CHAPTER 5
CONSOLIDATED FINANCIAL STATEMENT
AFTER ACQUISITION
1. GUIDELINE OF ACCOUNTING TREATMENT
There are three level of influence or control by an investor over an investee, which determine the appropriate accounting treatment.
Illustration 5.1.
	Level of Influence
	Guideline Percentages
	Usual Accounting Treatment

	No significant influence
	Less than 20%
	Investment carried at fair value at current year-end (trading or available for sale securities) – method traditionally referred to as cost method with an adjustment for market changes.

	Significant influence but no control
	20 to 50% (a)
	Investment measured under the equity method, may be elected to be carried at fair value under an irrevocable option. (b)

	
	Greater than 50%%
	Consolidated statements required (investment eliminated, combined financial statements): investment recorded under cost, partial equity, or complete equity method.

	(a) The IASB defines control as the ability of an entity to  direct the activities of another entity to generate returns for the reporting entity.

(b) FASB ASC paragraph 825-10-25-4

	Source: Debra C. Jeter and Paul K. Chaney, Advanced Accounting, International Student Version, fifth edition, Wiley, 2012.


2. METHODS OF RECORDING INVESTMENT
2.1. 
Cost Method on Book of Investor

Illustration 5.1.

Assume that P Company acquired 90% of the outstanding voting stock of S Company at the beginning of Year 1 for $800,000. Income (loss) of S Company and dividends declared by S Company during the next three years are listed below. During the third year, the firm pays a liquidating dividends (i.e. the cumulative dividends declared exceeds the cumulative income earned).

	Year
	Income (Loss)
	Dividends Declared
	Cumulative Income Over (Under) Cumulative Dividends)

	1
	$  90,000
	$   30,000
	$   60,000

	2
	(20,000)
	30,000
	10,000

	3
	10,000
	30,000
	(10,000)


Journal entry on the books of P Company to account for the investment in S Company during the three years are as follows:

Year 1 – P’s Books
	Investment in S Company
	800,000
	

	        Cash
	
	800,000

	Cash
	27,000
	

	        Dividend Income
	
	27,000

	        To record dividends received: 90% x $30,000 


Year 2 – P’s Books
	Cash
	27,000
	

	        Dividend Income
	
	27,000

	        To record dividends received: 90% x $30,000 


Year 3 – P’s Books
	Cash
	27,000
	

	        Dividend Income
	
	18,000

	        Investment in S Company
	
	

9,000

	To record dividends received:

(1)   Dividend from income: 90% x $20,000 = $18,000

(2)   Dividend liquidation: 90% x $10,000 = $9,000


Investment account after the above entries
	
	Debit
	Credit
	Balance

	Year 1 – Cost
	800,000
	
	800,000

	Year 3 – Liquidating dividend  
	
	9,000
	791,000


2.2.
Partial Equity Method on Books of Investor

Illustration 5.2.

Assume that P Company has elected to use the partial equity method to record the investment in S Company above. The entries for the first three years would appear as follows: 
Year 1 – P’s Books
	Investment in S Company
	800,000
	

	        Cash
	
	800,000

	        To record the initial investment

	Investment in S Company
	81,000
	

	        Investment Revenue
	
	81,000

	        To record P’s share of subsidiary income: 90% x $90,000

	Cash
	27,000
	

	        Investment in S Company
	
	27,000

	        To record cash dividends received: 90% x $30,000


Year 2 – P’s Books
	Investment Loss 
	18,000
	

	        Investment in S Company
	
	18,000

	       To record loss of investment in S Company: 90% x $20,000 

	Cash
	27,000
	

	        Investment in S Company
	
	27,000

	       To record dividends received: 90% x $30,000 = $ 27,000


Year 3 – P’s Books
	Investment in S Company
	9,000
	

	        Investment Revenue
	
	9,000

	       To record income of investment in S Company: 90% x $ 10,000 = 27,000

	Cash
	27,000
	

	        Investment in S Company
	
	27,000

	       To record dividends received: 90% x $ 30,000 = 27,000


Investment account after the above entries

	
	Debit
	Credit
	Balance

	Year 1 – Cost
	800,000
	
	800,000

	Year 1 – Investment income 
	81,000
	
	881,000

	Year 1 – Dividend received
	
	27,000
	854,000

	Year 2 – Investment loss
	
	18,000
	836,000

	Year 2 – Dividend received
	
	27,000
	809,000

	Year 3 – Investment income
	9,000
	
	818,000

	Year 3 – Dividend received
	
	27,000
	791,000


2.3. 
Complete Equity Method on Books of Investor
The complete equity method is usually required to report common stock investments in the 20% to 50% range, assuming the investor has the ability to exercise significant influence over the operating activities of the investee and does not have effective control over the investee. In addition a parent company may use, in its own books, the complete equity method to account for investments in subsidiaries that will be consolidated. 
Illustration 5.3.
Continuing the illustration 5.1., assume additionally that the $800,000 purchase priced exceeded the book value of the underlying equity of S Company by $100,000, and the difference was attributed half to goodwill ($50,000) and half to an excess of market over book values of depreciable assets ($50,000). Under current FASB regulations, goodwill would be capitalized and not amortized. The depreciation of the excess, if spread over a remaining useful life of 10 years, would result in a charge to earnings of $5,000 a year. This charge has the impact of lowering the investment income in subsidiary, or increasing investment loss in subsidiary, recorded by the parent company.

The entries for the first three years under the complete equity method are as follows:
Year 1 – P’s Books
	Investment in S Company
	800,000
	

	        Cash
	
	800,000

	        To record the initial investment

	Investment in S Company
	81,000
	

	        Investment Revenue
	
	81,000

	        To record P’s share of subsidiary income: 90% x $90,000

	Investment Revenue
	5,000
	

	         Investment in S Company        
	
	5,000

	        To adjust investment income for the excess depreciation ($50,000/10)

	Cash
	27,000
	

	        Investment in S Company
	
	27,000

	        To record cash dividends received: 90% x $30,000


Year 2 – P’s Books

	Investment Loss
	18,000
	

	        Investment in S Company
	
	18,000

	       To record loss of investment in S Company: 90% x $20,000 

	Investment Loss
	5,000
	

	        Investment in S Company
	
	5,000

	        To adjust investment loss for the excess depreciation ($50,000/10)

	Cash
	27,000
	

	        Investment in S Company
	
	27,000

	       To record dividends received: 90% x $30,000 = $ 27,000


Year 3 – P’s Books
	Investment in S Company
	9,000
	

	        Investment Revenue
	
	9,000

	       To record income of investment in S Company: 90% x $ 10,000 = 27,000

	Investment Revenue 
	5,000
	

	        Investment in S Company
	
	5,000

	        To adjust investment income for the excess depreciation ($50,000/10)

	Cash
	27,000
	

	        Investment in S Company
	
	27,000

	       To record dividends received: 90% x $ 30,000 = 27,000


Investment account after the above entries

	
	Debit
	Credit
	Balance

	Year 1 – Cost
	800,000
	
	800,000

	Year 1 – Investment income 
	81,000
	
	881,000

	Year 1 – Excess depreciation
	
	5,000
	876,000

	Year 1 – Dividend received
	
	27,000
	849,000

	Year 2 – Investment loss
	
	18,000
	831,000

	Year 2 – Excess depreciation
	
	5,000
	826,000

	Year 2 – Dividend received
	
	27,000
	799,000

	Year 3 – Investment income
	9,000
	
	808,000

	Year 3 – Excess depreciation
	
	5,000
	803,000

	Year 3 – Dividend received
	
	27,000
	776,000


Comparison the ending balance of investment in subsidiary account for the three methods in the end of the year 3:
	Cost method
	791,000

	Partial equity method
	791,000

	Complete equity method
	776,000


Exercise:
5.1. 
P Company purchase 80% of S Company share for $900.000, the book value of 80% net assets S Company is $700,000, the difference between IV and BV attributed to depreciable assets with 10 years remaining economic life. Data for three years operation of S Company is as follows:

	Year
	Profit (Loss)
	Cash Dividends

	1
	$  80,000
	$  30,000

	2
	(60,000)
	20,000

	3
	50,000
	10,000



Required:


Record the above transactions in P Company’s books using complete equity method

3. CONSOLIDATED FINANCIAL STATEMENTS AFTER ACQUISITION
3.1. 
Cost Method

Illustration 5.4.
The following are the trial balances of P Company and S Company
P Company and S Company Trial Balance

December 31, 2014

	
	P Company
	S Company

	Cash
	$   79,000
	
	$   18,000
	

	Accounts Receivable (net)
	64,000
	
	28,000
	

	Inventory, 1/1
	56,000
	
	32,000
	

	Investment in S Company
	165,000
	
	
	

	Property and Equipment (net)
	180,000
	
	165,000
	

	Goodwill
	35,000
	
	17,000
	

	Accounts Payable
	
	$  35,000
	
	$    24,000

	Other Liabilities
	
	62,000
	
	37,000

	Common Stock, $10 par value
	
	200,000
	
	100,000

	Other Contributed Capital
	
	40,000
	
	50,000

	Retained Earnings, 1/1
	
	210,000
	
	40,000

	Dividends Declared
	20,000
	
	10,000
	

	Sales
	
	300,000
	
	160,000

	Dividend Income
	
	8,000
	
	

	Purchases
	186,000
	
	95,000
	

	Expenses
	70,000
	
	46,000
	

	
	$ 855,000
	$ 855,000
	$ 411,000
	$ 411,000

	Inventory, 12/31 
	$   67,000
	
	$   43,000
	


Assume that P Company purchased 80% of the outstanding shares of S Company common stock on January 1, 2014, for $165,000. The underlying book value of S Company’s net assets on that date was $190,000. P Company made the following entry:
	Investment in S Company
	165,000
	

	       Cash
	
	165,000


On June 6, 2014, S Company paid a $10,000 dividend and made the following entry:

S Company’s Books

	Dividend Declared
	10,000
	

	       Cash
	
	10,000



Notes: Recall that the Dividends Declared account is a temporary account that is closed to retained earnings at the year-end.


P Company’s Books
	Cash
	8,000
	

	       Dividend Income (80% x $10,000)
	
	8,000


Computation and Allocation of Difference Schedule
	
	Parent
	NCI
	Total Value

	Purchase price and implied value
	165,000
	41,250
	206,250

	Less: Book value of equity
	
	
	

	     Common Stock
	80,000
	20,000
	100,000

	     Other Contributed Capital
	40,000
	10,000
	50,000

	     Retained Earnings
	32,000
	8,000
	40,000

	     Total book value
	152,000
	38,000
	190,000

	Difference between IV and BV
	13,000
	3,250
	16,250

	Record new goodwill
	-13,000
	-3,250
	-16,250

	Balance
	0
	0
	0


Notes:
The cost method for ownership 80%, in this case, is only for teaching principles of the preparation of consolidated financial statements purposes, because for ownership more than 20% supposed to use equity method, instead of cost method.
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Consolidated Statements Working Paper – Cost Method

For the Year Ended December 31, 2014
	
	P Co.
	S.Co.
	Eliminations
	Consol-

	Income Statement
	
	
	Dr
	Cr
	Dated

	Sales
	300,000
	160,000
	
	
	460,000

	Dividend Income
	8,000
	
	8,000
	
	

	Total Revenue
	308,000
	160,000
	8,000
	
	460,000

	Cost of Goods Sold
	
	
	
	
	

	    Inventory 1/1
	56,000
	32,000
	
	
	88,000

	    Purchases
	186,000
	95,000
	
	
	281,000

	
	242,000
	127,000
	
	
	369,000

	    Inventory 12/31
	67,000
	43,000
	
	
	110,000

	Cost of Goods Sold
	175,000
	84,000
	
	
	259,000

	Expenses
	70,000
	46,000
	
	
	116,000

	    Total Cost and Expense
	245,000
	130,000
	
	
	375,000

	Consolidated Interest Net Income
	63,000
	30,000
	8,000
	
	85,000

	Non-controlling net income
	
	
	6,000
	
	(6,000)

	Net Income to Retained Earnings
	63,000
	30,000
	14,000
	
	79,000

	
	
	
	
	
	

	Retained Earning Statements
	
	
	
	
	

	Retained Earnings 1/1
	
	
	
	
	

	    P Company
	210,000
	
	
	
	210,000

	    S Company
	
	40,000
	40,000
	
	

	Net Income
	63,000
	30,000
	8,000
	
	79,000

	    NCI
	
	
	6,000
	
	

	Dividends Declared
	
	
	
	
	

	    P Company
	(20,000)
	
	
	
	(20,000)

	    S Company
	
	(10,000)
	
	8,000
	

	     NCI
	
	
	
	2,000
	

	Retained Earnings to Balance Sheet
	253,000
	60,000
	40,000
	
	269,000

	    NCI
	
	
	4000
	
	

	Balance Sheet
	
	
	
	
	

	Cash
	79,000
	18,000
	
	
	97,000

	Accounts Receivable (net)
	64,000
	28,000
	
	
	92,000

	Inventory, 12/31
	67,000
	43.000
	
	
	110,000

	Investment in S Company
	165,000
	
	
	165,000
	

	Property and Equipment (net)
	180,000
	165,000
	
	
	345,000

	Goodwill
	35,000
	17,000
	16,250
	
	68,250

	Total
	590,000
	271,000
	
	
	712,250

	Accounts Payable
	35,000
	24,000
	
	
	59,000

	Other Liabilities
	62,000
	37,000
	
	
	99,000

	Common Stock:
	
	
	
	
	

	    P Company
	200,000
	
	
	
	200,000

	    S Company
	
	100,000
	100,000
	
	0

	Other Contributed Capital
	
	
	
	
	

	    P Company
	40,000
	
	
	
	40,000

	    S Company
	
	50,000
	50,000
	
	

	Retained Earnings
	253,000
	60,000
	40,000
	
	269,000

	    NCI
	
	
	4,000
	
	

	NCI in Net Asset 1/1
	
	
	
	41,250
	

	NCI in Net Assets 12/31
	
	
	
	4,000
	45,250

	Total
	590,000
	271,000
	210,250
	210,250
	712,250


Description for the Elimination:
Income statement:
1. Dividend income in P Co. from S $8,000 must be eliminated and therefore net income of P Co. must be reduced at the same amount.
2. Net income to retained earning must be reduced by dividend income of P $8,000.

3. Retained earning S Co. $30,000, 20% is for NCI (20% * $30,000 = $ 6,000), and therefore must be excluded from combined net income of $85,000.

4. Net income to retained earning of P Co. $63,000 must be reduced by dividend from S $8,000 and for S Co. must be reduced by NCI $6,000, total become $14,000.
Retained earning statement:

1. S Co $40,000 must be eliminated.

2. Net income P Co $63,000 is included dividend from S $8,000, therefore dividend must be eliminated or excluded from combined net income.

3. Net income S Co $30,000, 20% is for NCI (20% x 30,000 = 6,000), there fore $ 6,000 must be eliminated.

4. Dividend declare of S Co $10,000, for P Co. 80% ($8,000) and for NCI 20% ($2,000) must be eliminated.

5. Retained earning for balance sheet of P Co. $253,000 is included dividend from S Co $8,000, however retained earing of S Co $60,000 has been deducted by dividend declared $10,000 includes dividend for S Co $8,000, therefore no need to revise the retained earning of P Co. $253,000.

6. Retained earning of S Co. $60,000. It is includes beginning R/E $40,000 which must be eliminated as well as net income for NCI 20% x (30,000-10.000) = $4,000 which also must be eliminated.
Balance Sheet
1. Investment in S Co $165,000 must be eliminated.
2. Goodwill of $16,250 must be recorded, see the computation and allocation of different (CAD).
3. Common stock and other contributed capital for S Co must be fully eliminated, $100,000 and 50,000 respectively.
4. Retained earning of S Co. $60,000 is includes beginning retained earning $40,000 which must be eliminated and also retained earning for NCI 20% X 20,000 = $4,000.
5. Beginning NCI net assets $41,250 (see the CAD) and additional net assets from current net income 20% x $20,000 = $4,000. Net income $20,000 coming from current year net income of $30,000 minus dividend declare $10,000.

See the attached spread sheet as supporting computation.
Illustration 5.5.

After year of Acquisition – Cost Method

Assume that in the second year (2015), the financial performances of both P Co. and S Co. as stated in the following working paper. The worksheet for preparing the consolidated financial statements is as follows:
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For the Year Ended December 31, 2015
	
	P Co.
	S.Co.
	Eliminations
	Consol-

	Income Statement
	
	
	Dr
	Cr
	Dated

	Sales
	350,000
	190,000
	
	
	540,000

	Dividend Income (from S Co.)
	12,000
	
	12,000
	
	

	Total Revenue
	362,000
	190,000
	12,000
	
	540,000

	Cost of Goods Sold
	200,000
	94,000
	
	
	294,000

	Expenses
	80,000
	56,000
	
	
	136,000

	    Total Cost and Expense
	280,000
	150,000
	
	
	430,000

	Consolidated Interest Net Income
	82,000
	40,000
	   12,000 
	
	110,000

	Non-controlling net income
	
	
	     8,000 
	
	-8,000

	Net Income to Retained Earnings
	82,000
	40,000
	20,000
	
	102,000

	
	
	
	
	
	

	Retained Earnings Statements
	
	
	
	
	

	Retained Earnings 1/1
	
	
	
	
	

	    P Company
	253,000
	
	
	16,000
	269,000

	    S Company
	
	60,000
	   60,000 
	
	

	Net Income
	82,000
	40,000
	   12,000 
	
	102,000

	    NCI
	
	
	     8,000 
	
	

	Dividends Declared
	
	
	
	
	

	    P Company
	-30,000
	
	
	
	-30,000

	    S Company
	
	-15,000
	
	12,000
	

	     NCI
	
	
	
	3,000
	

	Retained Earnings to Balance Sheet
	305,000
	85,000
	   40,000 
	
	341,000

	    NCI
	
	
	     9,000 
	
	

	Balance Sheet
	
	
	
	
	

	Cash
	78,000
	36,000
	
	
	114,000

	Accounts Receivable (net)
	71,000
	33,000
	
	
	104,000

	Inventory, 12/31
	82,000
	39000
	
	
	121,000

	Investment in S Company
	165,000
	
	
	165,000
	

	Property and Equipment (net)
	245,000
	185,000
	
	
	430,000

	Goodwill
	35,000
	17,000
	16,250
	
	68,250

	Total
	676,000
	310,000
	
	
	837,250

	Accounts Payable
	61,000
	30,000
	
	
	91,000

	Other Liabilities
	70,000
	45,000
	
	
	115,000

	Common Stock:
	
	
	
	
	

	    P Company
	200,000
	
	
	
	200,000

	    S Company
	
	100,000
	100,000
	
	0

	Other Contributed Capital
	
	
	
	
	

	    P Company
	40,000
	
	
	
	40,000

	    S Company
	
	50,000
	50,000
	
	

	Retained Earnings
	305,000
	85,000
	40,000
	
	341,000

	    NCI
	
	
	9,000
	
	

	NCI in Net Asset 1/1
	
	
	
	45,250
	

	NCI in Net Assets 12/31
	
	
	
	5,000
	50,250

	Total
	676,000
	310,000
	215,250
	215,250
	837,250


Description for the elimination:
Income Statements:

1. Dividend from S Co. $12,000 must be eliminated, it is coming from 80% X $15,000.
2. Net income of P Co. $82,000 is includes dividend from S Co. $12,000, therefore the element of dividend must be eliminated.

3. 20% of S Co. net income $40,000 or $8,000 is for NCI, therefore must be eliminated and is also used to deduct the consolidated net income of $110,000.

4. The net income of P Co. $82,000 and S Co. $40,000 is include the dividend from S Co. $12,000 and NCI $8,000,  or totally $20,000, it must be used to eliminate the consolidated net income.

Retained Earnings Statements

1. R/E 1/1 of P Co individually, is excludes the net income of S Company $16,000 (80% x previous year income of $20,000). Therefore beginning R/E must be added by $16,000 net income of S Co. in the last year.

2. R/E 1/1 of S Co. is entirely eliminated, there must be only one R/E, it is R/E of P Co.

3. Net income of P Co. includes dividend from S Co. $12,000. This dividend must be removed from P Co. for the purposes of consolidation.

4. Net income of S Co. is include NCI 20% X $40,000 = $8,000. The portion of NCI over the net income also must be removed from the consolidated FS.
5. Dividend declare of S Co. $15,000, for P Co 12,000 and for NCI $3,000, is also must be removed from the consolidated financial statements.
6. The beginning R/E for balance sheet of S Co. $40,000, must be eliminated, and the NCI over current net income (20% x (85,000-40,000))= $9,000 is also must be eliminated, 
Balance Sheet

1. Investment in S Co. $165,000 must be eliminated. Since the investment is recorded using cost method, the balance of investment will always remain the same. For this case, it is only for teaching on how to prepare the consolidated financial statements purposes. It should be recorded using equity method since the ownership is more than 20%.

2. The goodwill must recorded for $16,250 (see the CAD).

3. Common stock of $100,000 and other contributed capital of $50,000 of S Co. must be completely eliminated.

4. Retained earnings of S Co. is eliminated for the beginning balance of $40,000, and for the NCI of 20% x (85,000 – 40,000) = $ 9,000.

5. NCI of current year income is: 20% x ($40,000-$15,000) = $5,000
3.2.
Equity Method – Year of Acquisition
Equity method is used when the ownership of subsidiary stock is more than 20%. Companies elect to use the equity method to record their investments in subsidiaries to estimate the operating effects of their investments for internal decision-making purposes.

Illustration 5.6.
Assume that P Company purchased 80% of outstanding shares of S Company common stock on January 1, 2014 for $165,000, when the composition of S Company’s equity as follows: common stock $100,000, other contributed capital $50,000, and retained earnings is $40,000. The different between IV and BV is recorded as goodwill.
P Company made the following entry:

	Investment in S Company
	165,000
	

	       Cash
	
	165,000


Assume that S Company reporting current year income of $30,000, P Company would make the following entry:
	Investment in S Company
	24,000
	

	       Income from Investment  (80% x $30,000)
	
	24,000


Assume that in this current year S Company distributing cash dividend of $10,000, P Company would make the following entry:

	Cash
	8,000
	

	       Investment in S Company (80% x $10,000)
	
	8,000


Computation and Allocation of Difference Schedule

	
	Parent
	NCI
	Total Value

	Purchase price and implied value
	165,000
	41,250
	206,250

	Less: Book value of equity
	
	
	

	     Common Stock
	80,000
	20,000
	100,000

	     Other Contributed Capital
	40,000
	10,000
	50,000

	     Retained Earnings
	32,000
	8,000
	40,000

	     Total book value
	152,000
	38,000
	190,000

	Difference between IV and BV
	13,000
	3,250
	16,250

	Record new goodwill
	-13,000
	-3,250
	-16,250

	Balance
	0
	0
	0


Assume that the trial balances are as stated in the following working paper, the elimination for the consolidated financial statements are as follows.
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For the Year Ended December 31, 2014
	
	P Co.
	S.Co.
	Eliminations
	Consol-

	Income Statement
	
	
	Dr
	Cr
	Dated

	Sales
	 300,000 
	 160,000 
	
	
	 460,000 

	Income from Investment in S Co.
	   24,000 
	
	   24,000 
	
	

	Total Revenue
	 324,000 
	 160,000 
	
	
	 460,000 

	Cost of Goods Sold
	 175,000 
	   84,000 
	
	
	 259,000 

	Expenses
	   70,000 
	   46,000 
	
	
	 116,000 

	    Total Cost and Expense
	 245,000 
	 130,000 
	
	
	 375,000 

	Consolidated Interest Net Income
	   79,000 
	   30,000 
	   24,000 
	
	   85,000 

	Non-controlling net income
	
	
	     6,000 
	
	   (6,000)

	Net Income to Retained Earnings
	   79,000 
	   30,000 
	   30,000 
	
	   79,000 

	
	
	
	
	
	

	Retained Earnings Statements
	
	
	
	
	

	Retained Earnings 1/1
	
	
	
	
	

	    P Company
	 210,000 
	
	
	
	 210,000 

	    S Company
	
	   40,000 
	   40,000 
	
	            -   

	Net Income
	   79,000 
	   30,000 
	   24,000 
	
	   79,000 

	   NCI
	
	
	     6,000 
	
	

	Dividends Declared
	
	
	
	
	

	    P Company
	(20,000)
	
	
	
	 (20,000)

	    S Company
	
	 (10,000)
	
	     8,000 
	

	        NCI
	
	
	
	     2,000 
	

	Retained Earnings to Balance Sheet
	 269,000 
	  60,000 
	   40,000 
	
	 269,000 

	
	
	
	   16,000 
	
	

	        NCI Net Profit
	
	
	     4,000 
	
	

	Balance Sheet
	
	
	
	
	

	Cash
	   79,000 
	   18,000 
	
	
	   97,000 

	Accounts Receivable (net)
	   64,000 
	   28,000 
	
	
	   92,000 

	Inventory, 12/31
	   67,000 
	   43,000 
	
	
	 110,000 

	Investment in S Company
	 181,000 
	
	
	 181,000 
	            -   

	Property and Equipment (net)
	 180,000 
	 165,000 
	
	
	 345,000 

	Goodwill
	   35,000 
	   17,000 
	   16,250 
	
	   68,250 

	Total
	 606,000 
	 271,000 
	
	
	 712,250 

	Accounts Payable
	   35,000 
	   24,000 
	
	
	   59,000 

	Other Liabilities
	   62,000 
	   37,000 
	
	
	   99,000 

	Common Stock:
	
	
	
	
	

	    P Company
	 200,000 
	
	
	
	 200,000 

	    S Company
	
	 100,000 
	 100,000 
	
	            -   

	Other Contributed Capital
	
	
	
	
	

	    P Company
	   40,000 
	
	
	
	   40,000 

	    S Company
	
	   50,000 
	   50,000 
	
	

	Retained Earnings
	 269,000 
	   60,000 
	   40,000 
	
	 269,000 

	
	
	
	   16,000 
	
	

	
	
	
	     4,000 
	
	

	NCI in Net Assets 1/1
	
	
	
	   41,250 
	

	NCI in Net Assets 12/31
	
	
	
	     4,000 
	   45,250 

	Total
	 606,000 
	 271,000 
	 226,250 
	 226,250 
	 712,250 


Description for the elimination:
Income statements
1. Income from investment in S Co of $24,000 must be fully eliminated. The balance coming from the acquisition of profit and loss S Co.: 80% x $30,000.
2. Net income of P Co. is includes acquisition profit of S Co. of $24,000, this amount must be fully eliminated.

3. Net income of S Co of $30,000 is includes NCI 20% = $6,000, this amount must be fully eliminated.

4. Net income to retained earning therefore must be deducted by $24,000 and $6,000, or totally $30,000 to reach the consolidated net income to retained earning $79,000.

Retained Earning Statements
1. Beginning retained earning S Co. must be fully eliminated.

2. Net income of P Co. must be eliminated of $24,000 for the income from S Co. and net income of S Co. must be eliminated of $6,000 for the 20% NCI or 20% x $30,000. 

3. Dividend declare of S Co. of $10,000 must be eliminated fully, from which $8,000 is portion for P Co. and $2,000 is portion for NCI.

4. Retained earning of S Co. of $60,000 must be eliminated fully, from which $40,000 is elimination for the beginning retained earning, $16,000 is current year net income for P Co or 80% x (30,000-10,000) = $16,000, and $4,000 is current year net income for NCI or 20% x (30,000-10,000) = $4,000.

Balance Sheet

1. Investment in S Co. of $181,000 must be eliminated fully. The balance coming from initial cost of investment of $165,000 plus acquisition profit of S Co. of $24,000 and minus dividend distribution of S Co. of $8,000.
2. Goodwill of $16,250 must be recorded (see CAD).

3. Common stock and other contributed capital of S Co. are fully eliminated.

4. Retained earnings of S Co. is fully eliminated, from which $40,000 is elimination for beginning balance, $16,000 is elimination of net income for P Co or 80% x $ (30,000-10,000) = $16,000, and $4,000 is elimination of net income for NCI or 20% x (30,000-10,000) = $4,000.
3.3.
Equity Method – After Year of Acquisition
Illustration 5.7.

Based on the case in illustration 5.6. above, assume that in the year 2015 S Co. reported net income $40,000 and also distributed cash dividend $10,000.The book value of Investment in S Co. at the end of 2015 therefore become $205,000 (181,000+32,000-8,000). With the assumption that the accounts balance are as stated in the working paper below, the working paper for consolidated financial statements is as follows:
P Company and Subsidiary 

Consolidated Statements Working Paper – Equity Method After Year Acquisition
For the Year Ended December 31, 2015
	
	 P Co. 
	 S.Co. 
	 Eliminations 
	 Consol- 

	Income Statement
	
	
	 Dr 
	 Cr 
	 Dated 

	Sales
	350,000 
	190,000 
	
	
	   540,000 

	Income from Investment in S Co.
	  32,000 
	
	   32,000 
	
	

	Total Revenue
	382,000 
	190,000 
	   32,000 
	
	   540,000 

	Cost of Goods Sold
	200,000 
	  94,000 
	
	
	   294,000 

	Expenses
	  80,000 
	  56,000 
	
	
	   136,000 

	    Total Cost and Expense
	280,000 
	150,000 
	
	
	   430,000 

	Consolidated Interest Net Income
	102,000 
	  40,000 
	   32,000 
	
	   110,000 

	Non-controlling net income
	
	
	     8,000 
	
	     (8,000)

	Net Income to Retained Earnings
	102,000 
	  40,000 
	   40,000 
	
	   102,000 

	
	
	
	
	
	

	Retained Earnings Statements
	
	
	
	
	

	Retained Earnings 1/1
	
	
	
	
	

	    P Company
	269,000 
	
	
	
	   269,000 

	    S Company
	
	  60,000 
	   60,000 
	
	              -   

	Net Income
	102,000 
	  40,000 
	   32,000 
	
	   102,000 

	   NCI
	
	
	     8,000 
	
	

	Dividends Declared
	
	
	
	
	

	    P Company
	(30,000)
	
	
	
	   (30,000)

	    S Company
	
	(10,000)
	
	    8,000 
	

	        NCI
	
	
	
	    2,000 
	

	Retained Earnings to Balance Sheet
	341,000 
	  90,000 
	   60,000 
	
	   341,000 

	
	
	
	   24,000 
	
	

	        NCI Net Profit
	
	
	     6,000 
	
	

	Balance Sheet
	
	
	
	
	

	Cash
	  74,000 
	  41,000 
	
	
	   115,000 

	Accounts Receivable (net)
	  71,000 
	  33,000 
	
	
	   104,000 

	Inventory, 12/31
	  82,000 
	  39,000 
	
	
	   121,000 

	Investment in S Company
	205,000 
	
	
	205,000 
	               -   

	Property and Equipment (net)
	245,000 
	185,000 
	
	
	  430,000 

	Goodwill
	  35,000 
	  17,000 
	   16,250 
	
	     68,250 

	Total
	712,000 
	315,000 
	
	
	   838,250 

	Accounts Payable
	  61,000 
	  30,000 
	
	
	    91,000 

	Other Liabilities
	  70,000 
	  45,000 
	
	
	   115,000 

	Common Stock:
	
	
	
	
	

	    P Company
	200,000 
	
	
	
	   200,000 

	    S Company
	
	100,000 
	 100,000 
	
	              -   

	Other Contributed Capital
	
	
	
	
	

	    P Company
	  40,000 
	
	
	
	     40,000 

	    S Company
	
	  50,000 
	   50,000 
	
	

	Retained Earnings
	341,000 
	  90,000 
	   60,000 
	
	   341,000 

	
	
	
	   24,000 
	
	

	
	
	
	     6,000 
	
	

	NCI in Net Assets 1/1
	
	
	
	  45,250 
	

	NCI in Net Assets 12/31
	
	
	
	    6,000 
	     51,250 

	Total
	712,000 
	315,000 
	 256,250 
	256,250 
	  838,250 


Description for the elimination:
Income Statement

1. Income from investment in S Co = 80% x $40,000 = $32,000 must be eliminated, the same thing for the total revenue of P Co of $382,000, since it is includes revenue from S Co. of $32,000, therefore this amount also must be eliminated.
2. Net income P Co. of $102,000 is includes income from S Co of $32,000, therefore part of income from S Co. also must be eliminated. 
3. Net income S Co. of $40,000 is include income of NCI 20% or $8,000, therefore this income also must be eliminated.

4. For consolidated statements, net income of P Co is $70,000 (102,000 – 32,000 = $70,000) and net income for S Co.  is $32,000 (80% x 40,000), therefore total net income for consolidated income statement is = $70,000 + $32,000 = $102,000.
Retained Earning Statement

1. Retained earnings S Co. of $60,000 must be fully eliminated.
2. Net income S Co. of $40,000, must be eliminated, it is consists of 80% for P Co (80% x $40,000 = $32,000) and 20% for NCI (20% x $40,000 = $8,000).
3. Dividend declare by S Co. of $10,000, must be eliminated, it is 80% for P Co. (80% x $10,000 = $8,000) and 20% NCI (20%% X $10,000 =$8,000).
4. Retained earning of S Co. of $90,000, must be eliminated. It is consists of $60,000 beginning R/E, 80% from current year income for P Co. (80% x (40,000 – 10,000) = $24,000), and 20% from current year income for NCI (20% x (40,000-10,000) = $6,000).
 
Balance Sheet

1. Investment is S Co. of $205,000 must be eliminated. This balance is based on the following computation (165,000 + 24,000 – 8,000 + 32,000 – 8,000 = 205,000). 
a. 165,000 = cost of investment
b. 24,000 = 80% from the first year income of S Co, or 80% x $30,000 = $24,000
c. 8,000 = the first year dividend of S Co., or 80% x $10,000 = $8,000
d. 32,000 = 80% from the second year income of S Co., or 80% x $40,000 = $32,000
e. 8,000 = the second year dividend from S Co., or 80% x $10,000 = $8000.
2. Goodwill $16,250 must be recorded (see CAD)
3. Common stock of $100,000 and other contributed of $50,000 of S Co. must be fully eliminated.
4. Ending balance of retained earnings S Co. of $90,000 must be eliminated, it is consists of $60,000 beginning balance R/E, 80% of current year income for P Co. (80% x (40,000-10,000) = $24,000), and 20% of current year income for S Co. (20% x (40,000-10,000) = $6,000).
4. INTERIM ACQUISITION OF SUBSIDIARY STOCK
4.1. Interim Acquisition Under the Cost Method – Full Year Reporting
In full year reporting, revenue of subsidiary company is reported fully for the entire year, eventhough the investment was not begin from the beginning year.

Illustration 5.8.
Assume that P Co. acquired 90% of the outstanding common stock of S Co. on April 1, 2014, for cash payment of $290,700. The difference between implied and book value relates to the undervaluation of S Co. land. The equity’s balances of S Co. are as follows:

	Common stock
	  $    200,000

	Retained earnings, January 1, 2014
	80,000

	Retained earnings, December 31, 2014
	89,000

	Dividend declared
	0


Computation and Allocation of Difference (CAD) Schedule

	
	P Co. 
	NCI
	Total

	Purchase price and implied value
	290,700
	32,300
	323,000

	Less book value of equity acquired:
	
	
	

	    Common stock
	180,000
	20,000
	200,000

	    Retained earnings, January 1, 2014
	72,000
	8,000
	80,000

	    Income from 1/1 – 1/4 2014
	8,100
	900
	9,000

	    Dividend declared from 1/1 – 1/4 2014
	0
	0
	0

	Total book value
	260,100
	28,900
	289,000

	Difference between IV and BV
	30,600
	3,400
	34,000

	Adjust land upward
	-30,600
	-3,400
	-34,000

	Balance
	0
	0
	0


P Company and S Company

Working Paper for Consolidated Financial Statement 
Cost Method Interim Investment - Full Year Reporting
for the year eanded December 31, 2014
	
	 P Co. 
	 S.Co. 
	 Eliminations 
	 Consol- 

	
	
	
	 Dr 
	 Cr 
	 Dated 

	Income Statement
	
	
	
	
	

	Sales
	 600.000 
	 160.000 
	
	
	 760.000 

	Dividend Income
	   18.000 
	
	  18.000 
	
	

	Total Revenue
	 618.000 
	 160.000 
	  18.000 
	
	 760.000 

	Cost of Goods Sold
	 380.000 
	   80.000 
	
	
	

	Expenses
	 120.000 
	   44.000 
	
	
	 164.000 

	    Total Cost and Expense
	 500.000 
	 124.000 
	
	
	 624.000 

	Net Income
	 118.000 
	   36.000 
	  18.000 
	
	 124.300 

	
	
	
	    9.000 
	
	

	   NCI
	
	
	    2.700 
	
	

	Net Income to Retained Earnings
	 118.000 
	  36.000 
	  29.700 
	
	 124.300 

	
	
	
	
	
	

	Retained Earnings Statements
	
	
	
	
	

	Retained Earnings 1/1
	
	
	
	
	

	    P Company
	 214.000 
	
	
	
	 214.000 

	    S Company
	
	  80.000 
	  80.000 
	
	

	Net Income
	 118.000 
	  36.000 
	  18.000 
	
	 124.300 

	
	
	
	    9.000 
	
	

	   NCI
	
	
	    2.700 
	
	

	Dividends Declared
	
	
	
	
	

	    P Company
	(50.000)
	
	
	
	 (50.000)

	    S Company
	
	 (20.000)
	
	    18.000 
	

	        NCI
	
	
	
	      2.000 
	

	Retained Earnings to Balance Sheet
	 282.000 
	   96.000 
	  80.000 
	         
	 288.300 

	
	
	
	    9.000 
	
	

	        NCI Net Profit
	
	
	    700
	
	

	
	
	
	
	
	

	Balance Sheet
	
	
	
	
	

	Current Assets
	 145.300 
	  71.000 
	
	
	 216.300 

	Investment in S Company
	 290.700 
	
	
	 290.700 
	           - 

	Property and Equipment (net)
	 326.000 
	 200.000 
	
	
	 526.000 

	Land
	 120.000 
	  90.000 
	  34.000 
	
	 244.000 

	Total
	 882.000 
	 361.000 
	
	
	 986.300 

	Liabilities
	 100.000 
	   65.000 
	
	
	 165.000 

	Common Stock:
	
	
	
	
	

	    P Company
	 500.000 
	
	
	
	 500.000 

	    S Company
	
	 200.000 
	200.000 
	
	             - 

	Retained Earnings
	 282.000 
	   96.000 
	  80.000 
	        
	 288.300 

	
	
	
	    9.000 
	
	

	
	
	
	    700 
	
	

	NCI in Net Assets 1/1
	
	
	
	    32.300 
	

	NCI in Net Assets 12/31
	
	
	
	700 
	33,000

	Total
	 882.000 
	 361.000 
	324.200 
	 324.200 
	 986.300 


Description for the elimination:
Income Statement

1. Dividend income  from S Co. $18,000 (90%*$20,000), must be eliminated (intercompany transaction)
2. Total revenue, as a consequent of the elimination dividend income, therefore must also be eliminated for dividend income of $18,000.

3. Net income:

a. Net income of P Co. of $118,000, must be eliminated for dividend from S Co. of $18,000. 

b. Net income of S Co. of $36,000, must be eliminated for the income of January to April 1, 2015 (income before acquisition) or (3/12*$36,000 = $9,000) as well as net income for NCI = 10% * 9/12 * 36,000 = 2,700
c. Total elimination for net income therefore: 18,000+9,000+2,700 = 29,700

Retained Earnings Statement

1. Retained earnings for S Co. of $80,000 must be fully eliminated.
2. Net income of P Co. and S Co. must be eliminated for the dividend $18,000, income before acquisition 3/12*36,000 = 9,000, and for the NCI 10%*9/12*36,000=2,700.

3. Dividends declared of S Co. of $20,000 must be eliminated from the consolidated statement.
4. Retained earnings to balance sheet must be eliminated for the parts which must be excluded from consolidated balance sheet, in this case are: (a) beginning retained earning of $80,000, (b) profit before acquisition, Januari to April 1, 3/12 x $36,000 = $9,000), and (c) net profit for NCI of $700 ($2,700 - $2,000).
Balance Sheet

1. Investment in S Co. of $290,700, as much as the initial investment since P Co. using cost method.
2. Land must be increased by the excess of IV > BV of $34,000, see CAD.

3. S Co common stock of $200,000 must be eliminated, since it can not be reported in the consolidated financial statements.

4. Retained earnings, being eliminated for (a) beginning balance of $80,000, (b) income before acquisition of $9,000, and (c) net increase of retained earning  for NCI of $700 ($2,700 - $2,000).
4.2. Interim Acquisition Under the Cost Method – Partial Year Reporting
In partial year reporting, consolidated financial statements only include revenues and expenses after the date of acquisition.

Illustration 5.9.

Using the case of P Co. and S Co. in illustration 5.8., all the figures of incomes of S Co. are computed for 9 months operation, i.e. sales become: 9/12 x $160,000 = $120,000. Retained earning of S Co. is: $80,000 + (3/12 x $36,000) = $80,000 + $9,000 = $89,000.
The working paper for the consolidated financial statements is as follows:

P Company and S Company

Working Paper for Consolidated Financial Statement 

Cost Method Interim Investment – Partial Year Reporting
for the year eanded December 31, 2014
	
	P Co.
	S Co.
	Eliminations
	 Consol- 

	
	
	
	Dr
	 Cr 
	 Dated 

	Income Statement
	
	
	
	
	

	Sales
	 600.000 
	 120.000 
	
	
	 720.000 

	Dividend Income
	   18.000 
	
	   18.000 
	
	

	Total Revenue
	 618.000 
	 120.000 
	   18.000 
	
	 720.000 

	Cost of Goods Sold
	 380.000 
	   60.000 
	
	
	 440.000 

	Expenses
	 120.000 
	   33.000 
	
	
	 153.000 

	    Total Cost and Expense
	 500.000 
	   93.000 
	
	
	 593.000 

	Net Income
	 118.000 
	   27.000 
	   18.000 
	
	 124.300 

	NCI
	
	
	     2.700 
	
	

	Net Income to Retained Earnings
	 118.000 
	   27.000 
	   20.700 
	
	 124.300 

	
	
	
	
	
	

	Retained Earnings Statement
	
	
	
	
	

	Retained Earnings 1/1
	
	
	
	
	

	    P Company
	 214.000 
	
	
	
	 214.000 

	    S Company
	
	   89.000 
	   89.000 
	
	

	Net Income
	 118.000 
	   27.000 
	   18.000 
	
	 124.300 

	   NCI
	
	
	     2.700 
	
	

	Dividends Declared
	
	
	
	
	

	    P Company
	(50.000)
	
	
	
	(50.000)

	    S Company
	
	(20.000)
	
	   18.000 
	

	    NCI
	
	
	
	     2.000 
	

	Retained Earnings to Balance Sheet
	 282.000 
	   96.000 
	   89.000 
	
	 288.300 

	    NCI - Net increase of R/E
	
	
	        700 
	
	

	
	
	
	
	
	

	Balance Sheet
	
	
	
	
	

	Current Assets
	 145.300 
	   71.000 
	
	
	 216.300 

	Investment in S Company
	 290.700 
	
	
	 290.700 
	            - 

	Property and Equipment (net)
	 326.000 
	 200.000 
	
	
	 526.000 

	Land
	 120.000 
	   90.000 
	   34.000 
	
	 244.000 

	Total
	 882.000 
	 361.000 
	
	
	 986.300 

	Liabilities
	 100.000 
	   65.000 
	
	
	 165.000 

	Common Stock:
	
	
	
	
	

	    P Company
	 500.000 
	
	
	
	 500.000 

	    S Company
	
	 200.000 
	 200.000 
	
	            - 

	Retained Earnings
	 282.000 
	   96.000 
	   89.000 
	
	 288.300 

	
	
	
	        700 
	
	

	NCI in Net Assets 1/1
	
	
	
	   32.300 
	

	NCI in Net Assets 12/31
	
	
	
	        700 
	   33.000 

	Total
	 882.000 
	 361.000 
	 323.700 
	 323.700 
	 986.300 
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