three possible scenarios can be envisioned:

1. Adams could have so drastically reduced its interest that the parent no longer controls the
subsidiary or even has the ability to significantly influence its decision making. For exam-
ple, assume that Adams’s ownership drops from 80 to 5 percent. In the current period prior
to the sale, the 80 percent investment is reported by means of the equity method with the
market-value method used for the 5 percent that remains thereafter. Consolidated financial
statements are no longer applicable.

2. Adams could still apply significant influence over Smith’s operations although it no longer
maintains control. A drop in the level of ownership from 80 to 30 percent normally meets this
condition. In this case, the parent utilizes the equity method for the entire year. Application is
based on 80 percent until the time of sale and then on 30 percent for the remainder of the year.
Again, consolidated statements cease to be appropriate because control has been lost.

3. The decrease in ownership could be relatively small so that the parent continues to main-
tain control over the subsidiary even after the sale. Adams’s reduction of its ownership in
Smith from 80 to 60 percent is an example of this situation. After the disposal, consolidated
financial statements are still required, but the process is based on the end-of-year owner-
ship percentage. Because only the retained shares (60 percent in this case) are consolidated,
the parent must separately recognize any current year income accruing to it from its termi-
nated interest. Thus, Adams shows earnings on this portion of the investment (a 20 percent
interest in Smith for the time during the year that it is held) in the consolidated income
statement as a single-line item computed by means of the equity method.

COMPARISONS WITH INTERNATIONAL ACCOUNTING STANDARDS

As observed in previous chapters of this text, the accounting and reporting for business com-
binations between U.S. and international standards has largely converged with FASB ASC
Topic 805 and /FRS 3R, each of which carries the title Business Combinations and ASC topic
810, Consolidation. Each set of standards requires the acquisition method and embrace a fair-
value model for the assets acquired and liabilities assumed in a business combination. Both
sets of standards treat exchanges between the parent and the noncontrolling interest as equity
transactions, unless control is lost. However, as seen below, the accounting for the noncon-
trolling interest can diverge across the two reporting regimes.

* US. GAAP In reporting the noncontrolling interest in consolidated financial statements,
U.S. GAAP requires a fair value measurement attribute, consistent with the overall valua-
tion principles for business combinations. Thus, acquisition-date fair value provides a ba-
sis for reporting the noncontrolling interest, which is adjusted for its share of subsidiary
income and dividends subsequent to acquisition.

* [FRS. In contrast, /FRS 3R allows an option for reporting the noncontrolling interest for
each business combination. Under IFRS, the noncontrolling interest may be measured ei-
ther at its acquisition-date fair value, which can include goodwill, or at a proportionate
share of the acquiree’s identifiable net asset fair value, which excludes goodwill. The IFRS
proportionate-share option effectively assumes that any goodwill created through the busi-
ness combination applies solely to the controlling interest.
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THE LEGACY PURCHASE METHOD—CONSOLIDATED FINANCIAL
REPORTING WITH A NONCONTROLLING INTEREST

Understand the principles of
the legacy purchase method in
accounting for a noncontrolling
interest.

EXHIBIT 4.13
Subsidiary Accounts and
Cost Allocation—Date of
80 Percent Acquisition
by Parent

The current FASB ASC topics on Business Combinations (805) and Consolidation (810) rep-
resent a distinct departure from past consolidated reporting for subsidiary assets, liabilities, in-
come, and noncontrolling interests. The acquisition method, which focuses on acquisition-date
fair values, replaces the previous purchase method and its emphasis on cost accumulation and
allocation. However, the acquisition method is applied prospectively, leaving intact long-
lasting financial statement effects from past applications of the purchase method for business
combinations occurring prior to January 1, 2009.

Under the purchase method, the parent recognized the fair values of acquired subsidiary as-
sets and liabilities, but only to the extent of its percentage ownership interest. In the presence
of a noncontrolling interest, subsidiary assets and liabilities were measured partially at fair
value and partially at the subsidiary’s carryover (book) value. This dual valuation for sub-
sidiary assets and liabilities was viewed as being consistent with the cost principle. Because
only the parent’s percentage was purchased in the combination, only that percentage was ad-
justed to fair value. Therefore, the valuation principle for the noncontrolling interest under the
purchase method was simply its share of the subsidiary’s book value.

To illustrate the accounting for a business combination using the purchase method, assume
that Ramsey Company purchased 80 percent of the outstanding shares of Santana Company
for $1,435,000 cash on January 1, 2008. Exhibit 4.13 shows Santana’s acquisition date balance
sheet and Ramsey’s cost allocation using the purchase method. Note that the parent allocates
only its cost to the subsidiary’s assets based on their fair values. Because the parent purchased
only 80 percent of the subsidiary’s shares, only 80 percent of the subsidiary’s net assets are
valued at the parent’s cost. The 20 percent held by the noncontrolling interest is not part of the
exchange transaction, and therefore no new basis of accountability arises. Thus, 20 percent of
the net assets remains at the subsidiary’s former book value (carryover basis), and 80 percent
of the net assets is valued at cost to the parent.

SANTANA COMPANY
Account Balances for Consolidation—Purchase Method
January 1, 2008

80% Write-Up in

Book Value Fair Value Difference Consolidation
Current assets .. ........ $ 239,000 $ 239,000 $ -0- $ -0-
land ................. 575,000 610,000 35,000 28,000
Equipment (7-year life) ... 1,886,000 1,956,000 70,000 56,000
Patent (8-year life) . ... ... -0- 20,000 20,000 16,000
Liabilities .. ............ (1,050,000) (1,050,000) —0- —0-
Netassets ............. $ 1,650,000 $1,775,000 $125,000 $100,000
Common Stock . ........ (900,000)
Retained Earnings ... .... (750,000)

Allocation of Ramsey’s Cost—Purchase Method

Purchase price for 80% of Santana Company ............ $1,435,000
Book value acquired (80% X $1,650,000) . .............. 1,320,000
Excess of parent’s cost over 80% of subsidiary book value . . . 115,000

toland (80% X $35,000) . . .......... ... $28,000

to equipment (80% X 70,000) . .. ................. 56,000

to patent (80% X 20,000) . .............. ... ..., 16,000 100,000

togoodwill . ... $ 15,000
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For example, Santana’s land account will appear on Ramsey’s acquisition-date consolidated
balance sheet at $603,000. This amount can be computed in either of two mathematically
equivalent ways as follows:

Fair value X parent’s ownership percentage = $610,000 X 80% = . ............ $488,000
+ Book value X noncontrolling interest percentage = $575,000 X 20% = ...... 115,000
Consolidated value for subsidiary land .. ....... ... ... ... ... ... .. ... ... $603,000
Book value of subsidiary land . ....... ... ... .. $575,000
+ (Fair value — book value) X parent’s ownership percentage = $35,000 X 80% = . . 28,000
Consolidated value for subsidiary land .. ......... ... .. ... ... .. .. ... .. ... $603,000

The subsidiary’s book value is consolidated in total whereas any cost in excess of
book value is assumed to be a parent company expenditure appropriately allocated based
on fair values. By comparison, the acquisition method recognizes 100 percent of the fair
values of the subsidiary’s assets and liabilities regardless of the controlling interest’s own-
ership percentage. Thus the acquisition method would show a full $610,000 fair value for
the land.

To complete the illustration of the purchase method, assume that Ramsey and Santana
submit December 31, 2011, financial statements as shown in the first two columns of
Exhibit 4.14. Ramsey then prepares the following worksheet entries.

Consolidation Entry S
Common Stock (Santana) ... ...t 900,000
Retained Earnings, 1/1/11 (Santana) . ................. oo .. 800,000
Investment in Santana Company (80%) . . ... ..ot 1,360,000
Noncontrolling Interest in Santana Company, 1/1/11 20%) ... ....... 340,000

To eliminate beginning stockholders’ equity accounts of subsidiary along
with book value portion of investment (equal to 80 percent ownership).
Noncontrolling interest of 20 percent is also recognized.

Consolidation Entry A

Land .. 28,000
Equipment . . . 32,000
Patent . .. 10,000
Goodwill . .. 15,000
Investment in Santana Company . .......... ... 85,000

To allocate the excess of Ramsey’s cost over Santana’s book value based on
fair values net of 3 years amortization. Note that under the purchase method
none of this excess allocation is attributed to the noncontrolling interest.

Consolidation Entry 1

Subsidiary income .. ... 158,000
Investment in Santana Company .. ......... ... 158,000

To eliminate current year equity income recorded by Ramsey in connection
with its ownership of Santana. The subsidiary’s revenue and expense
accounts are left intact and included in consolidated figures.
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EXHIBIT 4.14 Consolidated Worksheet with a Noncontrolling Interest—Legacy Purchase Method

RAMSEY AND SUBSIDIARY SANTANA COMPANY
Consolidated Worksheet—Purchase Method
December 31, 2011

Noncontrolling
Ramsey Santana | Adjustments & Eliminations Interest Consolidated
Revenues (2,525,000) ((1,000,000) (3,525,000)
Operating expenses 2,183,000 790,000 (E) 10,000 2,983,000
Subsidiary income (158,000) —0- (I) 158,000 (42,000) 42,000
Net income (500,000) (210,000) (500,000)
Retained earnings 1/1 (2,000,000) (800,000) (S) 800,000 (2,000,000)
Net income (500,000) (210,000) (500,000)
Dividends declared 200,000 25,000 (D) 20,000 5,000 200,000
Retained earnings 12/31 (2,300,000) (985,000) (2,300,000)
Current assets 967,000 827,000 1,794,000
Investment in Santana 1,583,000 (D) 20,000 | (S)1,360,000 -0-
(equity method) (A) 85,000
() 158,000
Land 1,500,000 575,000 (A) 28,000 2,103,000
Buildings and equipment 3,090,000 1,726,000 (A) 32,000 | (E) 8,000 4,840,000
Patent —0- —0- (A) 10,000 | (E) 2,000 8,000
Goodwill 200,000 —0- (A) 15,000 215,000
Total assets 7,340,000 3,128,000 8,960,000
Liabilities (1,890,000) |(1,243,000) (3,133,000)
Common stock—-Ramsey (3,150,000) (3,150,000)
Common stock-Santana (900,000) (S)900,000
Noncontrolling interest 1/1 (S) 340,000 (340,000)
Noncontrolling interest 12/31 377,000 (377,000)
Retained earnings 12/31 (2,300,000) (985,000) (2,300,000)
Total liabilities and
stockholders’ equity (7,340,000) |(3,128,000) 1,973,000 1,973,000 (8,960,000)
Consolidation entries:
(S) Elimination of subsidiary’s stockholders’ equity along with recognition of 1/1 noncontrolling interest.
(A) Allocation of excess cost over book value, unamortized balances as of 1/1.
(I)  Elimination of intra-entity income (equity accrual less amortization expenses).
(D) Elimination of intra-entity dividend payments.
(E) Recognition of amortization expenses on excess cost allocations.
Consolidation Entry D
Investment in Santana Company .. .......... ... 20,000
Dividends declared . ......... .. ... .. ... ... 20,000
This worksheet entry offsets the $20,000 current year intra-entity
dividend paid by Santana to Ramsey.
Consolidation Entry E
Operating eXPeNSES . . . o . vttt 10,000
Equipment . ... . 8,000
Patent .. 2,000

To recognize excess cost amortization expenses for the current year based
on Ramsey’s percentage ownership of Santana’s acquisition-date fair values.
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The noncontrolling interest in Santana balance totals $377,000 at the end of the year. This
valuation represents 20 percent of the subsidiary’s year-end book value (common stock plus
ending retained earnings) or 20% X ($900,000 + $985,000). This $377,000 total can also be
seen on the worksheet with supporting details as follows:

Noncontrolling interest at 1/1/11 (20% of $1,700,000 beginning

book value—common stock plus 1/1/11 retained earnings) . ... ... $340,000
Noncontrolling interest in subsidiary’s income

(20% x $210,000 subsidiary income) . ............ ... ... 42,000
Dividends paid to noncontrolling interest (20% of $25,000 total) . . . (5,000)
Noncontrolling interest at 12/31/11 . ... ... ... ... ... ...... $377,000

Note that the noncontrolling interest’s share of subsidiary income does not take into account
any of the excess cost amortizations. This treatment is consistent with the noncontrolling
interest valuation at subsidiary book value.

Criticisms of the Purchase Method in the Presence of a Noncontrolling Interest

Several criticisms were leveled at past practice for consolidated financial reporting in the pres-
ence of a noncontrolling interest. These include:

* Dual valuation of subsidiary balance sheet accounts.

* The “mezzanine” categorization of the noncontrolling interest in consolidated balance
sheets.

* The valuation basis for the noncontrolling interest.
* Accounting for the parent’s transactions in the ownership shares of its subsidiary.

We briefly discuss each of these criticisms below.

As shown in the Ramsey and Santana example above, the purchase method employed a
mixed-attribute model to consolidate subsidiary assets whenever a noncontrolling interest was
present. By recognizing the fair value of subsidiary assets only to the extent of the parent’s
ownership percentage, these assets were consolidated in part at fair value, and in part at the
subsidiary’s book value. Many considered this dual valuation in the presence of a noncontrol-
ling interest as hindering the relevance of the resulting consolidated balances. Moreover,
because book values tended to understate asset valuation, financial ratios such as return-on-
assets were also overstated. The problem was compounded in step acquisitions when several
purchase cost allocations were combined at various amounts through time.

Another criticism of past practice was the fact that most parent companies reported their
noncontrolling interests between the liability and stockholder’s equity sections in an area re-
ferred to as the “mezzanine.” The 2005 FASB Exposure Draft, “Business Combinations and
Consolidated Financial Statements, Including Accounting and Reporting of Noncontrolling
Interests in Subsidiaries,” argued for inclusion in equity (pages viii and ix):

This proposed Statement would result in greater consistency with the Board’s conceptual frame-
work because it would require noncontrolling interests to be accounted for and reported as equity,
separately from the parent shareholders’ equity. In current practice, noncontrolling interests in the
equity of subsidiaries are reported most commonly as “mezzanine” items between liabilities and
equity in the consolidated financial statements of the parent, but also as liabilities or as equity.
The display of noncontrolling interests as liabilities has no conceptual support because noncon-
trolling interests do not meet the definition of liabilities as defined in paragraph 35 of FASB
Concepts Statement No. 6, Elements of Financial Statements. Not one of the entities involved—
the parent, the subsidiary, or the consolidated entity—is obligated to transfer assets or provide
services to the owners that hold equity interests in the subsidiary. Also, Concepts Statement 6
defines three elements of a statement of financial position: assets, liabilities, and equity (or net
assets). The display of noncontrolling interests as mezzanine items would require that a new
element—noncontrolling interests in consolidated subsidiaries—be created specifically for con-
solidated financial statements. The Board believes that no compelling reason exists to create such
a new element. A view of consolidated financial statements as those of a single economic entity
supports classification as equity because noncontrolling shareholders, partners, or other equity
holders in subsidiaries are owners of a residual interest in a component of the consolidated entity.
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Current GAAP requires that the noncontrolling interest be reported separately in the stock-
holders’ equity section of the consolidated balance sheet.

Under the purchase method, the noncontrolling interest was valued at its percentage of the
subsidiary’s book value. To provide a consistent measurement attribute for the subsidiary, the
acquisition method requires accounting for the noncontrolling interest at its acquisition-date
fair value. Thus, the managers of the parent company are accountable for the entire fair values
of their acquisitions.

Finally, past practice varied when the parent company sold or bought subsidiary shares
while nonetheless maintaining control. In some cases, gains or losses were recognized on
these transactions and in other cases they were treated as equity transactions. Current GAAP
requires a consistent treatment for these economically similar events. Thus, all transactions by
a parent in a subsidiary’s ownership shares will be accounted for as equity transactions, as long as
the parent maintains control.

Summary

1. A parent company need not acquire 100 percent of a subsidiary’s stock to form a business combina-
tion. Only control over the decision-making process is necessary, a level that has historically been
achieved by obtaining a majority of the voting shares. Ownership of any subsidiary stock that is re-
tained by outside, unrelated parties is collectively referred to as a noncontrolling interest.

2. A consolidation takes on an added degree of complexity when a noncontrolling interest is present.
The noncontrolling interest represents a group of subsidiary owners and their equity is recognized by
the parent in its consolidated financial statements.

3. The valuation principle for the noncontrolling interest is acquisition-date fair value. The fair value of
the noncontrolling interest is added to the consideration transferred by the parent to determine the
acquisition-date fair value of the subsidiary. This fair value is then allocated to the subsidiary’s assets
acquired and liabilities assumed based on their individual fair values. At the acquisition date, each of
the subsidiary’s assets and liabilities is included in consolidation at its individual fair value regardless
of the degree of parent ownership. Any remaining excess fair value beyond the total assigned to the
net assets is recognized as goodwill.

4. Consolidated goodwill is allocated across the controlling and noncontrolling interests based on the
excess of their respective acquisition-date fair values less their percentage share of the identifiable
subsidiary net asset fair value. The goodwill allocation, therefore, does not necessarily correspond
proportionately to the ownership interest of the parent and the noncontrolling interest.

5. This fair value is then adjusted through time for subsidiary income (less excess fair-value amortiza-
tion) and subsidiary dividends.

6. Four noncontrolling interest figures appear in the annual consolidation process. First, a beginning-of-
the-year balance is recognized on the worksheet (through Entry S) followed by the noncontrolling
interest’s share of the unamortized excess acquisition-date fair values of the subsidiary’s assets and
liabilities (including a separate amount for goodwill if appropriate). Next, the noncontrolling interest
share of the subsidiary’s income for the period (recorded by a columnar entry) is recognized. Sub-
sidiary dividends paid to these unrelated owners are entered as a reduction of the noncontrolling
interest. The final balance for the year is found as a summation of the Noncontrolling Interest column
and is presented on the consolidated balance sheet, within the Stockholders’ Equity section.

7. When a midyear business acquisition occurs, consolidated revenues and expenses should not include
the subsidiary’s current year preacquisition revenues and expenses. Only postacquisition subsidiary
revenues and expenses are consolidated.

8. A parent can obtain control of a subsidiary by means of several separate purchases occurring over
time, a process often referred to as a step acquisition. Once control is achieved, the acquisition
method requires that the parent adjust to fair value all prior investments in the acquired firm and rec-
ognize any gain or loss. The fair values of these prior investments, along with the consideration trans-
ferred in the current investment that gave the parent control, and the noncontrolling interest fair value
all comprise the total fair value of the acquired company.

9. When a parent sells some of its ownership shares of a subsidiary, it must establish an appropriate
investment account balance to ensure an accurate accounting. If the equity method has not been used,
the parent’s investment balance is adjusted to recognize any income or amortization previously
omitted. The resulting balance is then compared to the amount received for the stock to arrive at
either an adjustment to additional paid-in capital (control maintained) or a gain or loss (control lost).
Any shares still held will subsequently be reported through either consolidation, the equity method,
or the fair-value method, depending on the influence retained by the parent.
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Com prehensive (Estimated Time: 60 to 75 Minutes) On January 1, 2009, Father Company acquired an 80 percent interest
INustration in Sun Company for $425,000. The acquisition-date fair value of the 20 percent noncontrolling interest’s
ownership shares was $102,500. Also as of that date, Sun reported total stockholders’ equity of $400,000:
$100,000 in common stock and $300,000 in retained earnings. In setting the acquisition price, Father
PROBLEM appraised four accounts at values different from the balances reported within Sun’s financial records.
Buildings (8-year life) .. ................... Undervalued by $20,000
Land . ... Undervalued by $50,000
Equipment (5-year life) . .................. Undervalued by $12,500
Royalty agreement (20-year life) ............ Not recorded, valued at $30,000

As of December 31, 2013, the trial balances of these two companies are as follows:

Father Sun
Company Company
Debits
CUrrent assets . . oo $ 605,000 $ 280,000
Investment in Sun Company . ................. 425,000 —0-
Land ... .. 200,000 300,000
Buildings(net) ....... ... ... ... ... ... ..... 640,000 290,000
Equipment (net) . ......... .. ... .. ... 380,000 160,000
Expenses . ... ... 550,000 190,000
Dividends . ...... ... ... . . . ... ... 90,000 20,000
Total debits .. .......... ... ... .. . ... . ... $2,890,000 $1,240,000
Credits
Liabilities . ... ... .. $ 910,000 $ 300,000
Commonstock . ... ... ... 480,000 100,000
Retained earnings, 1/1/13 .. ... .............. 704,000 480,000
Revenues . ... ... ... .. .. ... ... 780,000 360,000
Dividend income . . ... ... ... ... .. 16,000 -0-
Totalcredits . . . ... $2,890,000 $1,240,000

Included in these figures is a $20,000 debt that Sun owes to the parent company. No goodwill impair-
ments have occurred since the Sun Company acquisition.

Required
a. Determine consolidated totals for Father Company and Sun Company for the year 2013.

b. Prepare worksheet entries to consolidate the trial balances of Father Company and Sun Company for
the year 2013.

c. Assume instead that the acquisition-date fair value of the noncontrolling interest was $112,500. What
balances in the December 31, 2013, consolidated statements would change?

SOLUTION

a. The consolidation of Father Company and Sun Company begins with the allocation of the sub-
sidiary’s acquisition-date fair value as shown in Exhibit 4.15. Because this consolidation is taking
place after several years, the unamortized balances for the various allocations at the start of the cur-
rent year also should be determined (see Exhibit 4.16).

Next, the parent’s method of accounting for its subsidiary should be ascertained. The continuing
presence of the original $425,000 acquisition price in the investment account indicates that Father is
applying the initial value method. This same determination can be made from the Dividend Income
account, which equals 80 percent of the subsidiary’s dividends. Thus, Father’s accounting records
have ignored the increase in Sun’s book value as well as the excess amortization expenses for the
prior periods of ownership. These amounts have to be added to the parent’s January 1, 2013, Retained
Earnings account to arrive at a properly consolidated balance.

During the 2009-2012 period of ownership, Sun’s Retained Earnings account increased by
$180,000 ($480,000 — $300,000). Father’s 80 percent interest necessitates an accrual of $144,000
($180,000 X 80%) for these years. In addition, the acquisition-date fair value allocations require the
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EXHIBIT.4'15 FATHER COMPANY AND SUN COMPANY
Excess Fair L . . .
Value Allocations Acquisition-Date Fair-Value Allocation and Amortization
2009-2012
Estimated Annual Excess
Allocation Life (years) Amortization
Acquisition-date fairvalue . . .............. $527,500
Sun book value (100%) . ................ 400,000
Excess fairvalue ......... ... ... ... .. ... 127,500
Allocation to specific subsidiary accounts
based on fair value:
Buildings .. ......... ... .. ... .. ... $ 20,000 8 $ 2,500
land . ... ... 50,000
Equipment ........ .. ... 12,500 5 2,500
Royalty agreement . .................. 30,000 20 1,500
Goodwill .. ... $ 15,000
Annual excess amortization expenses .. ... .. $ 6,500

Goodwill Allocation to the Controlling and Noncontrolling Interests

Controlling  Noncontrolling

Interest Interest Total
Fair value at acquisition date . .. ........... $425,000 $102,500 $527,500
Relative fair value of Sun'’s net identifiable
assets (80% and 20%) . ................ 410,000 102,500 512,500
Goodwill ... ... $ 15,000 $ —0- $ 15,000

recognition of $20,800 in excess amortization expenses for this same period ($6,500 X 80% X
4 years). Thus, a net increase of $123,200 ($144,000 — $20,800) is needed to correct the parent’s
beginning Retained Earnings balance for the year.

Once the adjustment from the initial value method to the equity method is determined, the con-
solidated figures for 2013 can be calculated:

Current Assets = $865,000. The parent’s book value is added to the subsidiary’s book value. The
$20,000 intra-entity balance is eliminated.

Investment in Sun Company = —0—. The intra-entity ownership is eliminated so that the sub-
sidiary’s specific assets and liabilities can be consolidated.

Land = $550,000. The parent’s book value is added to the subsidiary’s book value plus the $50,000
excess fair value allocation (see Exhibit 4.15).

EXHIBIT 4.16
Excess Fair Value
Allocation Balances

FATHER COMPANY AND SUN COMPANY
Unamortized Excess Fair over Book Value Allocation
January 1, 2013, Balances

Excess Excess

Original Amortization Balance
Account Allocation 2009-2012 1/1/13
Buildings . ............ . ... . ... .. ... $ 20,000 $10,000 $ 10,000
land . ... ... 50,000 —0- 50,000
Equipment . .. .. .. ... .. 12,500 10,000 2,500
Royalty agreement ... ......... .. ... ... .. 30,000 6,000 24,000
Goodwill ... 15,000 —0- 15,000

Total .. ... $127,500 $26,000 $101,500
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Buildings (net) = $937,500. The parent’s book value is added to the subsidiary’s book value plus the
$20,000 fair-value allocation (see Exhibit 4.16) and less five years of amortization (2009 through 2013).

Equipment (net) = $540,000. The parent’s book value is added to the subsidiary’s book value. The
$12,500 fair-value allocation has been completely amortized after five years.

Goodwill = $15,000. Original acquisition-date value assigned.

Expenses = $746,500. The parent’s book value is added to the subsidiary’s book value plus amorti-
zation expenses on the fair-value allocations for the year (see Exhibit 4.15).

Dividends Paid = $90,000. Only parent company dividends are consolidated. Subsidiary dividends
paid to the parent are eliminated; the remainder reduce the Noncontrolling Interest balance.

Royalty Agreement = $22,500. The original residual allocation from the acquisition-date fair value
is recognized after taking into account five years of amortization (see Exhibit 4.15).

Consolidated Net Income = $393,500. The combined total of consolidated revenues and expenses.

Noncontrolling Interest in Subsidiary’s Income = $32,700. The outside owners are assigned a 20 per-
cent share of the subsidiary’s income less excess fair-value amortizations: 20% X ($170,000 — $6,500).

Controlling Interest in Consolidated Net Income = $360,800. Consolidated net income less the
amount allocated to the noncontrolling interest.

Liabilities = $1,190,000. The parent’s book value is added to the subsidiary’s book value. The
$20,000 intra-entity balance is eliminated.

Common Stock = $480,000. Only the parent company’s balance is reported.

Retained Earnings, 1/1/13 = $827,200. Only the parent company’s balance after a $123,200 increase
to convert from the initial value method to the equity method.

Retained Earnings 12/31/13 = $1,098,000. The parent’s adjusted beginning balance of $827,200, plus
$360,800 net income to the controlling interest, less $90,000 dividends paid to the controlling interest.

Revenues = $1,140,000. The parent’s book value is added to the subsidiary’s book value.
Dividend Income = —0—. The intra-entity dividend receipts are eliminated.
Noncontrolling Interest in Subsidiary, 12/31/13 = $162,000.

NCl in Sun’s 1/1/13 book value (20% X $580,000) ... ................. $116,000
NCI in unamortized excess fair-value allocations (20% X $86,500) ... ... .. 17,300
January 1, 2013, NClin Sun's fairvalue . ............. ... .. ... ...... 133,300
NCl in Sun’s net income [20% X ($360,000 — 196,500)] ............... 32,700
NCI dividend share (20% X $20,000) .. ........... ... .. (4,000)

Total noncontrolling interest December 31,2013 .. ................. $162,000

b. Six worksheet entries are necessary to produce a consolidation worksheet for Father Company and
Sun Company.

Entry *C
Investment in Sun Company . . .. ... 123,200
Retained Earnings, 1/1/13 (parent) . . .. ..................... 123,200
This increment is required to adjust the parent's Retained
Earnings from the initial value method to the equity method.
The amount is $144,000 (80 percent of the $180,000 increase
in the subsidiary’s book value during previous years) less

$20,800 in excess amortization over this same four-year
period ($6,500 X 80% X 4 years).

Entry S
Common Stock (subsidiary) .. ....... ... .. ... 100,000
Retained Earnings, 1/1/13 (subsidiary) . . .. .......... .. .. ... ..... 480,000
Investment in Sun Company (80 percent) ................... 464,000
Noncontrolling Interest in Sun Company (20 percent) .......... 116,000

To eliminate beginning stockholders’ equity accounts of the subsidiary
and recognize the beginning balance book value attributed to the
outside owners (20 percent).
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Entry A1 and A2 Combined

Builldings . . ... 10,000

Land . . 50,000

Equipment .. ... . 2,500

Royalty Agreement . ... ... ... .. 24,000

Goodwill ... 15,000
Investment in Sun Company .. ......... ... 84,200
Noncontrolling Interest in Sun Company . ................... 17,300

To recognize unamortized excess fair over book value allocations
as of the first day of the current year (see Exhibit 4.16). All goodwill
is attributable to the controlling interest.

Entry I
Dividend Income . ... .. ... . ... 16,000
Dividends Paid .. ... ... ... . ... ... 16,000

To eliminate intra-entity dividend payments recorded by parent
(using the initial value method) as income.

Entry E
Depreciation EXPENSe . . ... . 5,000
Amortization EXpense . .. ... 1,500
Buildings . .. ... 2,500
Equipment .. ... 2,500
Royalty Agreement . ... ... ... . .. ... 1,500

To recognize excess amortization expenses for the current year
(see Exhibit 4.15).

Entry P
Liabilities ... ... .. 20,000
Current ASSetS . . . ... 20,000
To eliminate the intra-entity debt.

c. If the acquisition-date fair value of the noncontrolling interest were $112,500, then Sun’s fair value
would increase by $10,000 to $537,500 and goodwill would increase by the same $10,000 to $25,000.
The entire $10,000 increase in goodwill would be allocated to the noncontrolling interest as follows:

Controlling Noncontrolling
Interest Interest Total
Fair value at acquisition date ............. $425,000 $112,500 $537,500
Relative fair value of Sun’s net identifiable
assets (80% and 20%) ................ 410,000 102,500 512,500
Goodwill .. ... $ 15,000 $ 10,000 $ 25,000

Therefore, the consolidated balance sheet would show goodwill at $25,000 (instead of $15,000) and
the noncontrolling interest balance would show $172,000 (instead of $162,000).

Questions 1. What does the term noncontrolling interest mean?

2. Atwater Company acquires 80 percent of the outstanding voting stock of Belwood Company. On that
date, Belwood possesses a building with a $160,000 book value but a $220,000 fair value. Assum-
ing that a bargain purchase has not been made, at what value would this building be consolidated
under each of the following?

a. Acquisition method
b. Purchase method
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3. What is a control premium and how does it affect consolidated financial statements?

4. Where should the noncontrolling interest’s claims be reported in a consolidated set of financial
statements?

5. How is the noncontrolling interest in a subsidiary company calculated as of the end of the current
year?

6. December 31 consolidated financial statements are being prepared for Allsports Company and its
new subsidiary acquired on July 1 of the current year. Should Allsports adjust its consolidated bal-
ances for the preacquisition subsidiary revenues and expenses?

7. Tree, Inc., has held a 10 percent interest in the stock of Limb Company for several years. Because
of the level of ownership, this investment has been accounted for using the fair-value method. At the
beginning of the current year, Tree acquires an additional 70 percent interest, which provides the
company with control over Limb. In preparing consolidated financial statements for this business
combination, how does Tree account for the previous 10 percent ownership interest?

8. Duke Corporation owns a 70 percent equity interest in UNCCH, a subsidiary corporation. During
the current year, a portion of this stock is sold to an outside party. Before recording this transaction,
Duke adjusts the book value of its investment account. What is the purpose of this adjustment?

9. In question (8), how would the parent record the sales transaction?

10. In question (8), how would Duke account for the remainder of its investment subsequent to the sale
of this partial interest?

Problems Note: Problems 1 through 37 assume the use of the acquisition method. Problems 38 through 40 assume
the use of the purchase method.

LO1 1. What is a basic premise of the acquisition method regarding accounting for a noncontrolling interest?

a. Consolidated financial statements should be primarily for the benefit of the parent company’s
stockholders.

b. Consolidated financial statements should be produced only if both the parent and the subsidiary
are in the same basic industry.

c. A subsidiary is an indivisible part of a business combination and should be included in its
entirety regardless of the degree of ownership.

d. Consolidated financial statements should not report a noncontrolling interest balance because
these outside owners do not hold stock in the parent company.

LO2 2. Bailey, Inc., buys 60 percent of the outstanding stock of Luebs, Inc. Luebs owns a piece of land that
cost $200,000 but was worth $500,000 at the acquisition date. What value should be attributed to
this land in a consolidated balance sheet at the date of takeover?

a. $120,000.
b. $300,000.
¢. $380,000.
d. $500,000.

LO2 3. Jordan, Inc., holds 75 percent of the outstanding stock of Paxson Corporation. Paxson currently
owes Jordan $400,000 for inventory acquired over the past few months. In preparing consolidated
financial statements, what amount of this debt should be eliminated?

a. —0—.

b. $100,000.
¢. $300,000.
d. $400,000.

LO2 4. On January 1, 2011, Brendan, Inc., reports net assets of $760,000 although equipment (with a four-
year life) having a book value of $440,000 is worth $500,000 and an unrecorded patent is valued at
$45,000. Hope Corporation pays $692,000 on that date for an 80 percent ownership in Brendan. If
the patent is to be written off over a 10-year period, at what amount should it be reported on consol-
idated statements at December 31, 2012?

a. $28,800.
b. $32,400.
c. $36,000.

d. $40,500.
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LO6

LO4

LO8

LO9

LO9

LO4, LO8

10.

11.

. The noncontrolling interest represents an outside ownership in a subsidiary that is not attributable to the

parent company. Where in the consolidated balance sheet is this outside ownership interest recognized?
a. In the liability section.

b. In a mezzanine section between liabilities and owners’ equity.

c. Inthe owners’ equity section.

d. The noncontrolling interest is not recognized in the consolidated balance sheet.

. OnJanuary 1, 2011, Chamberlain Corporation pays $388,000 for a 60 percent ownership in Neville.

Annual excess fair-value amortization of $15,000 results from the acquisition. On December 31,
2012, Neville reports revenues of $400,000 and expenses of $300,000 and Chamberlain reports
revenues of $700,000 and expenses of $400,000. The parent figures contain no income from the
subsidiary. What is consolidated net income attributable to the controlling interest?

a. $231,000.
b. $351,000.
c. $366,000.
d. $400,000.

. James Company acquired 85 percent of Mark-Right Company on April 1. On its December 31

consolidated income statement, how should James account for Mark-Right’s revenues and expenses

that occurred before April 1?

a. Include 100 percent of Mark-Right’s revenues and expenses and deduct the preacquisition por-
tion as noncontrolling interest in net income.

b. Exclude 100 percent of the preacquisition revenues and 100 percent of the preacquisition
expenses from their respective consolidated totals.

c. Exclude 15 percent of the preacquisition revenues and 15 percent of the preacquisition expenses
from consolidated expenses.

d. Deduct 15 percent of the net combined revenues and expenses relating to the preacquisition
period from consolidated net income.

. Amie, Inc., has 100,000 shares of $2 par value stock outstanding. Prairie Corporation acquired 30,000

of Amie’s shares on January 1, 2009, for $120,000 when Amie’s net assets had a total fair value of
$350,000. On July 1, 2012, Prairie agreed to buy an additional 60,000 shares of Amie from a single
stockholder for $6 per share. Although Amie’s shares were selling in the $5 range around July 1, 2012,
Prairie forecasted that obtaining control of Amie would produce significant revenue synergies to jus-
tify the premium price paid. If Amie’s net identifiable assets had a fair value of $500,000 at July 1,
2012, how much goodwill should Prairie report in its postcombination consolidated balance sheet?
a. $60,000.

b. $90,000.

c. $100,000.

d $—0—.

. A parent buys 32 percent of a subsidiary in one year and then buys an additional 40 percent in the

next year. In a step acquisition of this type, the original 32 percent acquisition should be

a. maintained at its initial value.

b. adjusted to its equity method balance at the date of the second acquisition.

c. adjusted to fair value at the date of the second acquisition with a resulting gain or loss recorded.

d. adjusted to fair value at the date of the second acquisition with a resulting adjustment to addi-
tional paid-in capital.

On April 1, Pujols, Inc., exchanges $430,000 fair-value consideration for 70 percent of the outstanding

stock of Ramirez Corporation. The remaining 30 percent of the outstanding shares continued to trade

at a collective fair value of $165,000. Ramirez’ identifiable assets and liabilities each had book values

that equaled their fair values on April 1 for a net total of $500,000. During the remainder of the year,

Ramirez generates revenues of $600,000 and expenses of $360,000 and paid no dividends. On a

December 31 consolidated balance sheet, what amount should be reported as noncontrolling interest?

a. $219,000.
b. $237,000.
c. $234,000.
d. $250,500.

McKinley, Inc., owns 100 percent of Jackson Company’s 45,000 voting shares. On June 30, McKinley’s
internal accounting records show a $192,000 equity method adjusted balance for its investment in
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Jackson. McKinley sells 15,000 of its Jackson shares on the open market for $80,000 on June 30.
How should McKinley record the excess of the sale proceeds over its carrying value for the shares?
a. Reduce goodwill by $64,000.

b. Recognize a gain on sale for $16,000.

c¢. Increase its additional paid-in capital by $16,000.

d. Recognize a revaluation gain on its remaining shares of $48,000.

Use the following information for Problems 12 through 14:

West Company acquired 60 percent of Solar Company for $300,000 when Solar’s book value was
$400,000. The newly comprised 40 percent noncontrolling interest had an assessed fair value of
$200,000. Also at the acquisition date, Solar had a trademark (with a 10-year life) that was undervalued
in the financial records by $60,000. Also, patented technology (with a 5-year life) was undervalued by
$40,000. Two years late