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ALLOCATION AND
DEPRECIATION OF
DIFFERENCES BETWEEN
COST AND BOOK VALUES

LEARNING OBJECTIVES

1. Calculate and allocate the difference between cost and book value to the
subsidiary’s assets and liabilities.

2. Explain how any excess of fair value over acquisition cost of net assets is
allocated to reduce the subsidiary’s assets and liabilities in the case of bargain
purchases.

3. Explain how goodwill is measured at the time of the acquisition.

4. Describe how the allocation process differs if less than 100% of the subsidiary
is acquired.

5. Record the entries needed on the parent’s books to account for the investment
under the three methods: the cost, the partial equity, and the complete equity
methods.

6. Prepare workpapers for the year of acquisition and the year(s) subsequent to
the acquisition, assuming that the parent accounts for the investment using the
cost, the partial equity, and the complete equity methods.

7. Understand the allocation of the difference between cost and book value to
long-term debt components.

8. Explain how to allocate the difference between cost and book value when some
assets have fair values below book values.

9. Distinguish between recording the subsidiary depreciable assets at net versus
gross fair values.

10. Understand the concept of push down accounting.

Technology billionaire Paul Allen, in his latest move to assemble a cable empire,
agreed to pay $2.5 billion in cash for Charter Communications Inc. and assume 
$2 billion of the cable system’s debt. The record price further escalates the 
premiums communications companies are willing to pay to gather up pieces 
of the cable industry.1

5

1 WSJ, “Allen to Pay Record Sum for Cable Firm,” by Eben Shapiro, 7/31/98, p. A3.
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196 Chapter 5 Allocation and Depreciation of Differences Between Cost and Book Values  

When a company pays a large premium to consummate an acquisition, the allocation
of that premium to the accounts in the balance sheet becomes a crucial issue under
purchase accounting rules. As they mature, the balance sheet accounts will impact
the income statement via depreciation, cost of goods sold, and so on, affecting the
patterns and trends in reported earnings for years to come. These effects on earnings
provide incentives for firms to use creative means to avoid depressing future earnings.
A popular technique used in recent years was to charge large amounts to in-process
research and development expense.

FASB’s recently issued statement (SFAS No. 142) fundamentally changed the accounting
for one particularly important balance sheet account—goodwill. As a result of the recent
pronouncements from the FASB, goodwill is no longer amortized over a finite life. Instead,
goodwill is carried indefinitely on the balance sheet, and the account is not adjusted, unless
an impairment exists.

As a result, companies that previously claimed that purchase accounting
“drains” future earnings via the amortization of goodwill will no longer be able to
cite this as a criticism of purchase accounting. Instead of being expensed through
the income statement via the amortization process, goodwill remains on the
balance sheet at the value determined as of the acquisition date, except when
impairment is deemed to have occurred. By the middle of 2002, recognition of
goodwill impairment had become commonplace.

In the first quarter of 2002, AOL Time Warner reported the largest quarterly loss for
a company in the history of U.S. business as the entity took a $54.2 billion write-off
due to a sharp decline in stock prices. Bob Pittman, the AOL executive who 
predicted the January 2000 merger would lead to synergy and growth, resigned 
as chief operating officer in July 2002. In the second quarter of 2002, revenue at the
AOL division fell 3% and cash flow dropped 27% as online advertising continued its
decline.2

Opinions are mixed, however, as to how informative the goodwill impairment
disclosures really are. One critic writes: “Even newly revised accounting standards
don’t adequately address the nature of knowledge-intensive enterprises—as AOL’s
charge against earnings illustrates . . . Analysts and management will discount the
charge as an accounting rules change and largely ignore it.”3

The ultimate impact of the goodwill changes on the accounting for research and
development (R&D) and other creative maneuvers is yet to be determined.

The Securities and Exchange Commission cracked down before the end of the 
century on the popular write-offs for “in-process research and development.”
Regulators, who believed this trendy accounting was being improperly used to
manipulate earnings, were trying to stay on top of an acquisition boom in which
sheer speculation about a company could affect the buyer’s bottom line. Targeted
companies recoiled at the SEC initiative because it forced earnings restatements.
For example, when Envoy Corporation disclosed that the SEC was reviewing its
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2 The Leaf-Chronicle, “AOL Says SEC Is Investigating Its Transactions,” by Seth Sutel, 7/25/02, p. D6.
3 “AOL’s Charge Shows Accounting Standards Have Dubious Value,” by Nigel Rayner, www.gartner.com,
1/14/02.
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accounting for three acquisitions, Envoy’s stock price that day fell to $26.50 from
$36. Three months later Envoy announced that it had lowered its previous R&D
write-offs to $14.6 million from $68 million, resulting in restatements for three
years. The following month the company agreed to be purchased by Quintiles
Transnational Corporation in a stock swap valued at about $1.4 billion.4

In the preceding chapter, it was assumed that any difference between acquisition
cost and the book value of the equity interest acquired was entirely attributable to the
under- or overvaluation of land, a nonamortizable asset, on the books of the subsidiary.
This chapter focuses on a more complex and realistic allocation of the difference to
various assets and liabilities in the consolidated balance sheet and the depreciation of
the difference in the consolidated income statement. In the following pages, we first
provide examples of the allocation of the difference between cost and book value on
the acquisition date. We next extend the examples to deal with the subsequent effects on
the consolidated financial statements under the three methods of accounting for
investments that we reviewed in Chapter 4.

ALLOCATION OF DIFFERENCE BETWEEN COST AND BOOK
VALUE TO ASSETS AND LIABILITIES OF SUBSIDIARY: 
ACQUISITION DATE

When consolidated financial statements are prepared, asset and liability values
must be adjusted by allocating the difference between cost and book value to
specific recorded or unrecorded tangible and intangible assets and liabilities. In the
case of a wholly owned subsidiary, the following two steps are taken.

The rules are reviewed below for allocating the reduction in the case of a bargain
purchase. These rules, which were initially introduced in Chapter 2, reflect an
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4 WSJ, “High-Tech Firms Upset over SEC Crackdown,” by Michael Schroeder, 2/1/99, p. B4.
5 Note that the following situation is possible and, technically, would be a bargain purchase: FV � Cost
� BV. Because the fair value is higher than purchase price, the bargain purchase rules apply, even
though the purchase price is higher than the book value of the underlying equity. In practice, this situ-
ation is less likely to be referred to as a “bargain” than the situation where BV � FV � Cost. Nonetheless,
it is the comparison between FV (fair value) and Cost that determines a bargain, regardless of the level
of BV (book value).

Step One: The difference between the purchase price and book value is used first to adjust the
individual assets and liabilities to their fair values on the date of acquisition.
Step Two: If, after adjusting identifiable assets and liabilities to fair values, a residual amount
of difference remains, it is treated as follows:

1. When cost exceeds the aggregate fair values of identifiable assets less liabilities, the residual
amount will be positive (a debit balance). A positive residual difference is evidence of an
unspecified intangible and is accounted for as goodwill.

2. When the purchase price (acquisition cost) is below the aggregate fair value of identifiable
assets less liabilities, the residual amount will be negative (a credit balance). A negative
residual difference is evidence of a bargain purchase, with the difference between acquisi-
tion cost and fair value designating the amount of the bargain.5 When a bargain acquisition
occurs, some of the acquired assets must be reduced below their fair values (as reflected
after step one).
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effort to adjust those assets whose valuation is most subjective and to leave intact the
categories considered most reliable. A true bargain is not likely to occur except in
situations where nonquantitative factors play a role; for example, a closely held
company wishes to sell quickly because of the health of a family member. In addition
to the recent changes affecting goodwill amortization, the FASB has also revised the
accounting for bargain purchases. The rules under current GAAP are presented
next.

Bargain Rules
1. Current assets, long-term investments in marketable securities (other than those

accounted for by the equity method), assets to be disposed of by sale, deferred
tax assets, prepaid assets relating to pension or other postretirement benefit
plans, and assumed liabilities are always recorded at fair market value.

2. Any previously recorded goodwill on the seller’s books is eliminated (and no
new goodwill is recorded).

3. Long-lived assets (including in-process research and development and excluding
those specified in (1) above) are recorded at fair market value minus an adjust-
ment for the bargain. (In the case of in-process R&D, the adjusted amount is
recorded in the income statement rather than in the balance sheet.)

4. An extraordinary gain is recorded only in the event that all long-lived assets
(other than those specified in (1) above) are reduced to zero (or to the
noncontrolling portion, rather than zero, if the subsidiary is not wholly owned).

When needed, the reduction of noncurrent assets (with the exceptions noted
above) is made in proportion to their fair values in determining their assigned 
values.6 This allocation is illustrated later in this chapter.

Acquisitions leading to the recording of goodwill have been far more common
in recent years than bargain acquisitions. The impact of goodwill on future
earnings has drawn a great deal of attention, with standard setters ultimately light-
ening the burden by no longer requiring the amortization of goodwill. Other
acquired intangibles with finite useful lives, such as franchises, patents, and software,
must still be amortized over their estimated useful lives. The examples presented in
this chapter focus primarily on depreciable assets and goodwill. Note, however, that
other identified intangibles with finite lives would be accounted for in the same
manner as depreciable assets, with the term amortization expense replacing the term
depreciation expense.

In the past, creative alternatives were sometimes found to avoid recording and
amortizing goodwill. One such alternative, which has been alluded to earlier, was to
expense as Research and Development (R&D) a portion of the excess of purchase
price over fair value acquired. Two decades ago the FASB required that R&D
incurred in the regular course of business be expensed, and the Board subse-
quently interpreted the standard to allow the expensing of certain types of R&D
transferred in corporate acquisitions. The Board went on to state that the R&D
expense, or write-off, amount would be based on the amount paid by the acquiring
firm rather than its historical cost to the acquired firm. By allocating large amounts
to R&D in the period of the acquisition, firms take a large one-time hit to earnings
but avoid an increased asset base (e.g., for return on asset calculations). This
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6 APB Opinion No. 16 (par. 91).
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practice became increasingly popular in recent years among high-technology firms,
drawing the attention of the SEC and causing the firms to complain that they were
being singled out for scrutiny. In March 1999, the FASB indicated its intention to
require that in-process R&D acquired after some implementation date should be
recorded as an asset and amortized over the period of expected benefit. The FASB
subsequently announced a decision to delay its project on in-process R&D until
after the business combinations project was completed.

The SEC isn’t inclined to sympathize. Agency officials say they are now more
aggressively enforcing rules that have been in place since 1975. “As the number of
companies claiming larger [in-process R&D] write-offs increased in early 1998, we
began to dig deeper into the company’s appraisal assumptions,” says SEC Chief
Accountant Lynn Turner. At issue is the size of write-offs that companies take for 
the premiums they pay when acquiring other companies, particularly high-tech 
concerns. . . . Buyers of technology have capitalized on a rule that lets them take a
large one-time write-off for the value of as-yet-undeveloped products they pick up.
In addition to reducing the asset base the buyers may also avoid incurring repeated
small charges (depreciation, amortization, or potential impairment losses) that can
depress earnings for years.7

Case 1: Acquisition Cost “in Excess of” Fair Value of Identifiable Net
Assets of a Subsidiary

To illustrate the allocation of the difference between cost and book value to indi-
vidual assets and liabilities of a subsidiary, assume that on January 1, 2004,
S Company has capital stock and retained earnings of $1,500,000 and $500,000,
respectively, and identifiable assets and liabilities as presented in Illustration 5-1.

Adjustment of Assets and Liabilities: Wholly Owned Subsidiaries Assume further
that P Company acquires a 100% interest in S Company on January 1, 2004, for
$2,750,000. The Computation and Allocation Schedule would appear as follows:

Computation and Allocation of Difference between Cost and 
Book Value
Cost of Investment (purchase price) $2,750,000
Book Value of Equity Acquired
($2,000,000 � 100%) 2,000,000
Difference between Cost and Book Value 750,000
Adjust Inventory Upward (assume FIFO) (50,000)
Adjust Equipment Upward (with remaining life of 10 years) (300,000)
Adjust Land Upward (150,000)

Balance 250,000
Record Goodwill 250,000
Balance $ 0

The consolidated statements workpaper entry to eliminate the investment bal-
ance on January 1, 2004, will result in a debit to the difference between cost and
book value in the amount of $750,000 as follows:

Allocation of Difference Between Cost and Book Value to Assets and Liabilities of Subsidiary: Acquisition Date 199
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Referring to the Computation and Allocation Schedule, the workpaper entry to
allocate the difference between cost and book value to specific consolidated assets
takes the following form:

The amount of the difference between cost and book value that is not allocated to
specific identifiable assets and liabilities of the subsidiary is recognized as goodwill.
As defined earlier, goodwill is the excess of acquisition cost over the parent com-
pany’s equity in the fair value of the identifiable net assets of the subsidiary on the
acquisition date [$2,750,000 � 100% ($2,500,000) � $250,000].

Adjustment of Assets and Liabilities: Less Than Wholly Owned Subsidiaries When 
P Company exchanges $2,750,000 for a 100% interest in S Company, the implication
is that the fair value of the net assets, including unspecified intangible assets, of 
S Company is $2,750,000. As illustrated earlier, if the recorded book value of those
net assets is $2,000,000, adjustments totaling $750,000 are made to specific assets
and liabilities, including goodwill, in the consolidated financial statements, serving
to recognize the total implied fair value of the subsidiary assets and liabilities.

Assume now that rather than acquiring a 100% interest for $2,750,000, 
P Company pays $2,200,000 for an 80% interest in S Company. The fair value of the
net assets, including unspecified intangible assets, of S Company implied by this
transaction is still $2,750,000 ($2,200,000/.80), and the implication remains that the
net assets, including unspecified intangible assets, of S Company are understated by
$750,000. In the case of a less than wholly owned subsidiary, however, current prac-
tice restricts the write-up of the net assets of S Company in the consolidated finan-
cial statements to the amount actually paid by P Company in excess of the book value of
the interest it acquires, or $600,000 [$2,200,000 � .80($2,000,000) � $600,000].

Thus, consolidated net assets are written up only by an amount equal to the parent
company’s share of the difference on the date of acquisition between the implied fair
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Capital Stock—S Company 1,500,000
Retained Earnings—S Company 500,000
Difference between Cost and Book Value 750,000

Investment in S Company 2,750,000

Inventory 50,000
Equipment (net) 300,000
Land 150,000
Goodwill 250,000

Difference between Cost and Book Value 750,000

ILLUSTRATION 5-1

Identifiable Assets and Liabilities of S Company—January 1, 2004

Difference between
Fair Value Book Value Fair Value and Book Value

Inventory $ 350,000 $ 300,000 $ 50,000
Other Current Assets 450,000 450,000 —0—
Equipment (net) 600,000 300,000 300,000
Land 400,000 250,000 150,000
Other Noncurrent Assets 1,000,000 1,000,000 —0—
Liabilities (300,000) (300,000) —0—
Identifiable Net Assets $ 2,500,000 $ 2,000,000 $ 500,000
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value and the book value of the subsidiary company’s net assets (.80 � $750,000 �
$600,000). As before, any remaining amount is allocated to goodwill.

To illustrate the existence of a noncontrolling interest in the context of, first, a
positive difference between cost and book value and, later, a negative difference,
refer again to Illustration 5-1.

Assume first that P Company acquires an 80% interest in S Company 
for $2,200,000. The Computation and Allocation Schedule in prepared in
Illustration 5-2.

In this case, goodwill is equal to the excess of acquisition cost over the parent
company’s equity in the fair value of the identifiable net assets of the subsidiary
[$2,200,000 � .80($2,500,000) � $200,000]. The following entries to eliminate the
investment and to allocate the difference between cost and book value are work-
sheet only entries:

Referring to the Computation and Allocation Schedule, the workpaper entry to
allocate the difference between cost and book value is:

Allocation of Difference Between Cost and Book Value to Assets and Liabilities of Subsidiary: Acquisition Date 201

In the event of a bargain purchase in the case where a noncontrolling interest exists, the 
bargain purchase rules are modified only slightly, as follows:
a. Any previously recorded goodwill on the seller’s books is eliminated except for the 

noncontrolling interest, which remains on the books.
b. In the event that all long-lived assets (other than investments and certain specified exceptions)

are reduced to the noncontrolling interest (rather than to zero), an extraordinary gain is
recognized in the income statement in the period of the acquisition.

Retained Earnings—S Company (.80)($500,000) 400,000
Capital Stock—S Company (.80)($1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company 2,200,000

Inventory 40,000
Equipment (net) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000

ILLUSTRATION 5-2

Computation and Allocation of the Difference between Cost and Book Value

Excess of Cost over Fair Value

Cost of Investment (purchase price) $2,200,000
Book Value of Equity Acquired (.8)(2,000,000) 1,600,000
Difference between Cost and Book Value $  600,000
Less Increase to Fair Value (by proportion owned)

Inventory (.80 � $50,000), FIFO Method $(40,000)
Equipment—net (.80 � $300,000), 10-year life (240,000)
Land (.80 � $150,000) (120,000) (400,000)

Balance (excess of cost over fair value) $ 200,000
Goodwill 200,000

Balance $0
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Case 2: Acquisition Cost “Less Than” Fair Value of Identifiable 
Net Assets of a Subsidiary

Less than Wholly Owned Subsidiaries Refer to Illustration 5-1 and assume that
P Company acquires an 80% interest in S Company for $1,900,000. The difference
between cost and book value is $300,000 [$1,900,000 � .80($2,000,000)]. However,
the parent company’s interest in the fair value of the identifiable net assets of the
subsidiary [.80($2,500,000) � $2,000,000] exceeds acquisition cost by $100,000.
The Computation and Allocation Schedule is started as usual, but a negative bal-
ance requires a subsequent reduction to the adjusted values of long-lived assets.

Computation and Allocation of Difference between Cost and
Book Value of Equity
Cost of Investment (purchase price) $1,900,000
Book Value of Equity Acquired
($2,000,000 � 80%) 1,600,000
Difference between Cost and Book Value 300,000
Increase to Fair Value (by proportion owned):

Inventory (.80 � $50,000) (40,000)
Equipment (.80 � $300,000) (240,000)
Land (.80 � $150,000) (120,000) (400,000)

Balance (excess of fair value over cost) (100,000)
Decrease (in proportion to fair values):

Equipment (6/20 � $100,000) 30,000
Land (4/20 � $100,000) 20,000
Other Noncurrent Assets (10/20 � $100,000) 50,000

Balance $            0

Note that the reduction of the assets below their adjusted values is recorded in pro-
portion to their fair values, not their book values. For example, the total fair value
of equipment, land, and other noncurrent assets equals $2,000,000. Since the fair
value of equipment is $600,000, the value of equipment is reduced by ($600,000/
$2,000,000) or 6/20 times $100,000. Note, too, that the reduction does not affect
current assets (e.g., inventory) and that it does affect all long-lived assets regardless
of whether or not the asset required an initial adjustment (e.g., other noncurrent
assets). Note, finally, that the amounts in parentheses in the Computation and
Allocation Schedule require debits in the workpaper entry (to increase
assets/decrease liabilities).

The amounts of the entries to the various asset accounts are obtained by net-
ting any increase and/or decrease recorded in the Computation and Allocation
Schedule as follows:

Net Increase
Account Increase Decrease (Decrease)

Inventory $40,000 0 $40,000
Equipment 240,000 30,000 210,000
Land 120,000 20,000 100,000
Other Noncurrent 0 50,000 (50,000)

Total $400,000 $100,000 $300,000

The workpaper entries to eliminate the investment account and to allocate the
difference between cost and book value may be summarized in general journal
form as follows:

202 Chapter 5 Allocation and Depreciation of Differences Between Cost and Book Values  
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Cost Less Than Book Value Less Than Fair Value of Identifiable Net Assets It is pos-
sible for acquisition cost to be less than the parent company’s interest in the book
value as well as in the fair value of the net assets of the subsidiary. In that case, 
the difference between cost and book value initially will be credited in the invest-
ment elimination workpaper entry. The analysis of the allocation of this credit 
balance, however, takes the same form as that just illustrated; that is, we begin by
adjusting assets upward first and then determine the necessary decreases subse-
quently. For example, refer to Illustration 5-1 and assume that P Company
acquired an 80% interest in S Company on January 1, 2004, for $1,500,000. See
Illustration 5-3.
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Retained Earnings—S Company 400,000
Capital Stock—S Company 1,200,000
Difference between Cost and Book Value 300,000

Investment in S Company 1,900,000

Inventory 40,000
Equipment (net) 210,000
Land 100,000

Other Noncurrent Assets 50,000
Difference between Cost and Book Value 300,000

ILLUSTRATION 5-3

Final Allocation of Difference between Cost and Book Value

Book Value of Interest Acquired Exceeds Cost

Cost of Investment (purchase price) $1,500,000
Book value of equity (.8)($2,000,000) 1,600,000
Difference between Cost and Book Value (100,000)
Initial Assignment (increase to fair value): (fair value–book value)(percent purchased)

Inventory $ 40,000 � (350,000 – 300,000).8
Equipment (net) 240,000 � (600,000 – 300,000).8
Land 120,000 � (400,000–250,000).8
Other Noncurrent Assets —0— � (1,000,000–1,000,000).8
Excess of Fair Value over Cost (500,000)

Total Proportion of
Decrease (by proportion of fair value): Fair Values Fair Value Fair Value

Equipment (6/20)(500,000) 150,000 600,000 2,000,000 6/20
Land (4/20)(500,000) 100,000 400,000 2,000,000 4/20
Other Noncurrent Assets (10/20)(500,000) 250,000 1,000,000 2,000,000 10/20

2,000,000
Balance 0

Initial
Allocation Proportional Net Amount
Increase Decrease Allocated

Inventory $ 40,000 $ 40,000
Equipment (net) 240,000 150,000 90,000
Land 120,000 100,000 20,000
Other Noncurrent Assets —0— 250,000 (250,000)
Net Adjustment Needed (100,000)
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Computation and Allocation of Difference between Cost and
Book Value of Equity
Cost of Investment (Purchase Price) $1,500,000
Book Value of Equity Acquired
($2,000,000 � 80%) 1,600,000
Difference between Cost and Book Value (100,000)
Increase to Fair Value (by proportion owned):

Inventory (.80 � $50,000) (40,000)
Equipment (.80 � $300,000) (240,000)
Land (.80 � $150,000) (120,000) (400,000)

Balance (Excess of Fair Value over Cost) (500,000)
Decrease (in proportion to fair values):

Equipment (6/20 � $500,000) 150,000
Land (4/20 � $500,000) 100,000
Other Noncurrent Assets (10/20 � $500,000) 250,000

Balance $ 0

Netting the increases against the decreases in the various accounts yields the
amounts needed in the journal entry, as shown:

Net Increase
Account Increase Decrease (Decrease)

Inventory $  40,000 0 $40,000
Equipment 240,000 150,000 90,000
Land 120,000 100,000 20,000
Other Noncurrent 0 250,000 (250,000)

Total $400,000 $500,000 ($100,000)

The workpaper entries to eliminate the investment account and to allocate the dif-
ference between cost and book value are presented next in general journal form.

EFFECT OF ALLOCATION AND DEPRECIATION OF DIFFERENCES
BETWEEN COST AND BOOK VALUES ON CONSOLIDATED NET
INCOME: SUBSEQUENT TO ACQUISITION

Depreciation and amortization in the consolidated income statement should be
based on the values allocated to depreciable and amortizable assets in the consoli-
dated balance sheet. When any portion of the difference between cost and book
value is allocated to such assets, recorded income must be adjusted in determining
consolidated net income in current and future periods. This adjustment is needed to
reflect the difference between the amount of amortization and/or depreciation recorded by
the subsidiary and the appropriate amount based on consolidated carrying values.
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Capital Stock—S Company 1,200,000
Retained Earnings—S Company 400,000

Difference between Cost and Book Value 100,000
Investment in S Company 1,500,000

Difference between Cost and Book Value 100,000
Inventory 40,000
Equipment (net) 90,000
Land 20,000

Other Noncurrent Assets 250,000
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To illustrate, assume that on January 1, 2004, P Company acquires an 80%
interest in S Company for $2,200,000, at which time S Company has net assets of
$2,000,000 as presented in Illustration 5-1. As previously shown in Illustration 5-2,
the difference between cost and book value in the amount of $600,000 is allocated
as follows:

A comparison of the recorded and consolidated carrying values of the assets and
liabilities of S Company on January 1, 2004, is presented in Illustration 5-4.

Assume now that all the inventory is sold during 2004 and that the equipment
has a remaining life of 10 years from January 1, 2004. Adjustments in the compu-
tation of consolidated net income that result from the allocation and depreciation
of the differences between cost and book values are summarized in Illustration 5-5.

As a result of the sale of the inventory in 2004, S Company will include $300,000
in cost of goods sold, whereas from a consolidated point of view the cost of goods
sold should be $340,000 (inventory from Illustration 5-4). Hence, recorded cost of
goods sold must be increased by $40,000 in determining consolidated net income
in 2004. This adjustment to cost of goods sold is necessary only in the year(s) the
inventory is sold.
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ILLUSTRATION 5-5

Adjustments in Determination of Consolidated Net Income

Resulting from Allocation, Amortization, and Depreciation

of Difference between Cost and Book Value

Annual Adjustment in Determining
Consolidated Net Income

Difference between
Cost and Book Value 2004 2005–2013

Inventory $   40,000 $ 40,000 $  —0—
Equipment (net) 240,000 24,000 24,000
Land 120,000 —0— —0—
Goodwill 200,000 —0— —0—

Total $ 600,000 $ 64,000 $ 24,000

Note : Inventory is expensed in 2004 assuming the FIFO method; equipment is depreciated over 10 years.

Inventory $  40,000
Equipment (net) 240,000
Land 120,000
Goodwill 200,000
Difference between Cost and Book Value $600,000

ILLUSTRATION 5-4

Comparison of Consolidated and Recorded Carrying Values of

Net Assets of S Company January 1, 2004

Carrying Value in S Allocation of
Company’s Books Difference between Consolidated
(Illustration 5-1) Cost and Book Value Carrying Value

Inventory $    300,000 $   40,000 $    340,000
Equipment (net) 300,000 240,000 540,000
Land 250,000 120,000 370,000
Goodwill (excess of

cost over fair values) —0— 200,000 200,000
Other Assets and Liabilities (net) 1,150,000 —0— 1,150,000
Net Assets $ 2,000,000 $ 600,000 $ 2,600,000
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S Company will record on its books $30,000 ($300,000/10 years) in depreciation
of the equipment each year. Consolidated annual depreciation, however, should be
$54,000 ($540,000/10 years). Accordingly, depreciation expense must be increased
each year by $24,000 in determining consolidated net income. Note that this
amount may be computed directly from the Calculation and Allocation Schedule
simply by dividing the adjustment to Equipment ($240,000) by the remaining life
(10 years).

Goodwill arising in the acquisition is not recorded by S Company. It remains in
the consolidated balance sheet indefinitely, and it is adjusted only in the event of impair-
ment. In the event of impairment, an adjustment to recorded income would be
needed to determine consolidated net income. The allocation of a portion of the
difference between cost and book value to land does not require an adjustment to
recorded income in determining consolidated net income, since land is not a
depreciable (or amortizable) asset.

The worksheet entries needed to ensure that all balance sheet and income
statement accounts reflect the correct consolidated balances differ depending on
which method the parent company uses to account for its investment: complete
equity, partial equity, or cost. The correct consolidated balances will not differ, only
the means of arriving at them will. Thus, after the worksheet entries are made, the
resulting balances should be identical under the three methods.

Much of the consolidating process is the same for all three methods, but impor-
tant differences exist. Each of the following stand-alone sections presents the entire
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Entries on P’s Books

Year 2004 Year 2005 Year 2006

Investment in S 2,200,000
Cash 2,200,000

Cash 16,000 48,000 60,000
Dividend Income 16,000 48,000 60,000

FIGURE 5-1

Cost Method 

Three-Year Summary

Entries on the Worksheet

Year 2004 Year 2005 Year 2006

Dividend Income 16,000 48,000 60,000
Dividends Declared 16,000 48,000 60,000

Investment in S 84,000 148,000
Beginning Retained Earnings—P 84,000 148,000

Beginning Retained Earnings—S 400,000 484,000 548,000
Common Stock—S 1,200,000 1,200,000 1,200,000
Difference between Cost and Book Value 600,000 600,000 600,000

Investment in S 2,200,000 2,284,000 2,348,000
Cost of Goods Sold 40,000
Beginning Retained Earnings 40,000 40,000
Equipment 240,000 240,000 240,000
Land 120,000 120,000 120,000
Goodwill 200,000 200,000 200,000

Difference between Cost and Book Value 600,000 600,000 600,000
Beginning Retained Earnings—P — 24,000 48,000
Depreciation Expense 24,000 24,000 24,000

Equipment (net) 24,000 48,000 72,000
� �
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process. For those who are interested in focusing on only one or two of the three
methods, the other sections may be omitted without loss of continuity. First, how-
ever, it is worth noting that only three basic accounts are reported differently in the
books of the parent. A brief review of the entries made by the parent under the
three methods (see opening of Chapter 4) reveals two of these accounts: the invest-
ment account itself and the income recognized from the subsidiary (dividend
income or equity in subsidiary income). Since the amount of income recognized
from the subsidiary is added into the retained earnings of the parent each year, it
follows that the third important account that differs among these methods is
retained earnings of the parent.

Under all three methods, the worksheet entries will separate current year
effects from the effects of the previous years because the current year income state-
ment accounts are open and need to be reported separately and correctly. Hence,
worksheet entries to retained earnings will always adjust the balance at the beginning
of the current year (or the date of acquisition, if it is the first year) under the cost
and partial equity methods. Under the complete equity method, beginning
retained earnings of the parent is the same as beginning consolidated retained
earnings and hence needs no adjustment. Figures 5-1 through 5-3 present three
years of entries for a parent company and for a consolidating worksheet under all
three methods. In the following sections, we explain these entries in detail.
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Entries on P’s Books

Year 2004 Year 2005 Year 2006

Investment in S 2,200,000
Cash 2,200,000

Cash 16,000 48,000 60,000
Investment in S 16,000 48,000 60,000

Investment in S 100,000 112,000 160,000
Equity in S Income 100,000 112,000 160,000

FIGURE 5-2

Partial Equity Method 

Three-Year Summary

Entries on the Worksheet

Year 2004 Year 2005 Year 2006

Investment in S 16,000 48,000 60,000
Dividends Declared 16,000 48,000 60,000

Equity in S Income 100,000 112,000 160,000
Investment in S 100,000 112,000 160,000

Beginning Retained Earnings—S 400,000 484,000 548,000
Common Stock—S 1,200,000 1,200,000 1,200,000
Difference between Cost and Book Value 600,000 600,000 600,000

Investment in S 2,200,000 2,284,000 2,348,000
Cost of Goods Sold 40,000
Beginning Retained Earnings 40,000 40,000
Equipment 240,000 240,000 240,000
Land 120,000 120,000 120,000
Goodwill 200,000 200,000 200,000

Difference between Cost and Book Value 600,000 600,000 600,000
Beginning Retained Earnings—P — 24,000 48,000
Depreciation Expense 24,000 24,000 24,000

Equipment (net) 24,000 48,000 72,000
� �
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TEST  
YOUR KNOWLEDGE

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter
before the end-of-chapter questions.

Fill in the Blank

1. In the event that a bargain persists after all long-lived assets other than marketable
securities (and a few other specified accounts) are reduced to the noncontrolling
percentage, a(n) ______ is reported in the financial statements of the consolidated
entity.

CONSOLIDATED STATEMENTS WORKPAPER—INVESTMENT
RECORDED USING THE COST METHOD

In the preparation of consolidated financial statements, the recorded balances of
individual assets, liabilities, and expense accounts must be adjusted to reflect the
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Entries on P’s Books

Year 2004 Year 2005 Year 2006

Investment in S 2,200,000
Cash 2,200,000

Cash 16,000 48,000 60,000
Investment in S 16,000 48,000 60,000

Investment in S 100,000 112,000 160,000
Equity in S Income 100,000 112,000 160,000

Equity in S Income 64,000 24,000 24,000
Investment in S 64,000 24,000 24,000

FIGURE 5-3

Complete Equity Method 

Three-Year Summary

Entries on the Worksheet

Year 2004 Year 2005 Year 2006

Investment in S 16,000 48,000 60,000
Dividends Declared 16,000 48,000 60,000

Equity in S Income 36,000 88,000 136,000
Investment in S 36,000 88,000 136,000

Beginning Retained Earnings—S 400,000 484,000 548,000
Common Stock—S 1,200,000 1,200,000 1,200,000
Difference between Cost and Book Value 600,000 600,000 600,000

Investment in S 2,200,000 2,284,000 2,348,000
Cost of Goods Sold 40,000 
Investment in S 40,000 40,000
Equipment 240,000 240,000 240,000
Land 120,000 120,000 120,000
Goodwill 200,000 200,000 200,000

Difference between Cost and Book Value 600,000 600,000 600,000
Investment in S — 24,000 48,000
Depreciation Expense 24,000 24,000 24,000

Equipment (net) 24,000 48,000 72,000
� �

5.15.1
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allocation and depreciation of the differences between cost and book values. These
adjustments are accomplished through the use of workpaper entries in the preparation
of the consolidated statements workpaper.

To illustrate, assume the following:

1. P Company acquires an 80% interest in S Company on January 1, 2004, for
$2,200,000, at which time S Company has capital stock of $1,500,000 and
retained earnings of $500,000. P Company uses the cost method to record its
investment in S Company.

2. The allocation of the difference between cost and book value in the amount of
$600,000 [$2,200,000 � .80($2,000,000)], as previously presented in Illustration
5-5, includes $40,000 to Inventory, $240,000 to Equipment (10-year life),
$120,000 to Land, and $200,000 to Goodwill.

3. In 2004, S Company reported net income of $125,000 and declared and paid
dividends of $20,000.

4. In 2005, S Company reported net income of $140,000 and declared and paid
dividends of $60,000.

5. In 2006, S Company reported net income of $200,000 and declared and paid
dividends of $75,000.

Year of Acquisition

Entries on Books of P Company—2004 (Year of Acquisition) Entries recorded on
the books of the P Company under the cost method to reflect the purchase of its
interest in S Company and the receipt of dividends in 2004 are as follows:

Workpaper Entries—2004—Year of Acquisition The consolidated statements
workpaper for the year ended December 31, 2004, is presented in Illustration 5-6.
An analysis of the workpaper elimination entries in Illustration 5-6 is presented here:

Consolidated Statements Workpaper—Investment Recorded Using the Cost Method 209

Investment in S Company 2,200,000
Cash 2,200,000

To record purchase of an 80% interest in S Company.
Cash 16,000

Dividend Income 16,000
To record receipt of dividends from S Company (.80 � $20,000).

(1) Dividend Income 16,000
Dividends Declared 16,000

To eliminate intercompany dividends.

(2) Beginning Retained Earnings—S Company (.80 � $500,000) 400,000
Capital Stock—S Company (.80 � $1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company 2,200,000
To eliminate the investment account against the equity accounts of S Company
using equity balances at the beginning of the current year.

Cost
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By the end of the first year, under a FIFO (first-in, first-out) cost flow assumption,
the inventory that necessitated the $40,000 adjustment would have been sold.
Recall that at the date of acquisition, this adjustment was to Inventory. At the end
of the first year, however, the entry is to Cost of Goods Sold (or to Beginning
Inventory, as a subcomponent of the Cost of Goods Sold). Since S Company will not
have included the additional $40,000 allocated to inventory in its reported Cost of
Goods Sold (COGS), consolidated Cost of Goods Sold must be increased by this
workpaper entry. If the inventory were still on hand on December 31, 2004 ( for
example, if a LIFO flow were assumed), the $40,000 would be allocated to ending
inventory in the balance sheet rather than to Cost of Goods Sold.

This entry to Cost of Goods Sold is appropriate only in the year of acquisition.
In subsequent years, consolidated Cost of Goods Sold will have been reflected in
the 2004 consolidated net income and hence consolidated retained earnings at the
end of 2004. Thus, the adjustment ($40,000 debit) in future years will be to
Beginning Retained Earnings—P Company.

As previously noted, depreciation in the consolidated income statement should be
based on the value assigned to the equipment in the consolidated balance sheet.
Since the depreciation recorded by S Company is based on the book value of the
equipment in its records, consolidated depreciation must be increased by a work-
paper entry.

The amount of the difference between cost and book value not allocated to
specific identifiable assets or liabilities is treated in the consolidated financial
statements as goodwill. Previously, goodwill was amortized (using the straight-
line method) over an appropriate period not to exceed 40 years. However,
under FASB’s latest pronouncement on business combinations, companies are
not currently required to amortize goodwill. Instead it is adjusted only when
impaired.

It is possible, of course, to combine the workpaper entries relating to the
allocation and depreciation of the differences between cost and book values into
one entry. In Illustration 5-6, for example, workpaper entries (3a) and (3b) could
be presented in one combined entry as follows:
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(3b) Depreciation Expense ($240,000/10 years) 24,000
Equipment (net)8 24,000

To depreciate the amount of difference between cost and book value allocated to
equipment (see Illustration 5-5).

8 The credit to this entry could also be accumulated depreciation.

Cost

(3a) Cost of Goods Sold (Beginning Inventory) 40,000
Equipment (net) (10-year remaining life) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate the amount of difference between cost and book value at date of 
acquisition to specific assets and liabilities (see Illustration 5-2).

Cost
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Consolidated Statements Workpaper—Investment Recorded Using the Cost Method 211

Cost Method ILLUSTRATION 5-6

80% Owned Subsidiary Consolidated Statements Workpaper

Year of Acquisition P Company and Subsidiary

for Year Ended December 31, 2004

Eliminations
P S Noncontrolling Consolidated

Income Statement Company Company Dr. Cr. Interest Balances

Sales 3,100,000 2,200,000 5,300,000
Dividend Income 16,000 (1) 16,000

Total Revenue 3,116,000 2,200,000 5,300,000
Cost of Goods Sold 1,700,000 1,360,000 (3a) 40,000 3,100,000
Depreciation—Equipment 120,000 30,000 (3b) 24,000 174,000
Other Expenses 998,000 685,000 1,683,000

Total Cost and Expense 2,818,000 2,075,000 4,657,000
Net/Combined Income 298,000 125,000 343,000
Noncontrolling Interest

in Income 25,000 (25,000)*
Net Income to Retained

Earnings 298,000 125,000 80,000 —0— 25,000 318,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,650,000 1,650,000
S Company 500,000 (2) 400,000 100,000

Net Income from above 298,000 125,000 80,000 —0— 25,000 318,000
Dividends Declared

P Company (150,000) (150,000)
S Company (20,000) (1) 16,000 (4,000)

12/31 Retained Earnings to
Balance Sheet 1,798,000 605,000 480,000 16,000 121,000 1,818,000

Balance Sheet

Investment in S Company 2,200,000 (2) 2,200,000
Difference between

Cost and Book Value (2) 600,000 (3a) 600,000
Land 1,250,000 250,000 (3a) 120,000 1,620,000
Equipment (net) 1,080,000 270,000 (3a) 240,000 (3b) 24,000 1,566,000
Other Assets (net) 2,402,000 1,885,000 4,287,000
Goodwill (excess of cost

over fair value) (3a) 200,000 200,000
Total Assets 6,932,000 2,405,000 7,673,000

Liabilities 2,134,000 300,000 2,434,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (2) 1,200,000 300,000

Retained Earnings
from above 1,798,000 605,000 480,000 16,000 121,000 1,818,000

Noncontrolling Interest
in Net Assets 421,000 421,000
Total Liabilities

and Equity 6,932,000 2,405,000 2,840,000 2,840,000 7,673,000
* 20% � $125,000 � $25,000

(1) To eliminate intercompany dividends.
(2) To eliminate investment account.
(3a) To allocate differences between cost and book value.
(3b) To depreciate the difference between cost and book value assigned to equipment (240,000/10).

Cost
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In Illustration 5-6, the calculation of noncontrolling interest is not affected by
the depreciation of the differences between cost and book value. Since the differ-
ences between cost and book value represent a cost incurred by the parent company
in the purchase of the subsidiary stock, its depreciation/amortization is charged in
its entirety to the parent company (controlling stockholders) under current gener-
ally accepted accounting principles (GAAP).

Year Subsequent to Acquisition

Entries on Books of P Company—2005 (Year Subsequent to Acquisition) In 2005, 
P Company will record dividend income as follows:

Under the Cost Method, the parent company makes no entry for the reported
income of the subsidiary.

Workpaper Entries—2005 (Year Subsequent to Acquisition) The consolidated state-
ments workpaper for the year ended December 31, 2005, is presented in
Illustration 5-7. Workpaper elimination entries in Illustration 5-7 are presented in
general journal form as follows:

This entry represents the change in retained earnings of S Company from the
date of acquisition to the beginning of the current year. This also converts retained
earnings to the value that would be recorded if the partial equity method had been
used.

In the investment elimination entry, the amount debited or credited to the
Difference between Cost and Book Value may be treated as a plug figure to balance
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Cash 48,000
Dividend Income 48,000

To record receipt of dividends from S Company (.8 � $60,000).

(1) Investment in S Company 84,000
Beginning Retained Earnings—P Company 84,000

To convert to equity/establish reciprocity as of 1/1/05
[$605,000 � $500,000) � .80].

(2) Dividend Income 48,000
Dividends Declared 48,000

To eliminate the intercompany dividends.

(3) Cost of Goods Sold (Beginning Inventory) 40,000
Depreciation Expense 24,000
Equipment (net) ($240,000 � $24,000) 216,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000

Cost
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Consolidated Statements Workpaper—Investment Recorded Using the Cost Method 213

Cost Method ILLUSTRATION 5-7

80% Owned Subsidiary Consolidated Statements Workpaper

Subsequent to P Company and Subsidiary 

Year of Acquisition for Year Ended December 31, 2005

P S
Eliminations

Noncontrolling Consolidated
Income Statement Company Company Dr. Cr. Interest Balances

Sales 3,534,000 2,020,000 5,554,000
Dividend Income 48,000 (2) 48,000

Total Revenue 3,582,000 2,020,000 5,554,000
Cost of Goods Sold 2,040,000 1,200,000 3,240,000
Depreciation—Equipment 120,000 30,000 (4b) 24,000 174,000
Other Expenses 993,000 650,000 1,643,000

Total Cost and Expense 3,153,000 1,880,000 5,057,000
Net/Combined Income 429,000 140,000 497,000
Noncontrolling Interest

in Income 28,000 (28,000)*
Net Income to 

Retained Earnings 429,000 140,000 72,000 —0— 28,000 469,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,798,000 (4a) 40,000 (1) 84,000 1,818,000

(4b) 24,000
S Company 605,000 (3) 484,000 121,000

Net Income from above 429,000 140,000 72,000 —0— 28,000 469,000
Dividends Declared

P Company (150,000) (150,000)
S Company (60,000) (2) 48,000 (12,000)

12/31 Retained Earnings 
to Balance Sheet 2,077,000 685,000 620,000 132,000 137,000 2,137,000

Balance Sheet

Investment in S Company 2,200,000 (1) 84,000 (3) 2,284,000
Difference between 

Cost and Book Value (3) 600,000 (4a) 600,000
Land 2,000,000 250,000 (4a) 120,000 2,370,000
Equipment (net) 960,000 240,000 (4a) 240,000 (4b) 48,000 1,392,000
Other Assets (net) 2,137,000 2,200,000 4,337,000
Goodwill (4a) 200,000 200,000

Total Assets 7,297,000 2,690,000 8,299,000
Liabilities 2,220,000 505,000 2,725,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (3) 1,200,000 300,000

Retained Earnings
from above 2,077,000 685,000 620,000 132,000 137,000 2,137,000

Noncontrolling Interest 
in Net Assets 437,000 437,000
Total Liabilities and

Equity 7,297,000 2,690,000 3,064,000 3,064,000 8,299,000
* 20% � $140,000 � $28,000.
(1) To establish reciprocity/convert to equity as of 1/1/05 [.80 � ($605,000 � $500,000)].
(2) To eliminate intercompany dividends.
(3) To eliminate investment account.
(4a) To allocate the difference between cost and book value at the date of acquisition to specific assets and liabilities.
(4b) To depreciate the amount of the difference between cost and book value allocated to equipment.

{

Cost
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the entry and is equal to the amount of the difference between cost and book value
on the date of acquisition. The amount does not change subsequent to acquisition and
may be obtained from the Computation and Allocation Schedule (Illustration 5-2).

Workpaper entry (4) is presented next, first in a combined single entry and
then (alternatively) in its components. The authors find the second approach
(components) easier to understand, though less space efficient.

Beginning consolidated retained earnings must be adjusted each year for the cumula-
tive amount of depreciation and other deductions that have been made from consolidated
net income because of the depreciation of the difference between cost and book value in the
consolidated statements workpapers of prior years. By reducing previously reported
consolidated net income, these workpaper adjustments also reduce previously
reported consolidated retained earnings. The reduction of beginning consolidated
retained earnings is accomplished by a debit to the beginning retained earnings of
the parent company in the consolidated statements workpaper. The $64,000 debit
to beginning retained earnings is equal to the $40,000 charged to cost of goods sold
plus the $24,000 charged to depreciation expense. Where part of the difference
between cost and book value is allocated to depreciable assets, the workpaper
adjustment to the beginning retained earnings of the parent company will become
progressively larger each year.

To separate the preceding entry into its more digestible components, begin
with the allocation of the difference between cost and book value and then proceed
to record excess depreciation as follows:
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(4) Beginning Retained Earnings—P Company
(Beginning Consolidated Retained Earnings)
(40,000 � $24,000) 64,000

Depreciation Expense ($240,000/10) 24,000
Equipment (net) ($240,000 � $24,000 � $24,000) 192,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate and depreciate the difference between cost and book value.

(4a) Beginning Retained Earnings—P Company
(previous year’s cost of goods sold) 40,000

Equipment (net) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate the amount of difference between cost and book value at date of
acquisition to specific assets and liabilities (see Illustration 5-2).

Cost

(3) Beginning Retained Earnings—S Company
(.80 � $605,000) 484,000
Capital Stock—S Company (.80 � $1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company ($2,200,000 � $84,000) 2,284,000
To eliminate the investment account against the equity accounts of S Company
using equity balances at the beginning of the current year.
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Entry (4a) is identical to that recorded in the preceding year, with the exception
that the entry to Cost of Goods Sold is appropriate only in the year of acquisition.
Thus, the adjustment in year 2 (and future years) is to Beginning Retained Earnings.

This entry differs from the first-year entry in that the excess depreciation from
the year 2004 is now reflected in Beginning Retained Earnings—P Company.
Although the adjustment to Equipment (net) was already made in the prior-year
workpaper for one year’s depreciation adjustment, it was not posted to the books of
S Company and hence must be made again. If the following year (2006) were being
presented, the debit to Depreciation Expense would remain at 24,000, but the debit
to Beginning Retained Earnings would be 48,000 to reflect two prior years of excess
depreciation (and the credit to Net Equipment would total 72,000).

Clearly, if entries (4a) and (4b) are recorded separately, the combined entry
(4) is not needed.

The amounts charged to expense each year were calculated in Illustration 5-5.
Since inventory was sold in 2004, no part of the difference between cost and book
value is allocated to inventory in the years after its sale. The amounts allocated to
assets (and liabilities) are the unamortized amounts at the end of the year. Thus,
the amounts allocated to depreciable assets in the balance sheet will become
progressively smaller each year.

In the consolidated statements workpaper for the third year after acquisition
(December 31, 2006), for example, the workpaper elimination entry will be as
follows (if combined into one entry):

The debit to the beginning retained earnings of the parent company in 2006
($64,000 � $24,000 � $88,000) is equal to the amount by which consolidated net
income and consolidated retained earnings have been reduced because of the allo-
cation and depreciation of the difference between cost and book value in the 2004
($40,000 � $24,000 � $64,000) and 2005 ($24,000) consolidated statements work-
papers [see Illustration 5-5; also see entries (3a and 3b) in Illustration 5-6 and entry
(4b) in Illustration 5-7]. This entry [(4) for 2006] can also be simplified by break-
ing it into its components.

Cost Method Analysis of Controlling and Noncontrolling Interests in Combined Income and Retained Earnings 215

2006:
(4) Beginning Retained Earnings—P Company

(Beginning Consolidated Retained Earnings)
($64,000 � $24,000) 88,000

Depreciation Expense ($240,000/10) 24,000
Equipment (net)
($240,000 � $24,000 � $24,000 � $24,000) 168,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000

(4b) Depreciation Expense (current year) 24,000
Beginning Retained Earnings—P Company

(previous year’s depreciation expense) 24,000
Equipment (net) or Accumulated Depreciation 48,000

To depreciate the amount of difference between cost and book value allocated to
equipment.
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Figure 5-1 presents the entries in their separate components for all three years
side by side for the cost method.

COST METHOD ANALYSIS OF CONTROLLING AND
NONCONTROLLING INTERESTS IN COMBINED INCOME
AND RETAINED EARNINGS

In the preceding chapter, a t-account approach to the calculation of consolidated net
income (or the controlling interest in combined income as well as the
noncontrolling interest in combined income) was presented. This approach 
must now be refined to accommodate the effect of the allocation and depreciation of
the difference between cost and book value.

Consolidated net income is the parent company’s income from its independent opera-
tions plus (minus) its share of reported subsidiary income (loss) plus or minus adjustments
for the period relating to the depreciation/amortization of the difference between market
and book value.

The calculation of controlling and noncontrolling interests in combined income for the
year ended December 31, 2005, presented in Illustration 5-8 is based on Illustration
5-7. This, of course, is the same amount of consolidated net income as that calcu-
lated in the consolidated financial statements workpaper.

Consolidated retained earnings is the parent company’s cost basis retained earnings
plus (minus) the parent company’s share of the increase (decrease) in reported subsidiary
retained earnings from the date of acquisition to the current date plus or minus the cumu-
lative effect of adjustments to date relating to the depreciation/amortization of the differ-
ence between market and book value.

The calculation of consolidated retained earnings on December 31, 2005, presented
in Illustration 5-9 is based on Illustration 5-7. This is the same amount of consolidated
retained earnings as that shown in the consolidated statements workpaper presented
in Illustration 5-7 and may be used as a means of checking the balance.
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ILLUSTRATION 5-8

Calculation of the Controlling and Noncontrolling Interest in Combined

Income—Cost Method for Year Ended December 31, 2005

Noncontrolling Interest in Combined Income

Net income reported by S Company 140,000
Subsidiary income included in combined income 140,000
Noncontrolling ownership percentage interest 20%
Noncontrolling interest in combined income 28,000

Controlling Interest in Income

P Company’s net income from its independent
operations ($429,000 reported net income
less $48,000 dividend income from S Company
included therein) $ 381,000

P Company’s share of the reported income of
S Company (.8 � $140,000) 112,000

Additional depreciation and amortization
of the difference between cost and
book value related to:

Depreciation Expense ($240,000/10) 24,000
Consolidated net income $469,000

Cost

80%
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Alternatively, consolidated retained earnings can be computed by adding
beginning consolidated retained earnings to the controlling interest in net income
and subtracting dividends declared by Company P.

TEST
YOUR KNOWLEDGE

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter
before the end-of-chapter questions.

Multiple Choice
1. The difference between cost and book value that is not allocated to specific

identifiable assets or liabilities is treated as goodwill, which is:
a. Expensed completely
b. Capitalized and amortized over 20 years
c. Capitalized and amortized over the expected useful life, not to exceed 40 years
d. Capitalized and checked periodically for impairment.

CONSOLIDATED STATEMENTS WORKPAPER—INVESTMENT
RECORDED USING PARTIAL EQUITY METHOD

In the preparation of consolidated financial statements, the recorded balances of
individual assets, liabilities, and expense accounts must be adjusted to reflect the
allocation and depreciation of the difference between cost and book value.

Although the equity methods (partial and complete) reflect the effects of cer-
tain transactions more fully than the cost method on the books of the parent, the
adjustments have not been made to individual underlying asset or income state-
ment accounts. For example, under the partial equity method, the parent records
its equity in subsidiary income in its books, but it does not record the underlying
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ILLUSTRATION 5-9

Analytical Calculation of Consolidated Retained Earnings: Cost Method

December 31, 2005

P Company’s retained earnings on
December 31, 2005 $ 2,077,000

P Company’s share of the increase in S
Company’s retained earnings from date
of acquisition to December 31, 2005 [.8 � ($685,000 � $500,000)] 148,000

Less cumulative effect to December 31,
2005, of the amortization of the
difference between cost and book value:

2004 2005

Inventory (to cost of goods sold) $ 40,000 $—0—
Depreciation from equipment 24,000 24,000

64,000 24,000 (88,000)
Consolidated retained earnings on

December 31, 2005 $2,137,000

Beginning Consolidated Retained Earnings $1,818,000
Plus: Controlling Interest in Net Income 469,000
Less: Dividends Declared by P Company (150,000)
Ending Consolidated Retained Earnings $2,137,000

Partial

5.25.2
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revenue and expense accounts that combine to form that total. Also, under this
method, the parent does not record excess depreciation or amortization of identi-
fiable intangibles arising in the acquisition in its investment account. These adjust-
ments must be accomplished through the use of workpaper entries in the
preparation of the consolidated statements workpaper.

To illustrate, assume the following:

1. P Company acquires an 80% interest in S Company on January 1, 2004, for
$2,200,000, at which time S Company has capital stock of $1,500,000 and
retained earnings of $500,000. P Company uses the partial equity method to
record its investment in S Company.

2. The allocation of the difference between cost and book value in the amount of
$600,000 [$2,200,000 � .80($2,000,000)], as previously presented in Illustration 5-5,
includes $40,000 to Inventory, $240,000 to Equipment (10-year life), $120,000 to
Land, and $200,000 to Goodwill.

3. In 2004, S Company reported net income of $125,000 and declared and paid
dividends of $20,000.

4. In 2005, S Company reported net income of $140,000 and declared and paid
dividends of $60,000.

5. In 2006, S Company reported net income of $200,000 and declared and paid
dividends of $75,000.

Entries on Books of P Company—2004 (Year of Acquisition) Entries recorded on
the books of P Company under the partial equity method are as follows:

Entries on Books of P Company—2005 (Year Subsequent to Acquisition)

After these entries are posted, the Investment account will appear as follows:

Investment in S Company

(1) Cost 2,200,000 (2) Dividends 16,000
(3) Subsidiary Income 100,000

12/31/04 Balance 2,284,000
(5) Subsidiary Income 112,000 (4) Dividends 48,000

12/31/05 Balance 2,348,000
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(1) Investment in S Company 2,200,000
Cash 2,200,000

To record purchase of 80% interest in S Company.
(2) Cash 16,000

Investment in S Company 16,000
To record dividends received (.80 � $20,000).

(3) Investment in S Company 100,000
Equity in Subsidiary Income 100,000

To record equity in subsidiary income (.80 � $125,000).

(4) Cash 48,000
Investment in S Company 48,000

To record dividends received (.80 � $60,000).
(5) Investment in S Company 112,000

Equity in Subsidiary Income 112,000
To record equity in subsidiary income (.80 � $140,000).

Part ia l
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Partial Equity Method ILLUSTRATION 5-10

80% Owned Subsidiary Consolidated Statements Workpaper

Year of Acquisition P Company and Subsidiary

for Year Ended December 31, 2004

Eliminations
P S Noncontrolling Consolidated

Income Statement Company Company Dr. Cr. Interest Balances

Sales 3,100,000 2,200,000 5,300,000
Equity in Subsidiary Income 100,000 (3a) 100,000

Total Revenue 3,200,000 2,200,000 5,300,000
Cost of Goods Sold 1,700,000 1,360,000 (2a) 40,000 3,100,000
Depreciation—Equipment 120,000 30,000 (2b) 24,000 174,000
Other Expenses 998,000 685,000 1,683,000

Total Cost and Expense 2,818,000 2,075,000 4,957,000
Net/Combined Income 382,000 125,000 343,000
Noncontrolling Interest

in Income 25,000 (25,000)*
Net Income to

Retained Earnings 382,000 125,000 164,000 —0— 25,000 318,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,650,000 1,650,000
S Company 500,000 (1) 400,000 100,000

Net Income from above 382,000 125,000 164,000 —0— 25,000 318,000
Dividends Declared

P Company (150,000) (150,000)
S Company (20,000) (3b) 16,000 (4,000)

12/31 Retained Earnings
to Balance Sheet 1,882,000 605,000 564,000 16,000 121,000 1,818,000

Balance Sheet

Investment in S Company 2,284,000 (3b) 16,000 (1) 2,200,000
(3a) 100,000

Difference between
Cost and Book Value (1) 600,000 (2a) 600,000

Land 1,250,000 250,000 (2a) 120,000 1,620,000
Equipment (net) 1,080,000 270,000 (2a) 240,000 (2b) 24,000 1,566,000
Other Assets (net) 2,402,000 1,885,000 4,287,000
Goodwill (excess of

cost over fair value) (2a) 200,000 200,000
Total Assets 7,016,000 2,405,000 7,673,000

Liabilities 2,134,000 300,000 2,434,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (1) 1,200,000 300,000

Retained Earnings
from above 1,882,000 605,000 564,000 16,000 121,000 1,818,000

Noncontrolling Interest
in Net Assets 421,000 421,000
Total Liabilities

and Equity 7,016,000 2,405,000 2,940,000 2,940,000 7,673,000

* 20% � $125,000 � $25,000
(1) To eliminate the investment account against the equity accounts of S Company at the date of acquisition.
(2a) To allocate the difference between cost and book value at the date of acquisition to specific assets and liabilities.
(2b) To depreciate the amount of the difference between cost and book value assigned to equipment ($240,000/10 years).
(3a) To reverse the effect of subsidiary income recognized on the books of the parent.
(3b) To reverse the effects of dividends declared by the subsidiary and received by the parent.

Partial
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Workpaper Entries—2004 (Year of Acquisition) A consolidated statements work-
paper under the partial equity method for the year ended December 31, 2004, is
presented in Illustration 5-10. Workpaper entries in Illustration 5-10 are presented
in general journal form as follows:

By the end of the first year, under a FIFO (first-in, first-out) cost flow assump-
tion, the inventory that necessitated the $40,000 adjustment would have been sold.
Recall that at the date of acquisition, this adjustment was to Inventory. At the end
of the first year, however, the entry is to Cost of Goods Sold (or to Beginning
Inventory, as a subcomponent of the Cost of Goods Sold). Since S Company will not
have included the additional $40,000 allocated to inventory in its reported Cost of
Goods Sold (COGS), consolidated Cost of Goods Sold must be increased by this
workpaper entry. If the inventory were still on hand on December 31, 2004 (for
example, if a LIFO flow were assumed), the $40,000 would be allocated to ending
inventory in the balance sheet rather than to Cost of Goods Sold.

This entry to Cost of Goods Sold is appropriate only in the year of acquisition.
In subsequent years, consolidated COGS will have been reflected in the 2004 con-
solidated net income and hence consolidated retained earnings at the end of 2004.
Thus, the adjustment ($40,000 debit) in future years will be to Beginning Retained
Earnings—P Company.

As previously noted, depreciation in the consolidated income statement should be
based on the value assigned to the equipment in the consolidated balance sheet. Since
the depreciation recorded by S Company is based on the book value of the equipment
in its records, consolidated depreciation must be increased by a workpaper entry.
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(2b) Depreciation Expense 24,000
Equipment (net) or accumulated depreciation 24,000

To depreciate the amount of difference between cost and book value allocated to
equipment ($240,000/10 years; see Illustration 5-5).

(2) Cost of Goods Sold (Beginning Inventory) 40,000
Depreciation Expense 24,000
Equipment (net) ($240,000 � $24,000) 216,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
This combined entry is not needed if entries (2a) and (2b) are made individually.

(1) Beginning Retained Earnings – S Company
(.80 � $500,000) 400,000

Capital Stock—S Company (.80 � $1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company 2,200,000
To eliminate investment account against the equity accounts of S Company at the
date of acquisition.

Partial

(2a) Cost of Goods Sold (Beginning Inventory) 40,000
Equipment (net) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate the amount of difference between cost and book value at date of
acquisition to specific assets and liabilities (see Illustration 5-2).
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It is possible, of course, to combine the workpaper entries relating to the
allocation, and depreciation of the difference between cost and book value into
one entry. In Illustration 5-10, for example, workpaper entries (2a) and (2b) could
be presented in one combined entry as follows:

Next, the workpaper entries to reverse the effect of parent company entries
during the year for subsidiary dividends and income may be separated to record the
reversal of dividends in one entry and the reversal of income in another, as follows
(and as shown in Illustration 5-10):

Alternatively, the effects of entries (3a) and (3b) may be combined into one entry,
as follows:

The calculation of noncontrolling interest in Illustration 5-10 is not affected by
the amortization/depreciation of the differences between cost and book value.
Since the differences between cost and book value represent a cost incurred by the
parent company in the purchase of the subsidiary stock, its depreciation/amortization
is charged in its entirety to the parent company (controlling stockholders) under
current generally accepted accounting principles (GAAP).

Workpaper Entries—2005 (Year Subsequent to Acquisition)—Partial Equity Method
Next, a consolidated statements workpaper under the partial equity method for the
year ended December 31, 2005, is presented in Illustration 5-11. Workpaper entries
in Illustration 5-11 are presented in general journal form as follows:

For those who have read the cost method discussion, note that under the partial
equity method, there is no need to establish reciprocity. That feature was unique to the cost
method and, in fact, may be viewed as a sort of conversion to the equity method. In
the investment elimination entry, the amount debited or credited to the Difference
between Cost and Book Value may be treated as a plug figure to balance the entry
and is equal to the amount of the Difference between Cost and Book Value on the
date of acquisition. The amount does not change subsequent to acquisition and may
be obtained from the Computation and Allocation Schedule (Illustration 5-2).
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(3a) Equity in Subsidiary Income 100,000
Investment in S Company 100,000

To reverse the effect of subsidiary income recognized in the books of the parent.

(3b) Investment in S Company 16,000
Dividends Declared 16,000

To reverse the effect of dividends declared by the subsidiary and received by the
parent.

(3) Equity in Subsidiary Income 100,000
Dividends Declared 16,000
Investment in S Company 84,000

To reverse the effect of parent company entries during the year for subsidiary
dividends and income; not needed if entries (3a) and (3b) are made individually.

(1) Beginning Retained Earnings—S Company
(.80 � $605,000) 484,000

Capital Stock—S Company (.80 � $1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company 2,284,000
To eliminate investment account against the equity accounts of S Company using
equity balances at the beginning of the current year.
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Partial Equity Method ILLUSTRATION 5-11

80% Owned Subsidiary Consolidated Statements Workpaper

Subsequent to P Company and Subsidiary

Year of Acquisition for Year Ended December 31, 2005

Eliminations
P S Noncontrolling Consolidated

Income Statement Company Company Dr. Cr. Interest Balances

Sales 3,534,000 2,020,000 5,554,000
Equity in Subsidiary Income 112,000 (3) 112,000

Total Revenue 3,646,000 2,020,000 5,554,000
Cost of Goods Sold 2,040,000 1,200,000 3,240,000
Depreciation—Equipment 120,000 30,000 (2b) 24,000 174,000
Other Expenses 993,000 650,000 1,643,000

Total Cost and Expense 3,153,000 1,880,000 5,057,000
Net/Combined Income 493,000 140,000 497,000
Noncontrolling Interest

in Income 28,000 (28,000)*
Net Income to

Retained Earnings 493,000 140,000 136,000 —0— 28,000 469,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,882,000 (2a) 40,000 1,818,000

(2b) 24,000
S Company 605,000 (1) 484,000 121,000

Net Income from above 493,000 140,000 136,000 —0— 28,000 469,000
Dividends Declared

P Company (150,000) (150,000)
S Company (60,000) (3) 48,000 (12,000)

12/31 Retained Earnings
to Balance Sheet 2,225,000 685,000 684,000 48,000 137,000 2,137,000

Balance Sheet

Investment in S Company 2,348,000 (3) 64,000
(1) 2,284,000

Difference between Cost
and Book Value (1) 600,000 (2a) 600,000

Land 2,000,000 250,000 (2a) 120,000 2,370,000
Equipment (net) 960,000 240,000 (2a) 240,000 (2b) 48,000 1,392,000
Other Assets (net) 2,137,000 2,200,000 4,337,000
Goodwill (excess of

cost over fair value) (2a) 200,000 200,000
Total Assets 7,445,000 2,690,000 8,299,000

Liabilities 2,220,000 505,000 2,725,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (1) 1,200,000 300,000

Retained Earnings
from above 2,225,000 685,000 684,000 48,000 137,000 2,137,000

Noncontrolling Interest
in Net Assets 437,000 437,000
Total Liabilities

and Equity 7,445,000 2,690,000 3,044,000 3,044,000 8,299,000

* 20 � $140,000 � $28,000.
(1) To eliminate the investment account.
(2a) To allocate the difference between cost and book value at the date of acquisition to specific assets and liabilities.
(2b) To depreciate the amount of the difference between cost and book value assigned to equipment ($240,000/10 years).
(3) To reverse the effect of parent company entries during the year for subsidiary dividends and income.
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Workpaper entry (2) is presented next, first in a combined single entry and
then (alternatively) in its components. The authors find the second approach
(components) easier to understand, though less compact.

To separate the preceding entry into its more digestible components, begin
with the allocation of the difference between cost and book value and then proceed
to record excess depreciation as follows:

Entry (2a) is identical to that recorded in the preceding year, with the exception
that the entry to Cost of Goods Sold is appropriate only in the year of acquisition.
Thus, the adjustment in year 2 (and future years) is to Beginning Retained Earnings.

This entry differs from the first-year entry in that the excess depreciation from
the year 2004 is now reflected in Beginning Retained Earnings—P Company.
Although the adjustment to Equipment was already made in the prior year work-
paper for one year’s depreciation adjustment, it was not posted to the books of S
Company and hence must be made again. If the following year (2006) were being
presented, the debit to Depreciation Expense would remain at $24,000, but the
debit to Beginning Retained Earnings would be $48,000 to reflect two prior years
of excess depreciation (and the credit to Equipment would total $72,000).

Clearly, if entries (2a) and (2b) are recorded separately, the combined entry
(2) is not needed.
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(2a) Beginning Retained Earnings—P Company (prior year’s
COGS entry) 40,000

Equipment (net) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate the amount of difference between cost and book value at date of
acquisition to specific assets and liabilities (see Illustration 5-5).

(2b) Depreciation Expense (current year) 24,000
Beginning Retained Earnings—P Company 24,000

(prior year’s depreciation expense)
Equipment (net) 48,000

To depreciate the amount of difference between cost and book value allocated to
equipment.

Partial

(2) Beginning Retained Earnings—P Company
(Beginning Consolidated Retained Earnings) 64,000

Depreciation Expense ($240,000/10) 24,000
Equipment (net) ($240,000 � $24,000 � $24,000) 192,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate and depreciate the difference between cost and book value.

(3) Equity in Subsidiary Income 112,000
Dividends Declared 48,000
Investment in S Company 64,000

To reverse the effect of parent company entries during the year 2005 for sub-
sidiary dividends and income.
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Observe that the consolidated balances in Illustration 5-11 are the same as
those in Illustration 5-7 (cost method workpaper). The workpaper entries to elimi-
nate the investment account and to allocate and depreciate the difference between
cost and book value are the same regardless of whether the investment is recorded
using the cost method or the partial equity method. Only the entries for intercom-
pany dividends and income and for reciprocity differ.

Figure 5-2 presents the entries in their separate components for all three years
(2004 through 2006) side by side for the partial equity method.

TEST
YOUR KNOWLEDGE

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter
before the end-of-chapter questions.

Multiple Choice

1. Assuming a FIFO cost flow, which account should normally be debited for the
inventory adjustment (assuming market value of subsidiary’s inventory to be
higher than its book value) when allocating the difference between cost and book
values at the end of the year of acquisition?

a. Inventory
b. Beginning Retained Earnings—Parent
c. Cost of Goods Sold
d. Depreciation expense

PARTIAL EQUITY METHOD ANALYSIS OF CONTROLLING
AND NONCONTROLLING INTERESTS IN COMBINED NET
INCOME AND RETAINED EARNINGS

The t-account calculation of consolidated net income (or the controlling interest
in combined income) does not differ between the cost and partial equity methods.
As stated earlier, consolidated net income is the parent company’s income from its inde-
pendent operations plus (minus) its share of reported subsidiary income (loss) plus or
minus adjustments for the period relating to the depreciation/amortization of the difference
between market and book value.

The calculation of consolidated net income for the year ended December 31,
2005, presented in Illustration 5-12 is based on Illustration 5-11. This, of course, is
the same amount of consolidated net income as that calculated in the consolidated
statements workpaper presented in Illustration 5-11.

When the parent company uses the partial equity method to account for its
investment, the parent company’s share of subsidiary income since acquisition is
already included in the parent company’s reported retained earnings.
Consequently, consolidated retained earnings are calculated as the parent company’s
recorded partial equity basis retained earnings plus or minus the cumulative effect of the
adjustments to date relating to the depreciation/amortization of the difference between mar-
ket and book value.

The analytical calculation of consolidated retained earnings on December 31,
2005, presented in Illustration 5-13 is based on Illustration 5-11. This, too, is the
same amount of consolidated retained earnings as that shown in the consolidated
statements workpaper presented in Illustration 5-11.
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Alternatively, consolidated retained earnings can be computed by adding begin-
ning consolidated retained earnings to consolidated net income and subtracting
dividends declared by Company P.

Beginning Consolidated Retained Earnings $1,818,000
Plus: Controlling Interest in Net Income 469,000
Less: Dividends Declared by P Company (150,000)
Ending Consolidated Retained Earnings $2,137,000

CONSOLIDATED STATEMENTS WORKPAPER—INVESTMENT
RECORDED USING COMPLETE EQUITY METHOD

In the preparation of consolidated financial statements, the recorded balances of
individual assets, liabilities, and expense accounts must be adjusted to reflect the
allocation and depreciation of the differences between cost and book value.
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ILLUSTRATION 5-12

T-Account Calculation of Controlling and Noncontrolling Interest in Combined Income

for Year Ended December 31, 2005

Noncontrolling Interest in Combined Income

Net Income Reported by S Company 140,000

Subsidiary Income included in Combined Income 140,000
Noncontrolling Ownership percentage interest 20%
Noncontrolling Interest in Combined Income 28,000

Controlling Interest in Income

P Company’s net income from its independent
operations ($493,000 reported net income
less $112,000 equity in subsidiary income
included therein) $381,000

P Company’s share of the reported income of S
Company (.8 � $140,000) 112,000

Additional depreciation and amortization
of the difference between cost and book
value related to:

Depreciation Expense ($240,000/10) 24,000

Controlling Interest in Combined Net Income $469,000

ILLUSTRATION 5-13

Analytical Calculation of Consolidated Retained Earnings

December 31, 2005

P Company’s retained earnings on
December 31, 2005 $2,225,000

Less cumulative effect to December 31,
2005, of the amortization of the
difference between cost and book value:

2004 2005

Inventory (to cost of goods sold) $ 40,000 $—0—
Depreciation from equipment 24,000 24,000

64,000 24,000 (88,000)
Consolidated retained earnings on

December 31, 2005 $2,137,000

Complete

80%
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When the parent accounts for its investment using the complete equity
method, the parent records excess depreciation arising in the acquisition in its
investment account. The income statement effects are recorded as adjustments to
the amount recognized as “equity in subsidiary income” each year. Even under this
method, however, adjustments are needed to record the effects in the proper
accounts for the consolidated entity. For example, the account “equity in subsidiary
income” will be eliminated in the consolidated financial statements, and the effects
need to be shown directly in “depreciation expense.” Similarly, the investment
account will be eliminated, and the adjustments for any differences between cost
and book value need to be shown directly in the appropriate asset (inventory, land,
equipment, goodwill, etc.) and/or liability accounts. These adjustments must be
accomplished through the use of workpaper entries in the preparation of the con-
solidated statements workpaper.

To illustrate, assume the following:

1. P Company acquires an 80% interest in S Company on January 1, 2004, for
$2,200,000, at which time S Company has capital stock of $1,500,000 and
retained earnings of $500,000. P Company uses the complete equity method to
record its investment in S Company.

2. The allocation of the difference between cost and book value in the amount of
$600,000 [$2,200,000 � .80($2,000,000)], as previously presented in Illustration
5-5, includes $40,000 to Inventory, $240,000 to Equipment (10-year life),
$120,000 to Land, and $200,000 to Goodwill.

3. In 2004, S Company reported net income of $125,000 and declared and paid
dividends of $20,000.

4. In 2005, S Company reported net income of $140,000 and declared and paid
dividends of $60,000.

5. In 2006, S Company reported net income of $200,000 and declared and paid
dividends of $75,000.

Entries on Books of P Company—2004 (Year of Acquisition) and 2005 (Subsequent
Year) Entries recorded on the books of P Company under the complete equity
method are as follows:

Entries (3) and (4) could be collapsed into one combined entry of $36,000
($100,000 minus $64,000).
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2004—Year of Acquisition
(1) Investment in S Company 2,200,000

Cash 2,2000,000
To record purchase of 80% interest in S Company.

(2) Cash 16,000
Investment in S Company 16,000

To record dividends received (.80 � $20,000).
(3) Investment in S Company 100,000

Equity in Subsidiary Income 100,000
To record equity in subsidiary income (.80 � $125,000).

(4) Equity in Subsidiary Income 64,000
Investment in S Company 64,000

To adjust equity in subsidiary income for excess depreciation ($24,000) and
the higher value placed on inventory and thus on cost of goods sold ($40,000).
See llustration 5-5.

Complete
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Again, entries (2) and (3) could be collapsed into one combined entry of $88,000
($112,000 minus $24,000). Note also that the inventory adjustment was needed
only in the first year under a first-in, first-out (FIFO) cost flow  assumtion.

After these entries are posted, the Investment account will appear as follows:

Investment in S Company

(1) Cost 2,200,000 (2) Dividends 16,000
(3) Subsidiary Income 100,000 (4) Excess depreciation and

Cost of Goods Sold 64,000

12/31/04 Balance 2,220,000
(2) Subsidiary Income 112,000 (1) Dividends 48,000

(3) Excess depreciation 24,000

12/31/05 Balance 2,260,000

Workpaper Entries—2004 (Year of Acquisition) A consolidated statements work-
paper under the complete equity method for the year ended December 31, 2004,
is presented in Illustration 5-14. Workpaper entries in Illustration 5-14 are pre-
sented in general journal form as follows:

By the end of the first year, under a FIFO cost flow assumption, the inventory
that necessitated the $40,000 adjustment would have been sold. Recall that at the
date of acquisition, this adjustment was to Inventory. At the end of the first year,
however, the entry is to Cost of Goods Sold (or to Beginning Inventory, as a sub-
component of the Cost of Goods Sold). Since S Company will not have included
the additional $40,000 allocated to inventory in its reported Cost of Goods Sold
(COGS), consolidated Cost of Goods Sold must be increased by this workpaper
entry. If the inventory were still on hand on December 31, 2004 (for example, if a
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2005—Year Subsequent to Acquisition
(1) Cash 48,000

Investment in S Company 48,000
To record dividends received (.80 � $60,000).

(2) Investment in S Company 112,000
Equity in Subsidiary Income 112,000

To record equity in subsidiary income (.80 � $140,000).
(3) Equity in Subsidiary Income 24,000

Investment in S Company 24,000
To adjust equity in subsidiary income for excess depreciation ($24,000).

(1) Beginning Retained Earnings—S Company
(.80 � $500,000) 400,000

Capital Stock—S Company (.80 � $1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company 2,200,000
To eliminate investment account against the equity accounts of S Company at
the date of acquisition.

(2a) Cost of Goods Sold (Beginning Inventory) 40,000
Equipment (net) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate the amount of difference between cost and book value at date of
acquisition to specific assets and liabilities (see Illustration 5-2).
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Complete Equity Method ILLUSTRATION 5-14

80% Owned Subsidiary Consolidated Statements Workpaper

Year of Acquisition P Company and Subsidiary

for Year Ended December 31, 2004

Eliminations
P S Noncontrolling Consolidated

Income Statement Company Company Dr. Cr. Interest Balances
Sales 3,100,000 2,200,000 5,300,000
Equity in Subsidiary Income 36,000 (3a) 100,000 (3c) 64,000

Total Revenue 3,136,000 2,200,000 5,300,000
Cost of Goods Sold 1,700,000 1,360,000 (2a) 40,000 3,100,000
Depreciation—Equipment 120,000 30,000 (2b) 24,000 174,000
Other Expenses 998,000 685,000 1,683,000

Total Cost and Expense 2,818,000 2,075,000 4,957,000
Net/Combined Income 318,000 125,000 343,000
Noncontrolling Interest

in Income 25,000 (25,000)*
Net Income to Retained

Earnings 318,000 125,000 164,000 64,000 25,000 318,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,650,000 1,650,000
S Company 500,000 (1) 400,000 100,000

Net Income from above 318,000 125,000 164,000 64,000 25,000 318,000
Dividends Declared

P Company (150,000) (150,000)
S Company (20,000) (3b) 16,000 (4,000)

12/31 Retained Earnings to
Balance Sheet 1,818,000 605,000 564,000 80,000 121,000 1,818,000

Balance Sheet

Investment in S Company 2,220,000 (3b) 16,000 (1) 2,200,000
(3c) 64,000 (3a) 100,000

Difference between
Cost and Book Value (1) 600,000 (2a) 600,000

Land 1,250,000 250,000 (2a) 120,000 1,620,000
Equipment (net) 1,080,000 270,000 (2a) 240,000 (2b) 24,000 1,566,000
Other Assets (net) 2,402,000 1,885,000 4,287,000
Goodwill (excess of

cost over fair value) (2a) 200,000 200,000
Total Assets 6,952,000 2,405,000 7,673,000

Liabilities 2,134,000 300,000 2,434,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (1) 1,200,000 300,000

Retained Earnings
from above 1,818,000 605,000 564,000 80,000 121,000 1,818,000

Noncontrolling Interest
in Net Assets 421,000 421,000
Total Liabilities and

Equity 6,952,000 2,405,000 3,004,000 3,004,000 7,673,000

* 20% � $125,000 � $25,000
(1) To eliminate the investment account.
(2a) To allocate differences between cost and book value.
(2b) To depreciate the difference between cost and book value assigned to equipment (240,000/10).
(3a) To eliminate equity in subsidiary income.
(3b) To eliminate intercompany dividends.
(3c) To reverse the adjustments to subsidiary income recognized by the parent.

Complete
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LIFO flow were assumed), the $40,000 would be allocated to ending inventory in
the balance sheet rather than to Cost of Goods Sold.

This entry to COGS is appropriate only in the year of acquisition. In subse-
quent years, consolidated COGS will have been reflected in the 2004 consolidated
net income and hence consolidated retained earnings at the end of 2004. On the
books of P Company, the adjustment is reflected in equity in subsidiary income
(and thus in ending retained earnings) and in the investment account. Because the
investment account must be eliminated in the consolidating process, the entry to
COGS is replaced in future years by an entry ($40,000 debit) to Investment in
S Company; this workpaper entry serves to facilitate the elimination of the invest-
ment account by reversing an adjustment made by the parent.

As previously noted, depreciation in the consolidated income statement should be based
on the value assigned to the equipment in the consolidated balance sheet. Since the deprecia-
tion recorded by S Company is based on the book value of the equipment on its records, con-
solidated depreciation must be increased by a workpaper entry.

It is possible, of course, to combine the workpaper entries relating to the allo-
cation, amortization, and depreciation of the difference between cost and book
value into one entry. For example, workpaper entries (2a) and (2b) could be pre-
sented in one combined entry as follows:

Next we reverse the effect of parent company entries during the year for subsidiary
dividends and income. Here also entries may be combined or separated to record
the reversal of dividends in one entry, the reversal of reported income in a second
entry, and the reversal of adjustments to subsidiary income in a third.
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(2b) Depreciation Expense 24,000
Equipment (net) 24,000

To depreciate the amount of difference between cost and book value allocated to
equipment ($240,000/10 years; see Illustration 5-5).

(2) Cost of Goods Sold (Beginning Inventory) 40,000
Depreciation Expense 24,000
Equipment (net) ($240,000 � $24,000) 216,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
This combined entry is not needed if entries (2a) and (2b) are made individually.

(3a) Investment in S Company 16,000
Dividends Declared 16,000

To reverse the effect of dividends declared by the subsidiary and received by the
parent.

(3b) Equity in Subsidiary Income 100,000
Investment in S Company 100,000

To reverse the effect of subsidiary reported income recognized in the books of
the parent.

(3c) Investment in S Company 64,000
Equity in Subsidiary Income 64,000

To reverse the adjustments to subsidiary income recognized by the parent
($40,000 cost of goods sold and $24,000 depreciation).

Complete
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Alternatively, the effects of entries (3a) through (3c) may be combined into
one entry, as follows:

The calculation of noncontrolling interest in Illustration 5-14 is not affected by
the amortization/depreciation of the differences between cost and book value.
Since the differences between cost and book value represent a cost incurred by the
parent company in the purchase of the subsidiary stock, its depreciation/amortiza-
tion is charged in its entirety to the parent company (controlling stockholders)
under current generally accepted accounting principles (GAAP).

Entries on Workpapers—2005 (Year Subsequent to Acquisition) Next, a consoli-
dated statements workpaper under the complete equity method for the year ended
December 31, 2005, is presented in Illustration 5-15. Workpaper entries in
Illustration 5-15 are presented in general journal form as follows:

To separate the preceding entry into its more digestible components, begin
with the allocation of the difference between cost and book value and then proceed
to record excess depreciation as follows:

Entry (2a) is identical to that recorded in the preceding year, with the excep-
tion that the entry to Cost of Goods Sold is appropriate only in the year of acquisi-
tion. Consolidated COGS (after the $40,000 adjustment) will have been reflected
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(3) Equity in Subsidiary Income 36,000
Dividends Declared 16,000
Investment in S Company 20,000

To reverse the effect of parent company entries during the year for subsidiary divi-
dends and income.

(1) Beginning Retained Earnings—S Company
(.80 � $605,000) 484,000

Capital Stock—S Company (.80 � $1,500,000) 1,200,000
Difference between Cost and Book Value 600,000

Investment in S Company 2,284,000
To eliminate investment account against the equity accounts of S Company using
equity balances at the beginning of the current year.

(2) Investment in S Company 64,000
[adjustments from prior year for depreciation
($24,000) and COGS ($40,000)]

Depreciation Expense ($240,000/10 years) 24,000
Equipment (net) ($240,000 � $24,000 � $24,000) 192,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate and depreciate the difference between cost and book value.

(2a) Investment in S Company (replaces COGS from 2004) 40,000
Equipment (net) 240,000
Land 120,000
Goodwill 200,000

Difference between Cost and Book Value 600,000
To allocate the amount of difference between cost and book value at date
of acquisition to specific assets and liabilities (see Illustration 5-2).

Complete

Complete
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Complete Equity Method ILLUSTRATION 5-15

80% Owned Subsidiary Consolidated Statements Workpaper

Subsequent to P Company and Subsidiary

Year of Acquisition for Year Ended December 31, 2005

Eliminations
P S Noncontrolling Consolidated

Income Statement Company Company Dr. Cr. Interest Balances
Sales 3,534,000 2,020,000 5,554,000
Equity in Subsidiary Income 88,000 (3) 88,000

Total Revenue 3,622,000 2,020,000 5,554,000
Cost of Goods Sold 2,040,000 1,200,000 3,240,000
Depreciation—Equipment 120,000 30,000 (2b) 24,000 174,000
Other Expenses 993,000 650,000 1,643,000

Total Cost and Expense 3,153,000 1,880,000 5,057,000
Net/Combined Income 469,000 140,000 497,000
Noncontrolling Interest

in Income 28,000 (28,000)*
Net Income to Retained

Earnings 469,000 140,000 112,000 —0— 28,000 469,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,818,000 1,808,000
S Company 605,000 (1) 484,000 121,000

Net Income from above 469,000 140,000 112,000 —0— 28,000 469,000
Dividends Declared

P Company (150,000) (150,000)
S Company (60,000) (3) 48,000 (12,000)

12/31 Retained Earnings
to Balance Sheet 2,137,000 685,000 596,000 48,000 137,000 2,137,000

Balance Sheet

Investment in S Company 2,260,000 (2a) 40,000 (3) 40,000
(2b) 24,000 (1) 2,284,000
(2c) 10,000

Difference between
Cost and Book Value (1) 600,000 (2) 600,000

Land 2,000,000 250,000 (2a) 120,000 2,370,000
Equipment (net) 960,000 240,000 (2a) 240,000 (2b) 48,000 1,392,000
Other Assets (net) 2,137,000 2,200,000 4,337,000
Goodwill (excess of cost

over fair value) (2a) 200,000 200,000
Total Assets 7,357,000 2,690,000 8,299,000

Liabilities 2,220,000 505,000 2,725,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (2) 1,200,000 300,000

Retained Earnings
from above 2,137,000 685,000 596,000 48,000 137,000 2,137,000

Noncontrolling Interest
in Net Assets 437,000 437,000
Total Liabilities and

Equity 7,357,000 2,690,000 3,020,000 3,020,000 8,299,000

* 20% � $140,000 � $28,000
(1) To eliminate the investment account.
(2a) To allocate the amount of difference between cost and book value at date of acquisition to specific assets and liabilities.
(2b) To depreciate the amount of difference between cost and book value allocated to equipment.
(3) To reverse the effect of parent company entries during the year for subsidiary dividends and income.

�
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in the 2004 consolidated net income and hence consolidated retained earnings at
the end of 2004. On the books of P Company, the adjustment was reflected in
equity in subsidiary income in 2004 (and thus in ending retained earnings) and in
the investment account. Because the investment account must be eliminated in the
consolidating process, the entry to COGS is replaced here and in future years by an
entry ($40,000 debit) to Investment in S Company.

This component of the entry captures one of the basic differences between the
Complete Equity method and the other two methods. Only under the Complete
Equity method does the parent’s beginning retained earnings exactly match the
amount reported as consolidated retained earnings at the end of the previous year.
Hence fewer workpaper adjustments to Beginning Retained Earnings—P Company
are needed under the Complete Equity method. The $40,000 adjustment in year 2
(and future years) related to inventory valuation is made to Investment in
S Company, serving to facilitate the elimination of the investment account (by
reversing an adjustment made by the parent).

This entry differs from the first year in that the excess depreciation from the
year 2004 is now reflected in a lowered balance in the Investment account, and this
entry serves to reverse that adjustment (again to facilitate eliminating the
Investment account). Although the adjustment to Equipment was already made in
the prior year workpaper for one year’s depreciation adjustment, it was not posted
to the books of S Company and hence must be made again. If the following year
(2006) were being presented, the debit to Depreciation Expense would remain at
$24,000, but the debit to Investment in S Company would be $48,000 to reflect two
prior years of excess depreciation (and the credit to Equipment would total
$72,000). Clearly, if entries (2a) through (2b) are recorded separately, the com-
bined entry (2) is not needed.

Observe that the consolidated balances in Illustration 5-15 are the same as
those in Illustration 5-7 (cost method workpaper) and in Illustration 5-11 (partial
equity workpaper). Figure 5-3 presents the entries in their separate components for
all three years side by side for the complete equity method.

COMPLETE EQUITY METHOD ANALYSIS OF CONTROLLING
INTEREST IN COMBINED NET INCOME AND RETAINED
EARNINGS

When the parent uses the complete equity method, its reported income equals
consolidated net income. As with the other methods, the amount of consolidated
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(2b) Depreciation Expense (current year) 24,000
Investment in S Company (prior year depreciation) 24,000

Equipment (net) 48,000
To depreciate the amount of difference between cost and book value allocated to
equipment.

(3) Equity in Subsidiary Income 88,000
Dividends Declared 48,000
Investment in S Company 40,000

To reverse the effect of parent company entries during the year 2005 for
subsidiary dividends and income.

Complete
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income is the parent company’s income from its independent operations plus (minus) its
share of adjusted subsidiary income (loss) plus or minus adjustments for the period relat-
ing to the depreciation/amortization of the difference between market and book values of
depreciable or amortizable assets (and liabilities).

The amount of consolidated net income for the year ended December 31,
2005, is $459,000. Observe that this amount is reported both in the farthest left-
hand column of Illustration 5-15 (P Company income) and again in the farthest
right-hand column (consolidated net income).

Similarly, the amount of consolidated retained earnings ($2,117,000) at the
end of 2005 is the same as the ending retained earnings reported by P Company.
Again compare the amount in the retained earnings section in the farthest left-
hand column of Illustration 5-15 (P Company) to the amount in the farthest right-
hand column (consolidated retained earnings). The amounts agree because
P Company recognizes all adjustments in the income statement account “equity in
subsidiary income” and thus in retained earnings.

One of the maneuvers at Tyco was to set up a finance subsidiary in Luxembourg
known as Tyco International Group (TIG). TIG helped finance Tyco’s debt by
borrowing billions and reloaning the money to Tyco units in the U.S. and other
high-tax jurisdictions. The interest that Tyco’s U.S. units paid on these loans was
not taxed in Luxembourg and was tax-deductible in the U.S., thus cutting Tyco’s tax
bills in the U.S. By 2001, Tyco had over $16 billion in such intercompany loans
outstanding.9

ADDITIONAL CONSIDERATIONS RELATING TO TREATMENT OF
DIFFERENCE BETWEEN COST AND BOOK VALUE

We present additional considerations relating to the treatment of the difference
between cost and book value in the following sections. These considerations
include allocation of the difference between cost and book value to liabilities and
to assets with fair values less than book values; the separate disclosure of accumu-
lated depreciation; premature disposals of long-lived assets by the subsidiary; and
depreciable assets used in manufacturing.

Allocation of Difference between Cost and Book Value to Debt

Adjustment of Contingent Liabilities and Reserves Often an acquiring firm
reassesses the adequacy of the acquired firm’s accounting for contingent liabilities,
purchase commitments, reserves, and so on, prior to its allocation of any difference
between cost and book values. If the accounting for these items falls into a gray area
of GAAP, the purchaser may decide to allocate some of the difference between cost
and book value to adjust or create liability accounts. For example, suppose that the
purchaser assesses a contingent liability of the acquired firm to be both probable
and reasonably estimable, whereas the acquired firm had previously disclosed it
only in a note because it was deemed reasonably possible (but not probable).
By adjusting liabilities upward, the difference to be allocated to assets (and poten-
tially to goodwill) is increased.
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9 “The Rise and Fall of Dennis Kozlowski,” by Anthony Bianco, et al., Business Week, 12/23/02, Issue
3813, p. 64.
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Interestingly, although many firms have been criticized for manipulating
earnings to avoid recording goodwill, the Walt Disney Company, in its acquisition
of Capital Cities/ABC, was accused by some sources of managing earnings via
liabilities to record excessive goodwill. The increase in recorded liabilities in such a case
could be viewed as providing a sort of cushion or management tool for future
earnings manipulation.

“How did Disney’s accountants justify the creation of that huge reserve—justify
adding some $2.5 billion in liabilities to its balance sheet? Especially liabilities that,
40 days before, hadn’t existed on Cap Cities/ABC’s balance sheet? Basically, by
asserting that Cap Cities/ABC’s accounting had ignored the impact of timing on
anticipated cash flows from future programming that the network had agreed, at
least in part, to finance. . . . The reason Disney went out on a limb to create its
undisclosed reserve is clear enough: flexibility. It meant that as its new television
arm ran up various programming costs after the merger, Disney had the option of
merely writing those amounts off against those accrued liabilities instead of
running them through its income statement—where they would have crimped
reported profits.”10

Allocation of Difference between Cost and Book Value to Long-Term Debt Notes
payable, long-term debt, and other obligations of an acquired company should be
valued for consolidation purposes at their fair values. Quoted market prices, if avail-
able, are the best evidence of the fair value of the debt. If quoted market prices are
unavailable, then management’s best estimate of the fair value may be based on fair
values of debt with similar characteristics or on valuation techniques such as the
present value of estimated future cash flows.11 The present value should be deter-
mined using appropriate market rates of interest at the date of acquisition.

Assume, for example, that S Company has outstanding $500,000 in 6%, 30-year
bonds that were issued at par on January 1, 1979, and that interest on the bonds is
paid annually. Assume further that on January 1, 2004, when P Company acquires
a 100% interest in S Company, the yield rate on bonds with similar risk is 10%. The
present value of S Company’s bonds payable determined at the effective yield
rate on the acquisition date for five periods (the time until maturity) is calculated
as follows:

(1) Interest Payments $30,000 � 3.79079 � $113,724
(2) Principal Payment $500,000 � .62092 � 310,460
Present Value of Future Cash Payments Discounted at 10% $424,184

(1) The present value of an annuity of one for five periods discounted at 10% is
3.79079.

(2) The present value of an amount of one received five periods hence
discounted at 10% is 0.62092.

From the point of view of the consolidated entity, bonds payable are overstated
on January 1, 2004, by $75,816 ($500,000 � $424,184), and a corresponding
amount of the total difference between cost and book value on the date of
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10 Barron’s, “Disney’s Real Magic,” by Abraham Briloff, 3/23/98, pp. 17–20.
11 Financial Accounting Standards Board, EITF 98-1, states, “If a present value technique is used, the esti-
mated future cash flows should not ignore relevant provisions of the debt agreement (for example, the
right of the issuer to prepay).”
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acquisition must be allocated to “unamortized discount on bonds payable.” In years
after acquisition, interest expense reported by the subsidiary will be understated for
consolidation purposes. Thus, workpaper entries must be made to amortize the dis-
count in a manner that will reflect consolidated interest expense as a constant rate
on the carrying value of the liability to the consolidated entity. An amortization
schedule for this purpose is presented in Illustration 5-16. Consolidated statements
workpaper entries necessary in the first five years subsequent to P Company’s acqui-
sition of S Company are summarized in the following table.

At maturity the bonds will be redeemed at par value ($500,000), which also will
be the carrying value to the consolidated entity. In all subsequent years, $75,816 of
the difference between cost and book value will be debited to the beginning
retained earnings of the parent company in the consolidated statements workpaper
in order to reduce beginning consolidated retained earnings for the cumulative
amount of additional interest expense recognized in the consolidated financial
statements in prior years. If the complete equity method is used, the debit will be to
the Investment account, as the parent should have already reflected the adjustment
to earnings in its equity in subsidiary income and hence in its retained earnings.
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Cost and Partial Equity Methods

2004 2005 2006 2007 2008

December 31 Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit

Unamortized Discount
on Bonds Payable 75,816 75,816 75,816 75,816 75,816

Difference between
Cost and Book
Value 75,816 75,816 75,816 75,816 75,816

Beginning Retained
Earnings—P Company
(Consolidated
Retained Earnings) —0— 12,418 26,078 41,104 57,633

Interest Expense 12,418 13,660 15,026 16,529 18,183
Unamortized

Discount on Bonds
Payable 12,418 26,078 41,104 57,633 75,816

Complete Equity Method

2004 2005 2006 2007 2008

December 31 Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit

Unamortized Discount
on Bonds Payable 75,816 75,816 75,816 75,816 75,816

Difference between
Cost and Book
Value 75,816 75,816 75,816 75,816 75,816

Investment in S
Company —0— 12,418 26,078 41,104 57,633

Interest Expense 12,418 13,660 15,026 16,529 18,183
Unamortized

Discount on Bonds
Payable 12,418 26,078 41,104 57,633 75,816
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The preceding example was based on the assumption that P Company owned
a 100% interest in S Company. If P Company owned an 80% interest rather than
a 100% interest in S Company, the amount of the difference between cost and book
value allocated to unamortized discount on bonds payable on the date of acquisi-
tion would be $60,653 [.80 � ($500,000 � $424,184)] and the discount amortiza-
tion would be 80% of the amounts shown in column 4 of Illustration 5-16.

Allocating the Difference to Assets (Liabilities) with Fair Values Less
(Greater) Than Book Values

Sometimes the fair value of an asset on the date of acquisition is less than the
amount recorded on the books of the subsidiary. In this case, the allocation of the
parent company’s share of the difference between the fair value and the book value
of the asset will result in a reduction of the asset. If the asset is depreciable, this dif-
ference will be amortized over the life of the asset as a reduction of depreciation
expense. Likewise, the fair value of the long-term debt may be greater rather than
less than its recorded value on the date of acquisition. In this case, entries are nec-
essary to allocate the parent company’s share of the difference between the fair
value and book value of the debt to unamortized bond premium and to amortize it
over the remaining life of the debt as a reduction of interest expense.

To illustrate, assume that P Company paid $2,240,000 for 80% of the outstand-
ing stock of S Company when S Company had identifiable net assets with a fair
value of $2,600,000 and a book value of $2,150,000. The fair values and book values
of identifiable assets and liabilities are presented in Illustration 5-17. The
Computation and Allocation Schedule is presented next.

Computation and Allocation of Difference between Cost and
Book Value of Equity
Cost of Investment (purchase price) $2,240,000
Book Value of Equity Acquired
($2,150,000 � 80%) 1,720,000
Difference between Cost and Book Value 520,000
Increase Securities (.80 � $150,000) (120,000)
Decrease Equipment (.80 � $250,000), 4-year life 200,000
Increase Land (.80 � $675,000) (540,000)
Increase Bonds Payable (.80 � $125,000) 100,000 (360,000)

Balance (Excess of Cost over Fair Value) 160,000
Record Goodwill (160,000)

Balance 0
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ILLUSTRATION 5-16

Bond Discount Amortization Schedule

Interest Expense Consolidated Discount Consolidated
Date Recorded by S Interest Expense Amortization Carrying Value

1/1/04 $ —0— $ —0— $ —0— $ 424,184
12/31/04 30,000 (1) 42,418 (2) 12,418 (3) 436,602
12/31/05 30,000 (4) 43,660 13,660 450,262
12/31/06 30,000 45,026 15,026 465,288
12/31/07 30,000 46,529 16,529 481,817
12/31/08 30,000 48,183 18,183 500,000

150,000 225,816 75,816

(1) .10 � $424,184 � $42,418.
(2) $42,418 � $30,000 � $12,418.
(3) $424,184 � $12,418 � $436,602.
(4) .10 � $436,602 � $43,660.
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Assume that the $100,000 allocated to bond premium is amortized over five years
using the straight-line method12 and that the equipment has a remaining life of
four years.

End of First Year after Acquisition (Worksheet Entries) At the end of the first year,
the workpaper entries are:

Note that the assets accounts increased are recorded by debits and those
decreased by credits (Equipment), while a credit records an increase in a liability
(increase in Unamortized Premium on Bonds Payable).

End of Second Year after Acquisition (Worksheet Entries) At the end of the second
year the workpaper entries are:
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ILLUSTRATION 5-17

Allocation of Difference between Cost and Book Value

Difference between
Fair Value Book Value Fair Value and Book Value

Securities 550,000 400,000 150,000
Equipment (net) 1,250,000 1,500,000 (250,000)
Land 1,225,000 550,000 675,000
Bonds payable (725,000) (600,000) (125,000)
Other assets and liabilities 300,000 300,000 —0—

Total 2,600,000 2,150,000 450,000

(1) Securities 120,000
Land 540,000
Goodwill 160,000

Equipment (net) 200,000
Unamortized Premium on Bonds Payable 100,000
Difference between Cost and Book Value 520,000

To allocate the difference between cost and book value on the date of acquisition.

(2) Equipment (net) 50,000
Depreciation expense 50,000

To adjust depreciation expense downward ($200,000/4 years).

(3) Unamortized premium on bonds payable 20,000
Interest expense 20,000

To amortize premium on bonds payable ($100,000/5 years).

12 The straight-line method is illustrated here as a matter of expediency. Where differences between the
straight-line method and the effective interest rate method of amortization are material, the effective
interest rate method as shown in Illustration 5-16 should be used.

(1) Securities 120,000
Land 540,000
Goodwill 160,000

Equipment (net) 200,000
Unamortized Premium on Bonds Payable 100,000
Difference between Cost and Book Value 520,000

To allocate the difference between cost and book value on the date of acquisition.
(This entry is repeated in subsequent years because the year of acquisition entry
was recorded only on a workpaper.)
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In the second year, under the cost or partial equity method, adjustments to the
beginning retained earnings of the parent company are necessary so that consoli-
dated retained earnings at the beginning of the second year will be equal to the
consolidated retained earnings reported at the end of the first year. The debits and
credits are equal to the adjustments to consolidated net income that resulted from
the reduction of depreciation expense ($50,000) and the reduction in interest
expense ($20,000) in the prior year’s workpaper. Under the complete equity
method, no such adjustment to retained earnings is needed since the parent’s
retained earnings reflect accurately the consolidated retained earnings each year.
Instead, entries are needed to the Investment account to facilitate the elimination
of that account (by reversing the adjustments reflected therein).

Reporting Accumulated Depreciation in Consolidated Financial
Statements as a Separate Balance

In previous illustrations, we have assumed that any particular classification of depre-
ciable assets will be presented in the consolidated financial statements as a single
balance net of accumulated depreciation. When accumulated depreciation is
reported as a separate balance in the consolidated financial statements, the work-
paper entry to allocate and depreciate the difference between cost and book value
must be slightly modified. To illustrate, assume that P Company acquires a 90%
interest in S Company on January 1, 2004, and that the difference between cost and
book value in the amount of $180,000 is entirely attributable to equipment with an
original life of nine years and a remaining life on January 1, 2004, of six years.
Pertinent information regarding the equipment is presented in Illustration 5-18.

In Illustration 5-18, the $1,200,000 fair value of the equipment (gross) is the
replacement cost of the equipment if purchased new and is referred to as replace-
ment cost new. The $400,000 in accumulated depreciation in the fair value column
is the proportional amount of replacement cost now necessary to bring the net fair
market value to $800,000, which is the fair market value of the subsidiary’s used
equipment. The $800,000 fair value of the used equipment is sometimes referred
to in appraisal reports as the equipment’s sound value.
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Cost and Partial Equity Methods Complete Equity Method

(2) Equipment (net) 100,000 Equipment (net) 100,000
Beginning Retained

Earnings—P Company 50,000 Investment in S Company 50,000
Depreciation Expense 50,000 Depreciation Expense 50,000

To adjust depreciation downward for the current and prior year 
($200,000/4 years).

Cost and Partial Equity Methods Complete Equity Method

(3) Unamortized Premium on Unamortized Premium
Bond Payable 40,000 on Bond Payable 40,000

Beginning Retained
Earnings—P Company 20,000 Investment in S Company 20,000

Interest Expense 20,000 Interest Expense 20,000
To amortize premium on bond payable for current and prior year
($100,000/5 years).
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If the equipment is to be presented in the consolidated financial statements as
one balance net of accumulated depreciation, workpaper elimination entries to
allocate and depreciate the difference between cost and book value are similar to
those presented in Illustrations 5-6 and 5-7, and are summarized in Illustration 5-19
for three years. However, when equipment and accumulated depreciation are
reported as separate balances in the consolidated financial statements, the workpa-
per elimination entries must be modified as presented in Illustration 5-20. The
amount debited to Equipment (gross) minus the amount credited to Accumulated
Depreciation in each of the workpaper entries in Illustration 5-20 is the same as the
amount debited to Equipment (net) in the workpaper entries in Illustration 5-19,
where equipment is presented in the consolidated financial statements net of accu-
mulated depreciation.

To allocate the $180,000 difference assigned to Net Equipment between
Equipment (gross) and Accumulated Depreciation, we need to know the replace-
ment cost new and the sound (used) value of the equipment as shown in the
appraisal report. Alternatively, these amounts may be inferred. If, for example, the
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ILLUSTRATION 5-18

Determination of Amount of Difference between Cost and Book Value 

Allocated to Equipment and to Accumulated Depreciation

January 1, 2004

Difference between P Company’s
Fair Value and 90% Interest

Fair Value Book Value Book Value Therein

Equipment (gross) $ 1,200,000 $ 900,000 $ 300,000 $ 270,000
Accumulated Depreciation 400,000 300,000 100,000 90,000
Equipment (net) $    800,000 $ 600,000 $ 200,000 $ 180,000
Annual Depreciation (original

life nine years, remaining
life six years) $ 100,000 $   30,000

ILLUSTRATION 5-19

Summary of Workpaper Entries

Equipment Presented Net of Accumulated Depreciation

1/1/04 12/31/04 12/31/05 12/31/06

Cost or Partial Equity Method Debit Credit Debit Credit Debit Credit Debit Credit

Equipment (net) 180,000 180,000 180,000 180,000
Difference between Cost

and Book Value 180,000 180,000 180,000 180,000
Depreciation Expense —0— 30,000 30,000 30,000
Beginning Retained Earnings—Parent

Company (beginning
consolidated retained
earnings) —0— —0— 30,000 60,000
Equipment (net) —0— 30,000 60,000 90,000

Complete Equity Method

Equipment (net) 180,000 180,000 180,000 180,000
Difference between Cost

and Book Value 180,000 180,000 180,000 180,000
Depreciation Expense —0— 30,000 30,000 30,000
Investment in S Company —0— —0— 30,000 60,000

Equipment (net) —0— 30,000 60,000 90,000
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equipment is one-third depreciated on January 1, 2004, the $180,000 difference
between P Company’s interest in the sound value and the book value of the equip-
ment implies that the difference can be “grossed up” by dividing by 2/3 as follows:

Let
Amount of Difference Allocated to Equipment (Gross) � X
Amount of Difference Allocated to Accumulated Depreciation � (1/3)X
Total Difference Allocated to Equipment, (Net) � (2/3)X

X � (1/3)X � 180,000
(2/3)X � 180,000

X � 180,000 � (2/3) � $270,000
(1/3)X � (1/3) (270,000) � $90,000

Disposal of Depreciable Assets by Subsidiary

Assume that on January 1, 2006, two years after its acquisition by P Company,
S Company sells all the equipment referred to in Illustration 5-18 for $480,000. On
January 1, 2006 (the date of the sale), the carrying value of the equipment on the
books of the subsidiary is $400,000 but $520,000 from the consolidated point of
view. These values are presented in Illustration 5-21. S Company reports a gain of
$80,000 on the disposal of the equipment in its books.
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ILLUSTRATION 5-20

Summary of Workpaper Entries

Accumulated Depreciation Presented as Separate Balance

1/1/04 12/31/04 12/31/05 12/31/06

Cost or Partial Equity Method Debit Credit Debit Credit Debit Credit Debit Credit

Equipment (net) 270,000 270,000 270,000 270,000
Accumulated Depreciation 90,000 90,000 90,000
Difference between Cost

and Book Value 180,000 180,000 180,000 180,000

Depreciation Expense —0— 30,000 30,000 30,000
Beginning Retained Earnings—Parent

Company (beginning
consolidated retained
earnings) —0— —0— 30,000 60,000

Accumulated Depreciation —0— 30,000 60,000 90,000

Complete Equity Method

Equipment (net) 270,000 270,000 270,000 270,000
Accumulated Depreciation 90,000 90,000 90,000 90,000
Difference between Cost

and Book Value 180,000 180,000 180,000 180,000

Depreciation Expense —0— 30,000 30,000 30,000
Investment in S Company —0— —0— 30,000 60,000

Accumulated Depreciation —0— 30,000 60,000 90,000

S Company’s Books
Cash 480,000
Accumulated Depreciation 500,000

Gain on Sale 80,000
Equipment 900,000
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From the point of view of the consolidated entity, however, there is a loss of
$40,000. Recall that the usual workpaper entry to allocate the difference between
cost and book value includes:

The workpaper entry necessary to adjust the amounts in the December 31,
2006, consolidated financial statements is as follows (shown first for the cost or par-
tial equity methods and second for the complete equity method):

In the year of sale, any gain or loss recognized by the subsidiary on the disposal
of an asset to which any of the difference between cost and book value has been
allocated must be adjusted in the consolidated statements workpaper. The preced-
ing entry serves to eliminate the gain recorded by the subsidiary and record the
correct loss (or gain) to the consolidated entity. It also debits beginning retained
earnings—P Company (or Investment in S Company if the complete equity
method is used) to “catch up” the effects to the consolidated entity of two prior
years of depreciation expense.

Depreciable Assets Used in Manufacturing

When the difference between cost and book value is allocated to depreciable assets
used in manufacturing, workpaper entries necessary to reflect additional deprecia-
tion may be more complex because the current and previous years’ additional
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ILLUSTRATION 5-21

Calculation of Recorded and Consolidated Gain or Loss

Disposal of Equipment

Unamoritized
S Company Difference Consolidated

Cost $ 900,000 $ 270,000 $ 1,170,000
Accumulated depreciation 500,000 150,000(*) 650,000
Undepreciated base 400,000 120,000 520,000
Proceeds (480,000) (480,000)
(Gain) loss on sale $ (80,000) $ 120,000 $      40,000

* $150,000 equals $90,000 allocated at acquisition plus $30,000 from year 2004, plus $30,000 from year 2005.

Equipment 270,000
Difference between Cost and Book Value 180,000
Accumulated Depreciation 90,000

Cost or Partial Equity Method
Beginning Retained Earnings—Parent Company 60,000

(depreciation expense adjustment for years 2004 and 2005)
Gain on Disposal of Equipment (eliminates gain already recorded) 80,000
Loss on Disposal of Equipment (creates loss account) 40,000

Difference between Cost and Book Value 180,000

Complete Equity Method
Investment in S Company 60,000

(depreciation expense adjustment for years 2004 and 2005)
Gain on Disposal of Equipment (eliminates gain already recorded) 80,000
Loss on Disposal of Equipment (creates loss account) 40,000

Difference between Cost and Book Value 180,000
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depreciation may need to be allocated among work in process, finished goods on
hand at the end of the year, and cost of goods sold. In practice, such refinements
are often ignored on the basis of materiality, and all the current year’s additional
depreciation is charged to cost of goods sold.

PUSH DOWN ACCOUNTING

Push down accounting is the establishment of a new accounting and reporting basis
for a subsidiary company in its separate financial statements based on the purchase
price paid by the parent company to acquire a controlling interest in the outstand-
ing voting stock of the subsidiary company. This accounting method is required for
the subsidiary in some instances such as in the banking industry, an industry that
has been overwhelmed by the frequency and extent of merger activity in recent
years.

The valuation implied by the price of the stock to the parent company is
“pushed down” to the subsidiary and used to restate its assets (including goodwill)
and liabilities in its separate financial statements. If all the voting stock is pur-
chased, the assets and liabilities of the subsidiary company are restated so that the
excess of the restated amounts of the assets (including goodwill) over the restated
amounts of the liabilities equals the purchase price of the stock. Push down
accounting is based on the notion that the basis of accounting for purchased assets
and liabilities should be the same regardless of whether the acquired company con-
tinues to exist as a separate subsidiary or is merged into the parent company’s oper-
ations. Thus, under push down accounting, the parent company’s cost of acquiring
a subsidiary is used to establish a new accounting basis for the assets and liabilities
of the subsidiary in the subsidiary’s separate financial statements. Because push
down accounting has not been addressed in authoritative pronouncements of the
FASB or its predecessors, practice has been inconsistent. Some acquired companies
have used a new pushed down basis, and others, in essentially the same circum-
stances, have used preacquisition book values.

Arguments for and against Push Down Accounting

Proponents of push down accounting believe that a new basis of accounting should
be required following a purchase transaction that results in a significant change in
the ownership of a company’s outstanding voting stock. In essence, they view the
transaction as if the new owners had purchased an existing business and established
a new company to continue that business. Consequently, they believe that the par-
ent company’s basis should be imputed to the subsidiary because the new basis pro-
vides more relevant information for users of the subsidiary’s separate financial
statements. In addition, APB Opinion No. 16 requires that a business purchased in
a business combination be stated in consolidated statements at the basis established
in the purchase transaction. To provide symmetry, the separate financial statements
of the subsidiary should be presented in the same manner.

Those who oppose push down accounting believe that, under the historical
cost concept, a change in ownership of an entity does not justify a new accounting
basis in its financial statements. Because the subsidiary did not purchase assets or
assume liabilities as a result of the transaction, the recognition of a new accounting
basis based on a change in ownership, rather than on a transaction on the part of
the subsidiary, represents a breach in the historical cost concept in accounting.
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They argue further that implementation problems might arise. For example, non-
controlling stockholders may not have meaningful comparative financial state-
ments. In addition, restatement of the financial statements may create problems in
determining or maintaining compliance with various financial restrictions under
debt agreements.

Push down accounting is an issue only if the subsidiary is required to issue sep-
arate financial statements for any reason, for example, because of the existence of
noncontrolling interests or financial arrangements with nonaffiliates. Three impor-
tant factors that should be considered in determining the appropriateness of push
down accounting are:

1. Whether the subsidiary has outstanding debt held by the public.
2. Whether the subsidiary has outstanding a senior class of capital stock not

acquired by the parent company.
3. The level at which a major change in ownership of an entity should be deemed

to have occurred, for example, 100%, 90%, 51%.

Public holders of the acquired company’s debt need comparative data to assess
the value and risk of their investments. These public holders generally have some
expressed (or implied) rights in the subsidiary that may be adversely affected by a
new basis of accounting. Similarly, holders of preferred stock, particularly if the
stock includes a participation feature, may have their rights altered significantly by
a new basis of accounting.

Views on the percentage level of ownership change needed to apply a new basis
of accounting vary. Some believe that the purchase of substantially all the voting
stock (90% or more) should be the threshold level; others believe that the per-
centage level of ownership change should be that needed for control; for example,
more than 50%. A related problem involves the amounts to be allocated to the indi-
vidual assets and liabilities, noncontrolling interest, and goodwill in the separate
statements of the subsidiary. Some believe that values should be allocated on the
basis of the fair value of the subsidiary as a whole imputed from the transaction.
Thus, if 80% of the voting stock is acquired for $32 million, the fair value of the net
assets would be imputed to be $40 million ($32 million/.80), and values would be
allocated on that basis. Others believe that values should be allocated on the basis
of the proportional interest acquired. They believe that new values should be
reflected on the books of the subsidiary only to the extent of the price paid in the
transaction. Thus, if 80% of a company is acquired for $32 million, the basis of the
subsidiary’s net assets would be adjusted by the difference between the price paid
and the book value of an 80% interest. This latter approach will result in the assign-
ment of the same values to assets and liabilities on the books of the subsidiary as
that previously illustrated in the workpaper entry to allocate the difference between
cost and book value in the consolidated statements workpaper.

Status of Push Down Accounting

The Task Force on Consolidation Problems, Accounting Standards Division of the
AICPA, released an issues paper entitled “Push Down Accounting” in 1979. The
paper discussed the issues related to push down accounting and cited related liter-
ature. The paper also presented the conclusions of the Accounting Standards
Executive Committee on the issues discussed in the paper. The majority of the
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Committee recommended the use of push down accounting where there had been
at least a 90% change in ownership.

In 1983, the SEC released Staff Accounting Bulletin (SAB) No. 54, which discusses
the staff’s position on the appropriateness of applying push down accounting in the
separate financial statements of subsidiaries acquired in purchase transactions. The
SEC believes that purchase transactions that result in an entity becoming substan-
tially wholly owned (as defined in Regulation S-X) should establish a new basis of
accounting for the purchased assets and liabilities. When the form of ownership is
within the control of the parent company, the basis of accounting for purchased
assets and liabilities should be the same regardless of whether the entity continues
to exist or is merged into the parent company’s operations. As a general rule, the SEC
requires push down accounting when the ownership change is greater than 95% and objects
to push down accounting when the ownership change is less than 80%. In addition, the
SEC staff in SAB No. 54 expresses the view that the existence of outstanding public
debt, preferred stock, or a significant noncontrolling interest in a subsidiary might
impact the parent company’s ability to control the form of ownership. In these cir-
cumstances, the staff encourages, but does not insist on, the application of push
down accounting.

In December 1991, the FASB issued a Discussion Memorandum entitled An
Analysis of Issues Related to New Basis Accounting. The discussion memorandum was
published to solicit views on which, if any, transactions or events should result in
changing the carrying amount of an entity’s individual assets, including goodwill,
and liabilities to amounts representing their current fair values. Transactions and
events discussed include stock purchases, as well as significant borrowing transac-
tions, reorganizations and restructurings, and formations and sales of interests in
joint ventures.

Push Down Accounting Illustration

To illustrate the application of push down accounting, we use data presented ear-
lier in this chapter, with some modifications, as follows:

1. P Company acquired an 80% interest in S Company on January 1, 2004, for
$2,200,000, at which time S Company had capital stock of $1,500,000 and
retained earnings of $500,000.

2. The difference between cost and book value ($600,000) is allocated as presented
in Illustration 5-22.

In this example, we assume that values are allocated on the basis of the fair value of
the subsidiary as a whole, imputed from the transaction.
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ILLUSTRATION 5-22

Allocation of Difference between Cost and Book Value

Implied (100%)
Cost Basis Push Down Base

Inventory (FIFO basis) $   40,000 $   50,000
Equipment (10-year life) 240,000 300,000
Land 120,000 150,000
Goodwill 200,000 250,000

Total $ 600,000 $ 750,000
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3. In 2004, S Company reported net income of $32,500.

Note that the net income of S Company ($32,500) is $80,000 less than the amount
of income reported in Illustration 5-6 because the effect of the depreciation of the
difference between cost and book value is recorded on the books of S Company
under push down accounting. This difference of $80,000 consists of:

Increase in cost of goods sold $50,000
Increase in depreciation expense ($300,000/10 years) 30,000

$80,000

4. S Company declared a dividend of $20,000 on November 15, payable on
December 1, 2004.

5. P Company uses the cost method to record its investment in S Company.

S Company Book Entries—2004 On January 1, 2004, the date of acquisition, S
Company would make the following entry to record the effect of the pushed down
values implied by the purchase of 80% of its stock by P Company:

Assume the following: (1) all beginning inventory was sold during the year; and
(2) equipment has a remaining useful life of 10 years from 1/1/2004. Given these
assumptions, the $50,000 excess cost allocated to beginning inventory would be
included in cost of goods sold when the goods were sold. Similarly, depreciation
expense recorded on S Company’s books would be $30,000 greater than if the
increase in equipment value had not been recorded.

A workpaper for the preparation of consolidated financial statements on
December 31, 2004, under push down accounting is presented in Illustration 5-23.
Workpaper elimination entries in general journal form are:

A comparison of Illustration 5-23 with Illustration 5-6 shows that combined income
is smaller, as is the noncontrolling interest in combined income when push down
accounting is used. Consolidated net income and consolidated retained earnings
are the same. Thus, when values are assigned on the basis of fair values of the sub-
sidiary as a whole imputed from the transaction, the use of push down accounting
has no effect on these consolidated balances. Note, however, that both consolidated
net assets and the noncontrolling interest in consolidated net assets are $134,000
greater in Illustration 5-23, reflecting the decision to push down the full value of
S Company implied by the amount paid by P Company for its 80% interest. This
amount can be verified as follows:
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Inventory, 1/1 50,000
Equipment 300,000
Land 150,000
Goodwill 250,000

Revaluation Capital 750,000

(1) Dividend Income 16,000
Dividends Declared—S Company 16,000

(2) Capital Stock—S Company 1,200,000
Retained Earnings 1/1—S Company 400,000
Revaluation Capital—S Company 600,000

Investment in S Company 2,200,000
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Cost Method ILLUSTRATION 5-23

80% Owned Subsidiary Consolidated Statements Workpaper

Push Down Basis P Company and Subsidiary

for Year Ended December 31, 2004

Eliminations
P S Noncontrolling Consolidated

Income Statement Company Company Dr. Cr. Interest Balances

Sales 3,100,000 2,200,000 5,300,000
Dividend Income 16,000 (1) 16,000

Total Revenue 3,116,000 2,200,000 5,300,000
Cost of Goods Sold 1,700,000 1,410,000 3,110,000
Depreciation—Equipment 120,000 60,000 180,000
Other Expenses 998,000 685,000 1,683,000

Total Cost and Expense 2,818,000 2,155,000 4,973,000
Net/Combined Income 298,000 45,000 327,000
Noncontrolling Interest

in Income 9,000 (9,000)*
Net Income to

Retained Earnings 298,000 45,000 16,000 —0— 9,000 318,000

Retained Earnings Statement

1/1 Retained Earnings
P Company 1,650,000 1,650,000
S Company 500,000 (2) 400,000 100,000

Net Income from above 298,000 45,000 16,000 —0— 9,000 318,000
Dividends Declared

P Company (150,000) (150,000)
S Company (20,000) (1) 16,000 (4,000)

12/31 Retained Earnings
to the Balance Sheet 1,798,000 525,000 416,000 16,000 105,000 1,818,000

Balance Sheet

Investment in S Company 2,200,000 (2) 2,200,000
Land 1,250,000 400,000 1,650,000
Equipment (net) 1,080,000 540,000 1,620,000
Other Assets (net) 2,402,000 1,885,000 4,287,000
Goodwill 250,000 250,000

Total 6,932,000 3,075,000 7,807,000
Liabilities 2,134,000 300,000 2,434,000
Capital Stock

P Company 3,000,000 3,000,000
S Company 1,500,000 (2) 1,200,000 300,000

Revaluation Capital 750,000 (2) 600,000 150,000
Retained Earnings

from above 1,798,000 525,000 416,000 16,000 105,000 1,818,000
Noncontrolling Interest

in Net Assets 555,000 555,000
Total Liabilities & Equity 6,932,000 3,075,000 2,216,000 2,216,000 7,807,000

* 20% � $45,000 � $9,000
(1) To eliminate intercompany dividends.
(2) To eliminate investment account.
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1. Calculate and allocate the difference between cost and book
value to the subsidiary’s assets and liabilities. The differ-
ence between the purchase price and book value is
used first to adjust the individual assets and liabilities
to their fair values on the date of acquisition. If cost
exceeds the aggregate fair values of identifiable
assets less liabilities, the residual amount will be pos-
itive (a debit balance). A positive residual difference
is evidence of an unspecified intangible and is
accounted for as goodwill.

2. Explain how any excess of fair value over acquisition cost
of net assets is allocated to reduce the subsidiary’s assets
and liabilities in the case of bargain purchases. When the
purchase price (acquisition cost) is below the aggre-
gate fair value of identifiable assets less liabilities, the
residual amount will be negative (a credit balance).
A negative residual difference is evidence of a bar-
gain purchase, with the difference between acquisi-
tion cost and fair value designating the amount of
the bargain. When a bargain acquisition occurs,
some of the acquired assets must be reduced below
their fair values. Specifically, long-lived assets (other
than investments in marketable securities) are
recorded at fair market value minus an adjustment
for the bargain. If a bargain balance persists, it is
then recognized as an extraordinary gain in the
period of the acquisition.

3. Explain how goodwill is measured. Goodwill is measured
as the excess of purchase price over the fair value of
the net assets acquired.

4. Describe how the allocation process differs if less than
100% of the subsidiary is acquired. Consolidated net
assets are written up only by an amount equal to the
parent company’s share of the difference on the date
of acquisition between the implied fair value and the
book value of the subsidiary company’s net assets
(rather than the entire difference between fair value
and book value).

5. Record the entries needed on the parent’s books to account
for the investment under the three methods: the cost, the par-
tial equity, and the complete equity methods. The most

important difference between the cost and equity
methods pertains to the period in which the parent
recognizes subsidiary income on its books. If the cost
method is in use, the parent recognizes its share of
subsidiary income only when dividends are declared
by the subsidiary. If the partial equity method is in
use, the investor recognizes its share of the sub-
sidiary’s income when reported by the subsidiary. A
debit to cash and a credit to the investment account
record the receipt of dividends under the partial
equity method. The complete equity method differs
from the partial equity method in that the share of
subsidiary income recognized by the parent is
adjusted from the amount reported by the sub-
sidiary. Such adjustments include the amount of
excess depreciation implied by the difference
between market values and book values of the under-
lying assets acquired.

6. Prepare workpapers for the year of acquisition and the
year(s) subsequent to the acquisition, assuming that the
parent accounts for the investment using the cost, the par-
tial equity, and the complete equity methods. Under the
cost method, dividends declared by the subsidiary
are eliminated against dividend income recorded by
the parent. The investment account is eliminated
against the equity accounts of the subsidiary, with the
difference between cost and book value recorded in
a separate account by that name. The difference is
then allocated to adjust underlying assets and/or lia-
bilities, and to record goodwill in some cases.
Additional entries are made to record excess depre-
ciation on assets written up (or to decrease depreci-
ation if written down). Under the equity method,
the dividends declared by the subsidiary are elimi-
nated against the investment account, as is the equity
in subsidiary income. The investment account is
eliminated in the same way as under the cost
method. In subsequent years, the cost method
requires an initial entry to establish reciprocity or
convert to equity. This entry, which is not needed
under the equity method, debits the investment
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The noncontrolling interest’s share of revaluation capital $150,000
(.20 � $750,000)

Less: depreciation thereon (.20 � $80,000) 16,000
Balance $134,000

Note also that no workpaper entries were necessary in Illustration 5-23 to allocate
or depreciate the difference between cost and book value since these adjustments
have already been made on S Company’s books.

SUMMARY
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account and credits retained earnings of the parent
(for the change in retained earnings of the subsidiary
from the date of acquisition to the beginning of the
current year multiplied by the parent’s percentage).
Only under the complete equity method does the
parent’s beginning retained earnings exactly match
the amount reported as consolidated retained earn-
ings at the end of the previous year. Hence, fewer
workpaper adjustments to beginning retained earn-
ings of the parent are needed under the complete
equity method than under the two other methods.

7. Understand the allocation of the difference between cost and
book value to long-term debt components. Notes payable,
long-term debt, and other obligations of an acquired
company should be valued for consolidation pur-
poses at their fair values. Quoted market prices, if
available, are the best evidence of the fair value of the
debt. If quoted market prices are unavailable, then
management’s best estimate of the fair value may be
based on fair values of debt with similar characteris-
tics or on valuation techniques such as the present
value of estimated future cash flows. The present
value should be determined using appropriate mar-
ket rates of interest at the date of acquisition.

8. Explain how to allocate the difference between cost and
book value when some assets have fair values below book
values. In this case, the allocation of the parent

company’s share of the difference between the fair
value and the book value of the asset will result in a
reduction of the asset. If the asset is depreciable,
this difference will be amortized over the life of the
asset as a reduction of depreciation expense.

9. Distinguish between recording the subsidiary depreciable
assets at net versus gross fair values. When the assets
are recorded net, no accumulated depreciation
account is used initially. When they are recorded
gross, an accumulated depreciation account is
needed. To allocate the difference assigned to
depreciable assets between the asset account
(gross) and the accumulated depreciation account,
we must know the replacement cost new and the
sound (used) value of the asset as shown in the
appraisal report. Alternatively, these amounts may
be inferred.

10. Understand the concept of push down accounting. Push
down accounting is the establishment of a new
accounting and reporting basis for a subsidiary
company in its separate financial statements based
on the purchase price paid by the parent company
to acquire a controlling interest in the outstanding
voting stock of the subsidiary company. This
accounting method is required for the subsidiary in
some instances, usually when the ownership level is
over 95% for publicly held companies.
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TEST
YOUR KNOWLEDGE
SOLUTIONS

5-1 1. extraordinary gain

5-2 1. d

5-3 1. c

1. Distinguish among the following concepts:
(a) Difference between cost and book value.
(b) Excess of cost over fair value.
(c) Excess of fair value over cost.
(d) Deferred excess of fair value over cost.

2. In what account is “the difference between cost and
book value” recorded on the books of the investor?
In what account is the “excess of cost over fair value”
recorded?

3. How do you determine the amount of “the differ-
ence between cost and book value” to be allocated to
a specific asset of a less than wholly owned sub-
sidiary?

4. The parent company’s share of the fair value of the
net assets of a subsidiary may exceed acquisition

cost. How must this excess be treated in the prepa-
ration of consolidated financial statements?

5. Why are marketable securities excluded from the
noncurrent assets to which any excess of fair value
over cost is to be allocated?

6. P Company acquired a 100% interest in S Company.
On the date of acquisition, the fair value of the assets
and liabilities of S Company was equal to their book
value except for land that had a fair value of
$1,500,000 and a book value of $300,000. At what
amount should the land of S Company be included
in the consolidated balance sheet? At what amount
should the land of S Company be included in the
consolidated balance sheet if P Company acquired
an 80% interest in S Company rather than a 100%
interest?

QUESTIONS
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EXERCISES

EXERCISE 5-1 Allocation of Cost
On January 1, 2003, Pam Company purchased an 85% interest in Shaw Company for
$540,000. On this date, Shaw Company had common stock of $400,000 and retained earn-
ings of $140,000. An examination of Shaw Company’s assets and liabilities revealed that their
book value was equal to their fair value except for marketable securities and equipment:

Book Value Fair Value

Marketable Securities $ 20,000 $ 45,000
Equipment (net) 120,000 140,000

Required:
A. Prepare a Computation and Allocation Schedule for the difference between cost and

book value of equity acquired.
B. Determine the amounts at which the above assets (plus goodwill, if any) will appear on

the consolidated balance sheet on January 1, 2003.

EXERCISE 5-2 End of the Year of Acquisition Workpaper Entries
On January 1, 2005, Payne Corporation purchased a 75% interest in Salmon Company for
$585,000. A summary of Salmon Company’s balance sheet on that date revealed the following:

Book Value Fair Value

Equipment $ 525,000 $ 705,000
Other Assets 150,000 150,000

$ 675,000 $ 855,000

Liabilities $   75,000 $   75,000
Common Stock 225,000
Retained Earnings 375,000

$ 675,000

The equipment had an original life of 15 years and has a remaining useful life of 10 years.

Exercises 249

7. Corporation A purchased the net assets of
Corporation B for $80,000. On the date of A’s pur-
chase, Corporation B had no long-term investments
in marketable securities and $10,000 (book and fair
value) of liabilities. The fair values of Corporation
B’s assets, when acquired, were

Current assets $   40,000
Noncurrent assets 60,000
Total $ 100,000

How should the $10,000 difference between the fair
value of the net assets acquired ($90,000) and the
cost ($80,000) be accounted for by Corporation A?
(a) The $10,000 difference should be credited to

retained earnings.
(b) The noncurrent assets should be recorded at

$50,000.
(c) The current assets should be recorded at

$36,000, and the noncurrent assets should be
recorded at $54,000.

(d) A current gain of $10,000 should be recognized.
8. Meredith Company and Kyle Company were com-

bined in a purchase transaction. Meredith was able
to acquire Kyle at a bargain price. The sum of the
market or appraised values of identifiable assets
acquired less the fair value of liabilities assumed
exceeded the cost to Meredith. After reducing non-
current assets to zero, there was still some “negative
goodwill.” Proper accounting treatment by
Meredith is to report the amount as
(a) An extraordinary item.
(b) Part of current income in the year of combination.
(c) A deferred credit.
(d) Paid in capital.

9. How does the recording in the consolidated state-
ments workpaper of the increase in depreciation
that results from the allocation of a portion of the
difference between cost and book value to deprecia-
ble property affect the calculation of noncontrolling
interest in combined income?
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Required:
For the December 31, 2005, consolidated financial statements workpaper, prepare the work-
paper entry to allocate and depreciate the difference between cost and book value assuming:
A. Equipment is presented net of accumulated depreciation.
B. Accumulated depreciation is presented on a separate row in the workpaper and in the

consolidated statement of financial position.

EXERCISE 5-3 Allocation of Cost
Pace Company purchased 20,000 of the 25,000 shares of Saddler Corporation for $525,000.
On January 3, 2004, the acquisition date, Saddler Corporation’s capital stock and retained
earnings account balances were $500,000 and $100,000, respectively. The following values
were determined for Saddler Corporation on the date of purchase:

Book Value Fair Value

Inventory $ 50,000 $ 70,000
Other Current Assets 200,000 200,000
Marketable Securities 100,000 125,000
Plant and Equipment 300,000 330,000

Required:
A. Prepare the entry on the books of Pace Company to record its investment in Saddler

Corporation.
B. Prepare a Computation and Allocation Schedule for the difference between the cost and

book value in the consolidated statements workpaper.

EXERCISE 5-4 Allocation of Cost and Workpaper Entries at Date of Acquisition
On January 1, 2005, Porter Company purchased an 80% interest in Salem Company for
$260,000. On this date, Salem Company had common stock of $207,000 and retained earn-
ings of $130,500.

An examination of Salem Company’s balance sheet revealed the following comparisons
between book and fair values:

Book Value Fair Value

Inventory $ 30,000 $ 35,000
Other Current Assets 50,000 55,000
Equipment 300,000 350,000
Land 200,000 200,000

Required:
A. Determine the amounts that should be allocated to Salem Company’s assets on the con-

solidated financial statements workpaper on January 1, 2005.
B. Prepare the January 1, 2005, consolidated financial statements workpaper entries to elim-

inate the investment account and to allocate the difference between cost and book value.

EXERCISE 5-5 T-Account Calculation of Controlling Interest in Combined Net Income
On January 1, 2004, P Company purchased an 80% interest in S Company for $600,000, at
which time S Company had retained earnings of $300,000 and capital stock of $350,000. Any
difference between cost and book value was entirely attributable to a patent with a remain-
ing useful life of 10 years.

Assume that P and S Companies reported net incomes from their independent operations
of $200,000 and $100,000, respectively.

Required:
Prepare a t-account calculation of the controlling interest in combined net income for the
year ended December 31, 2004.
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EXERCISE 5-6 Workpaper Entries
Park Company acquires an 85% interest in Sunland Company on January 2, 2005. The result-
ing difference between cost and book value in the amount of $120,000 is entirely attributable
to equipment with an original life of 15 years and a remaining useful life, on January 2, 2005,
of 10 years.

Required:
Prepare the December 31 consolidated financial statements workpaper entries for 2005 and
2006 to allocate and depreciate the difference between cost and book value, recording accu-
mulated depreciation as a separate balance.

EXERCISE 5-7 Workpaper Entries
On January 1, 2004, Packard Company purchased an 80% interest in Sage Company for
$600,000. On this date Sage Company had common stock of $150,000 and retained earnings
of $400,000.

Sage Company’s equipment on the date of Packard Company’s purchase had a book value
of $400,000 and a fair value of $600,000. All equipment had an estimated useful life of 10
years on January 2, 1999.

Required:
Prepare the December 31 consolidated financial statements workpaper entries for 2004 and
2005 to allocate and depreciate the difference between cost and book value, recording accu-
mulated depreciation as a separate balance.

EXERCISE 5-8 Workpaper Entries and Gain on Sale of Land
Padilla Company purchased 80% of the common stock of Sanoma Company in the open
market on January 1, 2003, paying $31,000 more than the book value of the interest
acquired. The difference between cost and book value is attributable to land.

Required:
A. What workpaper entry is required each year until the land is disposed of?
B. Assume that the land is sold on 1/1/06 and that Sanoma Company recognizes a $50,000

gain on its books. What amount of gain will be reflected in combined income on the 2006
consolidated income statement?

C. In all years subsequent to the disposal of the land, what workpaper entry will be 
necessary?

EXERCISE 5-9 Allocation of Cost and Workpaper Entries
On January 1, 2003, Point Corporation acquired an 80% interest in Sharp Company for
$2,000,000. At that time Sharp Company had capital stock of $1,500,000 and retained earn-
ings of $700,000. The book values of Sharp Company’s assets and liabilities were equal to
their fair values except for land and bonds payable. The land had a fair value of $100,000
and a book value of $80,000. The outstanding bonds were issued at par value on January 1,
1998, pay 10% annually, and mature on January 1, 2008. The bond principal is $500,000, and
the current yield rate on similar bonds is 8%.

Required:
A. Prepare a Computation and Allocation Schedule for the difference between cost and

book value in the consolidated statements workpaper on the acquisition date.
B. Prepare the workpaper entries necessary on December 31, 2003, to allocate and depreci-

ate the difference between cost and book value.

EXERCISE 5-10 Allocation of Cost and Workpaper Entries
On January 2, 2003, Page Corporation acquired a 90% interest in Salcedo Company for
$3,500,000. At that time Salcedo Company had capital stock of $2,250,000 and retained earn-
ings of $1,250,000. The book values of Salcedo Company’s assets and liabilities were equal to
their fair values except for land and bonds payable. The land had a fair value of $200,000
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and a book value of $120,000. The outstanding bonds were issued on January 1, 1998, at 9%
and mature on January 1, 2008. The bonds’ principal is $500,000, and the current yield rate
on similar bonds is 6%.

Required:
A. Assuming interest is paid annually, prepare a Computation and Allocation Schedule for

the difference between cost and book value in the consolidated statements workpaper on
the acquisition date.

B. Prepare the workpaper entries necessary on December 31, 2003, to allocate and depre-
ciate the difference between cost and book value.

EXERCISE 5-11 Workpaper Entries for Three Years
On January 1, 2003, Piper Company acquired an 80% interest in Sand Company for
$2,276,000. At that time the capital stock and retained earnings of Sand Company were
$1,800,000 and $700,000, respectively. Differences between the fair value and the book value
of the identifiable assets of Sand Company were as follows:

Fair Value in Excess of Book Value

Inventory $ 45,000
Equipment (net) 50,000

The book values of all other assets and liabilities of Sand Company were equal to their fair
values on January 1, 2003. The equipment had a remaining useful life of eight years.
Inventory is accounted for on a FIFO basis. Sand Company’s reported net income and
declared dividends for 2003 through 2005 are shown here:

2003 2004 2005

Net Income $ 100,000 $ 150,000 $ 80,000
Dividends 20,000 30,000 15,000

Required:
Prepare the eliminating/adjusting entries needed on the consolidated worksheet for the
years ended 2003, 2004, and 2005. (It is not necessary to prepare the worksheet.)
1. Assume the use of the cost method.
2. Assume the use of the partial equity method.
3. Assume the use of the complete equity method.

EXERCISE 5-12 Workpaper Entries and Consolidated Retained Earnings, Cost Method
A 90% interest in Saxton Corporation was purchased by Palm Incorporated on January 2,
2004. The capital stock balance of Saxton Corporation was $3,000,000 on this date, and the
balance in retained earnings was $1,000,000. The cost of the investment to Palm
Incorporated was $3,750,000.

The balance sheet information available for Saxton Corporation on the acquisition date
revealed these values:

Book Value Fair Value

Inventory (FIFO) $ 700,000 $ 800,000
Equipment (net) 2,000,000 2,000,000
Land 1,600,000 2,000,000

The equipment was determined to have a 15-year useful life when purchased at the begin-
ning of 1999. Saxton Corporation reported net income in 2004 of $250,000 and $300,000 in
2005. No dividends were declared in either of those years.
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Required:
A. Prepare the workpaper entries, assuming that the cost method is used to account for the

investment, to establish reciprocity, to eliminate the investment account, and to allocate
and depreciate the difference between cost and book value in the 2005 consolidated
statements workpaper.

B. Calculate the consolidated retained earnings for the year ended December 31, 2005,
assuming that the balance in Palm Incorporated’s ending retained earnings on that date
was $2,000,000.

EXERCISE 5-13 Push Down Accounting
Pascal Corporation purchased 90% of the stock of Salzer Company for $2,070,000 on
January 1, 2005. On this date, the fair value of the assets and liabilities of Salzer Company
was equal to their book value except for the inventory and equipment accounts. The inven-
tory had a fair value of $725,000 and a book value of $600,000. The equipment had a book
value of $900,000 and a fair value of $1,075,000.

The balances in Salzer Company’s capital stock and retained earnings accounts on the
date of acquisition were $1,200,000 and $600,000, respectively.

Required:
In general journal form, prepare the entries on Salzer Company’s books to record the effect
of the pushed down values implied by the purchase of its stock by Pascal Company assuming
that:
A. Values are allocated on the basis of the fair value of Salzer Company as a whole imputed

from the transaction.
B. Values are allocated on the basis of the proportional interest acquired by Pascal

Company.

EXERCISE 5-14 Workpaper Entries and Consolidated Retained Earnings, Partial Equity
A 90% interest in Saxton Corporation was purchased by Palm Incorporated on January 2,
2004. The capital stock balance of Saxton Corporation was $3,000,000 on this date, and the
balance in retained earnings was $1,000,000. The cost of the investment to Palm
Incorporated was $3,750,000.

The balance sheet information available for Saxton Corporation on the acquisition date
revealed these values:

Book Value Fair Value

Inventory (FIFO) $ 700,000 $ 800,000
Equipment (net) 2,000,000 2,000,000
Land 1,600,000 2,000,000

The equipment was determined to have a 15-year useful life when purchased at the begin-
ning of 1999. Saxton Corporation reported net income in 2004 of $250,000 and $300,000 in
2005. No dividends were declared in either of those years.

Required:
A. Prepare the worksheet entries, assuming that the partial equity method is used to account

for the investment, to eliminate the investment account, and to allocate and depreciate the
difference between cost and book value in the 2005 consolidated statements workpaper.

B. Calculate the consolidated retained earnings for the year ended December 31, 2005,
assuming that the balance in Palm Incorporated’s ending retained earnings on that date
was $2,495,000.

EXERCISE 5-15 Workpaper Entries and Consolidated Retained Earnings, Complete Equity
A 90% interest in Saxton Corporation was purchased by Palm Incorporated on January 2,
2004. The capital Stock balance of Saxton Corporation was $3,000,000 on this date, and the
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balance in retained earnings was $1,000,000. The cost of the investment to Palm
Incorporated was $3,750,000.

The balance sheet information available for Saxton Corporation on the acquisition date
revealed these values:

Book Value Fair Value

Inventory (FIFO) $ 700,000 $ 800,000
Equipment (net) 2,000,000 2,000,000
Land 1,600,000 2,000,000

The equipment was determined to have a 15-year useful life when purchased at the begin-
ning of 1999. Saxton Corporation reported net income in 2004 of $250,000 and $300,000 in
2005. No dividends were declared in either of those years.

Required:
A. Prepare the worksheet entries, assuming that the complete equity method is used to

account for the investment, to eliminate the investment account, and to allocate and
depreciate the difference between cost and book value in the 2005 consolidated state-
ments workpaper.

B. Calculate the consolidated retained earnings for the year ended December 31, 2005,
assuming that the balance in Palm Incorporated’s ending retained earnings on that date
was $2,435,000.

EXERCISE 5-16 Goodwill Impairment
On January 1, 2003, Porsche Company acquired 100% of Saab Company’s stock for $450,000
cash. The fair value of Saab’s identifiable net assets was $375,000 on this date. Porsche
Company decided to measure goodwill impairment using comparable prices of similar busi-
nesses to estimate the fair value of the reporting unit (Saab). The information for these 
subsequent years is as follows:

Carrying Value of Fair Value of Saab’s
Present Value Saab’s Identifiable Identifiable

Year of Future Cash Flows Net Assets* Net Assets

2004 $400,000 $330,000 $340,000
2005 $400,000 $320,000 $345,000
2006 $350,000 $300,000 $325,000

*Identifiable net assets do not include goodwill.

Required:
Part A: For each year determine the amount of goodwill impairment, if any. Hint: You may
wish to refer back to the section entitled Goodwill Impairment Test in Chapter 2.
Part B: Prepare the workpaper entries needed each year (2004 through 2006) on the consoli-
dating worksheet to record any goodwill impairment assuming:
1. The cost or partial equity method is used.
2. The complete equity method is used.

EXERCISE 5-17 Accounting for the Transition in Goodwill Treatment
Porch Company acquired 100% of the stock of Stairs Company on January 1, 2000, for
$600,000. The management of Porch recently adopted a vertical merger strategy. On the
date of the combination (immediately before the acquisition), the assets, liabilities, and
stockholders’ equity of each company were as follows:
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Porch Stairs

Current Assets $ 400,000 $125,000
Plant Assets (net) 880,000 380,000
Total $1,280,000 $505,000

Total Liabilities $ 300,000 $ 100,000
Common Stock, $20 par value 400,000 200,000
Other Contributed Capital 250,000 75,000
Retained Earnings 330,000 130,000
Total $1,280,000 $505,000

On the date of acquisition, the only item on Stairs’ balance sheet not recorded at fair value
was plant assets, which had a fair value of $400,000. Plant assets had a 10-year remaining life,
and goodwill was to be amortized over 20 years.
In 2001, the FASB issued SFAS Nos. 141 and 142, and the Porch Company adopted the new
statements as of January 2002. On January 1, 2002, the fair value of Stairs’ identifiable net
assets was $450,000. Stairs is considered to be a reporting unit for purposes of goodwill
impairment testing. Its fair value was estimated to be $550,000 on January 1, 2002, and its
carrying value (including goodwill) on that date was $600,000.

Required:
A. Prepare the journal entry as of January 1, 2000, to record the acquisition of Stairs by

Porch. Prepare the eliminating/adjusting workpaper entries needed to eliminate the
investment account and to allocate the difference between cost and book value immedi-
ately after the acquisition.

B. Recall that although goodwill is no longer amortized under current GAAP, it was amor-
tized for most companies in the years 2000 and 2001. Prepare the eliminating/adjusting
workpaper entries needed to amortize goodwill for the years 2000 and 2001.

(1) Assume the use of the cost or partial equity method on the books of the parent.
(2) Assume the use of the complete equity method on the books of the parent.

What is the carrying value of goodwill (unamortized balance) resulting from the acquisi-
tion of Stairs as of January 1, 2002, on the consolidated balance sheet?

C. A transitional goodwill impairment test is required on the date of adoption of the new
FASB standards (to be carried out within the first six months after adoption) for preex-
isting goodwill. Based on the facts listed above, perform the impairment test and calcu-
late the loss from impairment, if any. Hint: You may wish to refer back to the section
entitled Goodwill Impairment Test in Chapter 2.

D. If there is an impairment of goodwill, how should it be shown in the consolidated finan-
cial statements for the year 2002? Prepare the eliminating/adjusting workpaper entry
needed to record the loss from impairment, if any, in the workpapers for the year ending
December 31, 2002.

E. What transitional disclosures are required in the year of initial adoption of SFAS Nos. 141
and 142? (You may also wish to refer to Chapter 2 to answer this question.)

PROBLEMS

PROBLEM 5-1 Workpaper Entries and Consolidated Net Income for Two Years, Cost Method
On January 1, 2004, Palmero Company purchased an 80% interest in Santos Company for
$2,800,000, at which time Santos Company had retained earnings of $1,000,000 and capital
stock of $500,000. On the date of acquisition, the fair value of the assets and liabilities 
of Santos Company was equal to their book value, except for property and equipment (net),
which had a fair value of $1,500,000 and a book value of $600,000. The property and 
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equipment had an estimated remaining life of 10 years. Palmero Company reported net
income from independent operations of $400,000 in 2004 and $425,000 in 2005. Santos
Company reported net income of $300,000 in 2004 and $400,000 in 2005. Neither company
declared dividends in 2004 or 2005. Palmero uses the cost method to account for its invest-
ment in Santos.

Required:
A. Prepare in general journal form the entries necessary in the consolidated statements

workpapers for the years ended December 31, 2004 and 2005.
B. Prepare a schedule or t-account showing the calculation of the controlling interest in

combined net income for the years ended December 31, 2004, and December 31, 2005.

PROBLEM 5-2 Workpaper Entries and Consolidated Net Income for Two Years, Partial Equity Method
On January 1, 2004, Paxton Company purchased a 70% interest in Sagon Company for
$1,300,000, at which time Sagon Company had retained earnings of $500,000 and capital
stock of $1,000,000. On January 1, 2004, the fair value of the assets and liabilities of Sagon
Company was equal to their book value except for bonds payable. Sagon Company had out-
standing a $1,000,000 issue of 6% bonds that were issued at par and that mature on January
1, 2009. Interest on the bonds is payable annually, and the yield rate on similar bonds on
January 1, 2004, is 10%. Paxton Company reported net income from independent opera-
tions of $300,000 in 2004 and $250,000 in 2005. Sagon Company reported net income of
$100,000 in 2004 and $120,000 in 2005. Neither company paid or declared dividends in 2004
or 2005. Palmero uses the partial equity method to account for its investment in Santos.

Required:
A. Prepare in general journal form the entries necessary in the consolidated statements

workpapers for the years ended December 31, 2004, and December 31, 2005.
B. Prepare in good form a schedule or t-account showing the calculation of the controlling

interest in combined net income for the years ended December 31, 2004, and December
31, 2005.

PROBLEM 5-3 Workpaper Entries and Consolidated Net Income, Complete Equity Method
Perke Corporation purchased 80% of the stock of Superstition Company for $1,970,000 on
January 1, 2005. On this date, the fair value of the assets and liabilities of Superstition
Company was equal to their book value except for the inventory and equipment accounts.
The inventory had a fair value of $725,000 and a book value of $600,000. Sixty percent of
Superstition Company’s inventory was sold in 2005; the remainder was sold in 2006. The
equipment had a book value of $900,000 and a fair value of $1,075,000. The remaining use-
ful life of the equipment is seven years.

The balances in Superstition Company’s capital stock and retained earnings accounts on
the date of acquisition were $1,200,000 and $600,000, respectively. Perke uses the complete
equity method to account for its investment in Superstition. The following financial data are
from Superstition Company’s records.

2005 2006

Net Income $ 750,000 $ 900,000
Dividends Declared 150,000 225,000

Required:
A. In general journal form, prepare the entries on Perke Company’s books to account for

its investment in Superstition Company for 2005 and 2006.
B. Prepare the eliminating entries necessary for the consolidated statements workpapers in

2005 and 2006.
C. Assuming Perke Corporation’s net income for 2005 was $1,000,000, calculate the con-

trolling interest in combined net income for 2005.
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PROBLEM 5-4 Eliminating Entries and Worksheets for Various Years
On January 1, 2003, Porter Company purchased an 80% interest in the capital stock of Salem
Company for $850,000. At that time, Salem Company had capital stock of $550,000 and
retained earnings of $80,000.

Differences between the fair value and the book value of the identifiable assets of Salem
Company were as follows:

Fair Value in Excess of Book Value

Equipment $130,000
Land 65,000
Inventory 40,000

The book values of all other assets and liabilities of Salem Company were equal to their fair
values on January 1, 2003. The equipment had a remaining life of five years on January 1,
2003, the inventory was sold in 2003. Salem Company’s net income and dividends declared
in 2003 and 2004 were as follows:

Year 2003 Net Income of $100,000; Dividends Declared of $25,000
Year 2004 Net Income of $110,000; Dividends Declared of $35,000

Required:
A. Prepare a Computation and Allocation Schedule for the difference between cost and

book value of equity acquired.
B. Present the eliminating/adjusting entries needed on the consolidated worksheet for the

year ended December 31, 2003. (It is not necessary to prepare the worksheet.)
(1) Assume the use of the cost method.
(2) Assume the use of the partial equity method.
(3) Assume the use of the complete equity method.

C. Present the eliminating/adjusting entries needed on the consolidated worksheet for the
year ended December 31, 2004. (It is not necessary to prepare the worksheet.)
(1) Assume the use of the cost method.
(2) Assume the use of the partial equity method.
(3) Assume the use of the complete equity method.

Use the following financial data for 2005 for requirements D through G.

Porter Company Salem Company

Sales $1,100,000 $ 450,000
Dividend Income 48,000 —

Total Revenue 1,148,000 450,000
Cost of Goods Sold 900,000 200,000
Depreciation Expense 40,000 30,000
Other Expenses 60,000 50,000

Total Cost and Expense 1,000,000 280,000
Net Income $   148,000 $ 170,000

1/1 Retained Earnings $   500,000 $ 230,000
Net Income 148,000 170,000
Dividends Declared (90,000) (60,000)
12/31 Retained Earnings $   558,000 $ 340,000

Cash $   70,000 $   65,000
Accounts Receivable 260,000 190,000
Inventory 240,000 175,000
Investment in Salem Company 850,000
Land 0 320,000
Plant and Equipment 360,000 280,000

Total Assets $1,780,000 $1,030,000
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Accounts Payable $ 132,000 $   110,000
Notes Payable 90,000 30,000
Capital Stock 1,000,000 550,000
Retained Earnings 558,000 340,000

Total Liabilities and Equity $1,780,000 $1,030,000

Required:
D. Prepare a consolidated financial statements workpaper for the year ended December 31,

2005. (Hint: You can infer the method being used by the parent from the information in
its trial balance.)

E. Prepare a consolidated statement of financial position and a consolidated income state-
ment for the year ended December 31, 2005.

F. Describe the effect on the consolidated balances if Salem Company uses the LIFO cost
flow assumption in pricing its inventory and there has been no decrease in ending inven-
tory quantities since 2003.

G. Prepare an analytical calculation of consolidated retained earnings for the year ended
December 31, 2005.

PROBLEM 5-5 Workpaper Entries and Consolidated Financial Statements
On January 1, 2004, Palmer Company acquired a 90% interest in Stevens Company at a cost
of $1,000,000. At the purchase date, Stevens Company’s stockholders’ equity consisted of the
following:

Common Stock $500,000
Retained Earnings 190,000

An examination of Stevens Company’s assets and liabilities revealed the following at the date
of acquisition:

Book Value Fair Value

Cash $   90,726 $   90,726
Accounts Receivable 200,000 200,000
Inventories 160,000 210,000
Equipment 300,000 390,000
Accumulated Depreciation – Equipment (100,000) (130,000)
Land 190,000 290,000
Bonds Payable (205,556) (150,000)
Other 54,830 54,830

Total $ 690,000 $ 955,556

Additional Information—Date of Acquisition:
Stevens Company’s equipment had an original life of 15 years and a remaining useful life of
10 years. All the inventory was sold in 2004. Stevens Company purchased its bonds payable
on the open market on January 10, 2004, for $150,000 and recognized a gain of $55,556.

Financial statement data for 2006 are presented here:

Palmer Stevens
Company Company

Sales $ 620,000 $ 340,000
Cost of Sales 430,000 240,000
Gross Margin 190,000 100,000
Depreciation Expense 30,000 20,000
Other Expenses 60,000 35,000
Income from Operations 100,000 45,000
Dividend Income 31,500 0
Net Income $ 131,500 $ 45,000
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Palmer Stevens 
Company Company

1/1 Retained Earnings $ 297,600 $ 210,000
Net Income 131,500 45,000

429,100 255,000
Dividends (120,000) (35,000)
12/31 Retained Earnings $ 309,100 $ 220,000

Cash $ 201,200 $ 151,000
Accounts Receivable 221,000 173,000
Inventories 100,400 81,000
Investment in Stevens Company 1,000,000
Equipment 450,000 300,000
Accumulated Depreciation – Equipment (300,000) (140,000)
Land 360,000 290,000

Total Assets $2,032,600 $ 855,000
Accounts Payable $ 323,500 $ 135,000
Bonds Payable 400,000
Common Stock 1,000,000 500,000
Retained Earnings 309,100 220,000

Total Liabilities and Equity $2,032,600 $ 855,000

Required:
A. What method is Palmer using to account for its investment in Stevens? How can you tell?
B. Prepare in general journal form the workpaper entry to allocate and depreciate the dif-

ference between cost and book value in the consolidated statements workpaper for
December 31, 2004.

C. Prepare a consolidated financial statements workpaper for the year ended December 31,
2006.

D. Prepare in good form a schedule or t-account showing the calculation of the controlling
interest in combined net income for the year ended December 31, 2006.

PROBLEM 5-6 Workpaper Entries for Two Years and Sale of Equipment in Year Two
On January 1, 2004, Perini Company purchased an 85% interest in Silvas Company for
$400,000. On this date, Silvas Company had common stock of $90,000 and retained earnings
of $210,000. An examination of Silvas Company’s assets and liabilities revealed that their
book value was equal to their fair value except for the equipment.

Book Value Fair Value

Equipment $ 360,000
Accumulated Depreciation (120,000)

$ 240,000 $ 300,000

The equipment had an expected remaining life of six years and no salvage value. Straight-
line depreciation is used.

During 2004 and 2005, Perini Company reported net income from its own operations of
$80,000 and paid dividends of $50,000 in each year. Silvas Company had income of $40,000
each year and paid dividends of $30,000 on each December 31.

Accumulated depreciation is presented on a separate row in the workpaper and in the
consolidated financial statements.

Required:
A. Prepare eliminating entries for consolidated financial statements workpaper for the year

ended December 31, 2004, assuming:
(1) The cost method is used to account for the investment.
(2) The partial equity method is used to account for the investment.
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B. On January 1, 2005, Silvas Company sold all its equipment for $220,000. Prepare the elim-
inating entries for the consolidated financial statements workpaper for the year ended
December 31, 2005, assuming:
(1) The cost method is used to account for the investment.
(2) The partial equity method is used to account for the investment.

PROBLEM 5-7 Workpaper Entries and Sale of Equipment in Year Three, Complete Equity
On January 1, 2004, Pueblo Corporation purchased a 75% interest in Sanchez Company for
$900,000. A summary of Sanchez Company’s balance sheet at date of purchase follows:

Book Value Fair Value

Equipment $ 720,000
Accumulated Depreciation (240,000)
Equipment (net) 480,000 $ 660,000
Other Assets 450,000 450,000

$ 930,000

Liabilities $ 255,000 $ 255,000
Common Stock 300,000
Retained Earnings 375,000

$ 930,000

The equipment had an original life of 15 years and remaining useful life of 10 years. During
2004 Pueblo Corporation reported income of $237,000 and paid dividends of $150,000.
Sanchez Company reported net income of $123,000 and paid dividends of $120,000. Pueblo
uses the complete equity method to account for its investment in Sanchez.

Required:
A. Prepare the elimination entries for the consolidated financial statements workpaper on

December 31, 2004. Accumulated depreciation is presented on a separate row in the
workpaper and in the consolidated financial statements.

B. Assume that Sanchez Company disposed of all its equipment on January 1, 2006, for
$450,000.
(1) What amount of gain (loss) will Sanchez Company report?
(2) What is the consolidated gain (loss)?
(3) Prepare the workpaper entry necessary to allocate the amount of the difference

between cost and book value that was originally allocated to the equipment that has
now been sold to outsiders.

(4) What workpaper entry will be necessary to allocate this difference between cost and
book value in future years?

PROBLEM 5-8 Eliminating Entries and Consolidated Net Income
Patten Corporation acquired an 85% interest in Savage Company for $3,100,000 on January
1, 2004. On this date, the balances in Savage Company’s capital stock and retained earnings
accounts were $2,000,000 and $700,000, respectively.

An examination of Savage Company’s books on this date revealed the following:

Book Value Fair Value

Current Assets $ 650,000 $ 650,000
Inventory 560,000 610,000
Marketable Securities 430,000 430,000
Plant and Equipment 1,200,000 1,600,000
Land 400,000 900,000
Liabilities 540,000 540,000
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The remaining useful life of the plant and equipment is 10 years, and all the inventory was
sold in 2004. The net income from Patten Corporation’s own operations was $950,000 in
2004 and $675,000 in 2005. Savage Company’s net income for the respective years was
$110,000 and $180,000. No dividends were declared.

Required:
A. Prepare a Computation and Allocation Schedule for the difference between purchase

price and book value of equity.
B. Prepare the consolidated statements workpaper eliminating entries for 2004 and 2005 in

general journal form, under each of the following assumptions:
(1) The cost method is used to account for the investment.
(2) The partial equity method is used to account for the investment.
(3) The complete equity method is used to account for the investment.

C. Calculate the controlling interest in combined net income for 2004 and 2005.

PROBLEM 5-9 Workpaper Entries and Consolidated Net Income for Year of Acquisition
On January 1, 2004, Pump Company acquired all the outstanding common stock of Sound
Company for $556,000 in cash. Financial data relating to Sound Company on January 1,
2004, are presented here:

Balance Sheet

Book Value Fair Value

Cash $ 104,550 $ 104,550
Receivables 123,000 112,310
Inventories 220,000 268,000
Buildings 331,000 375,000
Accumulated Depreciation – Buildings (264,800) (300,000)
Equipment 145,000 130,000
Accumulated Depreciation – Equipment (108,750) (97,500)
Land 150,000 420,000

Total Assets $ 700,000 $1,012,360

Book Value Fair Value

Current Liabilities $ 106,000 $ 106,000
Bonds Payable, 8% due 1/1/2022

Interest Payable on 6/30 and 12/31 300,000
Common Stock 200,000
Premium on Common Stock 80,000
Retained Earnings 14,000

Total Liabilities and Equities $700,000

Sound Company would expect to pay 10% interest to borrow long-term funds on the date of
acquisition. During 2004, Sound Company wrote its receivables down by $10,690 and
recorded a corresponding loss. Sound Company accounts for its inventories at lower of FIFO
cost or market. Its buildings and equipment had a remaining estimated useful life on January
1, 2004, of 10 years and 21/2 years, respectively. Sound Company reported net income of
$80,000 and declared no dividends in 2004.

Required:
A. Prepare in general journal form the December 31, 2004, workpaper entries necessary to

eliminate the investment account and to allocate and depreciate the difference between
cost and book value.

B. Assume that Pump Company’s net income from independent operations in 2004 amounts to
$500,000. Calculate the controlling interest in combined net income for 2004.
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PROBLEM 5-10 Workpaper Entries for Year of Acquisition
Pearson Company purchased a 100% interest in Sanders Company and a 90% interest in
Taylor Company on January 2, 2004, for $800,000 and $1,300,000, respectively. The account
balances and fair values of the acquired companies on the acquisition date were as follows:

Sanders Taylor

Book Value Fair Value Book Value Fair Value

Current Assets $   200,000 $ 200,000 $   350,000 $ 350,000
Inventory 400,000 400,000 500,000 575,000
Plant and Equipment (net) 300,000 350,000 600,000 600,000
Land 600,000 600,000 550,000 625,000

Total $1,500,000 $2,000,000

Current Liabilities $   500,000 $ 500,000 $   300,000 $ 300,000
Bonds Payable 300,000 300,000 600,000 600,000
Capital Stock 500,000 800,000
Retained Earnings 200,000 300,000

Total $1,500,000 $2,000,000

Sanders Company’s equipment has a remaining useful life of 10 years. Two-thirds of Taylor
Company’s inventory was sold in 2004, and the rest was sold in the following year. In 2004,
Sanders Company reported net income of $500,000 and declared dividends of $100,000.
Taylor Company’s net income and declared dividends for 2004 were $800,000 and $200,000,
respectively.

Required:
A. Prepare in general journal form the entries on the books of Pearson Corporation to

account for its investments in 2004.
B. Prepare the elimination entries necessary in the consolidated statements workpaper for

the year ended December 31, 2004.

PROBLEM 5-11 Eliminating Entries and Worksheets for Various Years
(Note: This is the same problem as Problem 5-4, but assuming the use of the partial equity
method.)

On January 1, 2003, Porter Company purchased an 80% interest in the capital stock of Salem
Company for $850,000. At that time, Salem Company had capital stock of $550,000 and
retained earnings of $80,000. Porter Company uses the partial equity method to record its
investment in Salem Company. Differences between the fair value and the book value of the
identifiable assets of Salem Company were as follows:

Fair Value in Excess of Book Value

Equipment $130,000
Land 65,000
Inventory 40,000

The book values of all other assets and liabilities of Salem Company were equal to their fair
values on January 1, 2003. The equipment had a remaining life of five years on January 1,
2003; the inventory was sold in 2003.

Salem Company’s net income and dividends declared in 2003 and 2004 were as follows:

Year 2003 Net Income of $100,000; Dividends Declared of $25,000
Year 2004 Net Income of $110,000; Dividends Declared of $35,000

Required:
A. Present the eliminating/adjusting entries needed on the consolidated worksheet for the

year ended December 31, 2003. (It is not necessary to prepare the worksheet.)
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B. Present the eliminating/adjusting entries needed on the consolidated worksheet for the
year ended December 31, 2004. (It is not necessary to prepare the worksheet.)

Use the following financial data for 2005 for requirements C through G.

Porter Company Salem Company

Sales $ 1,100,000 $  450,000
Equity in Subsidiary Income 136,000 —

Total Revenue 1,236,000 450,000
Cost of Goods Sold 900,000 200,000
Depreciation Expense 40,000 30,000
Other Expenses 60,000 50,000

Total Cost and Expense 1,000,000 280,000
Net Income $  236,000 $  170,000

1/1 Retained Earnings $ 620,000 $  230,000
Net Income 236,000 170,000
Dividends Declared (90,000) (60,000)
12/31 Retained Earnings $ 766,000 $  340,000

Cash $   70,000 $   65,000
Accounts Receivable 260,000 190,000
Inventory 240,000 175,000
Investment in Salem Company 1,058,000
Land —0— 320,000
Plant and Equipment 360,000 280,000

Total Assets $ 1,988,000 $ 1,030,000

Accounts Payable $ 132,000 $110,000
Notes Payable 90,000 30,000
Capital Stock 1,000,000 550,000
Retained Earnings 766,000 340,000

Total Liabilities and Equity $ 1,988,000 $ 1,030,000

Required:
C. Prepare a t-account calculation of the controlling and noncontrolling interests in com-

bined income for the year ended December 31, 2005.
D. Prepare a consolidated financial statements workpaper for the year ended December 31,

2005.
E. Prepare a consolidated statement of financial position and a consolidated income state-

ment for the year ended December 31, 2005.
F. Describe the effect on the consolidated balances if Salem Company uses the LIFO cost

flow assumption in pricing its inventory and there has been no decrease in ending inven-
tory quantities since 2003.

G. Prepare an analytical calculation of consolidated retained earnings for the year ended
December 31, 2005.

Note: If you completed Problem 5-4, a comparison of the consolidated balances in this prob-
lem with those you obtained in Problem 5-4 will demonstrate that the method (cost or par-
tial equity) used by the parent company to record its investment in a consolidated subsidiary
has no effect on the consolidated balances.

PROBLEM 5-12 Workpaper Entries and Consolidated Financial Statements
(Note: This is the same problem as Problem 5-5 but assuming the use of the partial equity
method.)
On January 1, 2004, Palmer Company acquired a 90% interest in Stevens Company at a cost
of $1,000,000. At the purchase date, Stevens Company’s stockholders’ equity consisted of the
following:

Common Stock $500,000
Retained Earnings 190,000
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An examination of Stevens Company’s assets and liabilities revealed the following at the date
of acquisition:

Book Value Fair Value

Cash $   90,726 $   90,726
Accounts Receivable 200,000 200,000
Inventories 160,000 210,000
Equipment 300,000 390,000
Accumulated Depreciation – Equipment (100,000) (130,000)
Land 190,000 290,000
Bonds Payable (205,556) (150,000)
Other 54,830 54,830

Total $ 690,000 $ 955,556

Additional Information—Date of Acquisition:
Stevens Company’s equipment had an original life of 15 years and a remaining useful life of 10
years. All the inventory was sold in 2004. Stevens Company purchased its bonds payable on the
open market on January 10, 2004, for $150,000 and recognized a gain of $55,556. Palmer
Company uses the partial equity method to record its investment in Stevens Company.

Financial statement data for 2006 are presented here:

Palmer Stevens 
Company Company

Sales $   620,000 $ 340,000
Cost of Sales 430,000 240,000
Gross Margin 190,000 100,000
Depreciation Expense 30,000 20,000
Other Expenses 60,000 35,000
Income from Operations 100,000 45,000
Equity in Subsidiary Income 40,500 0
Net Income $   140,500 $ 45,000

1/1 Retained Earnings $   315,600 $ 210,000
Net Income 140,500 45,000

456,100 255,000
Dividends (120,000) (35,000)
12/31 Retained Earnings $   336,100 $ 220,000

Palmer Stevens 
Company Company

Cash $   201,200 $ 151,000
Accounts Receivable 221,000 173,000
Inventories 100,400 81,000
Investment in Stevens Company 1,027,000
Equipment 450,000 300,000
Accumulated Depreciation – Equipment (300,000) (140,000)
Land 360,000 290,000

Total Assets $2,059,600 $ 855,000

Accounts Payable $ 323,500 $ 135,000
Bonds Payable 400,000
Common Stock 1,000,000 500,000
Retained Earnings 336,100 220,000

Total Liabilities and Equity $2,059,600 $ 855,000

Required:
A. Prepare in general journal form the workpaper entry to allocate and depreciate the dif-

ference between cost and book value in the December 31, 2004, consolidated statements
workpaper.
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B. Prepare a consolidated financial statements workpaper for the year ended December 31,
2006.

C. Prepare in good form a schedule or t-account showing the calculation of the controlling
interest in combined net income for the year ended December 31, 2006.

If you completed Problem 5-5, a comparison of the consolidated balances in this problem
with those you obtained in Problem 5-5 will demonstrate that the method (cost or partial
equity) used by the parent company to record its investment in a consolidated subsidiary has
no effect on the consolidated balances.

PROBLEM 5-13 Push Down Accounting
On January 2, 2004, Press Company purchased on the open market 90% of the outstanding
common stock of Sensor Company for $800,000 cash. Balance sheets for Press Company and
Sensor Company on January 1, 2004, just before the stock acquisition by Press Company,
were:

Press Company Sensor Company

Cash $1,065,000 $ 38,000
Receivables 422,500 76,000
Inventory 216,500 124,000
Building (net) 465,000 322,000
Equipment (net) 229,000 185,000
Land 188,000 100,000
Patents 167,500 88,000

Total Assets $2,753,500 $ 933,000

Liabilities $ 667,000 $ 249,000
Common Stock 700,000 300,000
Other Contributed Capital 846,000 164,000
Retained Earnings 540,500 220,000

Total Equities $2,753,500 $ 933,000

The full implied value of Sensor Company is to be “pushed down” and recorded in Sensor
Company’s books. The excess of the implied fair value over the book value of net assets
acquired is allocated as follows: To equipment, 30%; to land, 20%; to patents, 50%.

Required:
A. Prepare the entry on Sensor Company’s books on January 2, 2004, to record the values

implied by the 90% stock purchase by Press Company.
B. Prepare a consolidated balance sheet workpaper on January 1, 2004.

PROBLEM 5-14 Push Down Accounting
On January 1, 2002, Push Company purchased an 80% interest in the capital stock of
WayDown Company for $820,000. At that time, WayDown Company had capital stock of
$500,000 and retained earnings of $100,000. Differences between the fair value and the book
value of identifiable assets of WayDown Company were as follows:

Fair Value in Excess of Book Value

Equipment $ 125,000
Land 62,500
Inventory 37,500

The book values of all other assets and liabilities of WayDown Company were equal to their
fair values on January 1, 2002. The equipment had a remaining life of five years on January
1, 2002, the inventory was sold in 2002. WayDown Company revalued its assets on January 2,
2002. New values were allocated on the basis of the fair value on WayDown Company as
a whole imputed from the transaction.
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Financial data for 2004 are presented here:

Push Company WayDown Company

Sales $ 1,050,000 $ 400,000
Dividend Income 40,000 0

Total Revenue 1,090,000 400,000
Cost of Goods Sold 850,000 180,000
Depreciation Expense 35,000 50,000
Other Expenses 65,000 50,000

Total Cost and Expense 950,000 280,000
Net Income $  140,000 $ 120,000

1/1 Retained Earnings $    480,000 $ 102,500
Net Income 140,000 120,000
Dividends Declared (100,000) (50,000)
12/31 Retained Earnings $  520,000 $ 172,500

Cash $    80,000 $  50,000
Accounts Receivable 250,000 170,000
Inventory 230,000 150,000
Investment in WayDown 820,000
Goodwill —0— 185,000
Land —0— 362,500
Plant and Equipment 350,000 300,000

Total Assets $ 1,730,000 $ 1,217,500

Accounts Payable $    160,000 $    100,000
Notes Payable 50,000 20,000
Capital Stock 1,000,000 500,000
Revaluation Capital 425,000
Retained Earnings 520,000 172,500

Total Liabilities and Equity $ 1,730,000 $ 1,217,500

Required:
A. In general journal form, prepare the entry made by WayDown Company on January 2,

2002, to record the effect of the pushed down values implied by the purchase of its stock
by Push Company assuming that values were allocated on the basis of the fair value of
WayDown Company as a whole imputed from the transaction.

B. Prepare a consolidated financial statements workpaper for the year ended December 31,
2004.

C. What effect does the decision to apply the full push down approach have on the follow-
ing items (compared to the case where push down accounting is not used):
(1) Consolidated net income?
(2) Consolidated retained earnings?
(3) Consolidated net assets?
(4) Noncontrolling interest in consolidated net assets?

PROBLEM 5-15 Push Down Accounting
On January 1, 2002, Push Company purchased an 80% interest in the capital stock of Down
Company for $820,000. At that time, Down Company had capital stock of $500,000 and
retained earnings of $100,000. Differences between the fair value and the book value of iden-
tifiable assets of Down Company were as follows:

Fair Value in Excess of Book Value

Equipment $ 125,000
Land 62,500
Inventory 37,500
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The book values of all other assets and liabilities of Down Company were equal to their fair
values on January 1, 2002. The equipment had a remaining life of five years on January 1,
2002; the inventory was sold in 2002. Down Company revalued its assets on January 2, 2002.
New values were allocated on the basis of the proportional interest acquired by Push
Company.

Financial data for 2004 are presented here:

Push Company Down Company

Sales $ 1,050,000 $  400,000
Dividend Income 40,000 0

Total Revenue 1,090,000 400,000
Cost of Goods Sold 850,000 180,000
Depreciation Expense 35,000 45,000
Other Expenses 65,000 49,000

Total Cost and Expense 950,000 274,000
Net Income $    140,000 $   126,000

1/1 Retained Earnings $    480,000 $   122,000
Net Income 140,000 126,000
Dividends Declared (100,000) (50,000)
12/31 Retained Earnings $    520,000 $   198,000

Cash $      80,000 $ 50,000
Accounts Receivable 250,000 170,000
Inventory 230,000 150,000
Investment in Down Company 820,000
Land —0— 350,000
Goodwill —0— 148,000
Plant and Equipment 350,000 290,000

Total Assets $ 1,730,000 $1,158,000

Accounts Payable $    160,000 $ 100,000
Notes Payable 50,000 20,000
Capital Stock 1,000,000 500,000
Revaluation Capital 340,000
Retained Earnings 520,000 198,000

Total Liabilities and Equity $ 1,730,000 $1,158,000

Required:
A. In general journal form, prepare the entry made by Down Company on January 2, 2002,

to record the effect of the pushed down values implied by the purchase of its stock by
Push Company assuming that values were allocated on the basis of the proportional inter-
est acquired by Push Company.

B. Prepare a consolidated financial statements workpaper for the year ended December 31,
2004.

C. How would the consolidated balances in the workpaper prepared in requirement B com-
pare with those prepared in the consolidated statements without proportional pushdown?

PROBLEM 5-16 Eliminating Entries and Worksheets for Various Years
(Note: This is the same problem as Problem 5-4 and Problem 5-11, but assuming the use of
the complete equity method.)

On January 1, 2003, Porter Company purchased an 80% interest in the capital stock of Salem
Company for $850,000. At that time, Salem Company had capital stock of $550,000 and
retained earnings of $80,000. Porter Company uses the partial equity method to record its
investment in Salem Company. Differences between the fair value and the book value of the
identifiable assets of Salem Company were as follows:

Problems 267

195-272.Jeter05.QXD  7/14/03  7:22 PM  Page 267



Fair Value in Excess of Book Value

Equipment $ 130,000
Land 65,000
Inventory 40,000

The book values of all other assets and liabilities of Salem Company were equal to their fair
values on January 1, 2003. The equipment had a remaining life of five years on January 1,
2003; the inventory was sold in 2003.

Salem Company’s net income and dividends declared in 2003 and 2004 were as follows:

Year 2003 Net Income of $100,000; Dividends Declared of $25,000
Year 2004 Net Income of $110,000; Dividends Declared of $35,000

Required:
A. Present the eliminating/adjusting entries needed on the consolidated worksheet for the

year ended December 31, 2003. (It is not necessary to prepare the worksheet.)
B. Present the eliminating/adjusting entries needed on the consolidated worksheet for the

year ended December 31, 2004. (It is not necessary to prepare the worksheet.)

Use the following financial data for 2005 for requirements C through G.

Porter Company Salem Company

Sales $ 1,100,000 $    450,000
Equity in Subsidiary Income 115,200 —

Total Revenue 1,215,200 450,000
Cost of Goods Sold 900,000 200,000
Depreciation Expense 40,000 30,000
Other Expenses 60,000 50,000

Total Cost and Expense 1,000,000 280,000
Net Income $    215,200 $    170,000

1/1 Retained Earnings $    546,400 $    230,000
Net Income 215,200 170,000
Dividends Declared (90,000) (60,000)
12/31 Retained Earnings $    671,600 $    340,000

Cash $      70,000 $ 65,000
Accounts Receivable 260,000 190,000
Inventory 240,000 175,000
Investment in Salem Company 963,600
Land —0— 320,000
Plant and Equipment 360,000 280,000

Total Assets $ 1,893,600 $ 1,030,000

Accounts Payable $    132,000 $    110,000
Notes Payable 90,000 30,000
Capital Stock 1,000,000 550,000
Retained Earnings 671,600 340,000

Total Liabilities and Equity $ 1,893,600 $ 1,030,000

Required:
C. Prepare a t-account calculation of the controlling and noncontrolling interests in com-

bined income for the year ended December 31, 2005.
D. Prepare a consolidated financial statements workpaper for the year ended December 31,

2005.
E. Prepare a consolidated statement of financial position and a consolidated income state-

ment for the year ended December 31, 2005.
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F. Describe the effect on the consolidated balances if Salem Company uses the LIFO cost
flow assumption in pricing its inventory and there has been no decrease in ending inven-
tory quantities since 2003.

G. Prepare an analytical calculation of consolidated retained earnings for the year ended
December 31, 2005.

Note: If you completed Problem 5-4 and Problem 5-11, a comparison of the consolidated bal-
ances in this problem with those you obtained in Problem 5-4 and Problem 5-11 will demon-
strate that the method (cost or partial equity) used by the parent company to record its
investment in a consolidated subsidiary has no effect on the consolidated balances.

PROBLEM 5-17 Workpaper Entries and Consolidated Financial Statements
(Note: This is the same problem as Problem 5-5 and Problem 5-12, but assuming the use of
the complete equity method.)

On January 1, 2004, Palmer Company acquired a 90% interest in Stevens Company at a cost
of $1,000,000. At the purchase date, Stevens Company’s stockholders’ equity consisted of the
following:

Common Stock $500,000
Retained Earnings 190,000

An examination of Stevens Company’s assets and liabilities revealed the following at the date
of acquisition:

Book Value Fair Value

Cash $ 90,726 $ 90,726
Accounts Receivable 200,000 200,000
Inventories 160,000 210,000
Equipment 300,000 390,000
Accumulated Depreciation – Equipment (100,000) (130,000)
Land 190,000 290,000
Bonds Payable (205,556) (150,000)
Other 54,830 54,830

Total $ 690,000 $ 955,556

Additional Information—Date of Acquisition:
Stevens Company’s equipment had an original life of 15 years and a remaining useful life of
10 years. All the inventory was sold in 2004. Stevens Company purchased its bonds payable
on the open market on January 10, 2004, for $150,000 and recognized a gain of $55,556.
Palmer Company uses the complete equity method to record its investment in Stevens
Company.

Financial statement data for 2006 are presented here:

Palmer Company Stevens Company

Sales $ 620,000 $ 340,000
Cost of Sales 430,000 240,000
Gross Margin 190,000 100,000
Depreciation Expense 30,000 20,000
Other Expenses 60,000 35,000
Income from Operations 100,000 45,000
Equity in Subsidiary Income 35,100 0
Net Income 135,100 $  45,000
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Palmer Stevens
Company Company

1/1 Retained Earnings $ 209,800 $210,000
Net Income 135,100 45,000

344,900 255,000
Dividends (120,000) (35,000)
12/31 Retained Earnings $   224,900 $ 220,000

Cash $   201,200 $ 151,000
Accounts Receivable 221,000 173,000
Inventories 100,400 81,000
Investment in Stevens Company 915,800
Equipment 450,000 300,000
Accumulated Depreciation – Equipment (300,000) (140,000)
Land 360,000 290,000

Total Assets $1,948,400 $ 855,000

Accounts Payable $   323,500 $ 135,000
Bonds Payable 400,000
Common Stock 1,000,000 500,000
Retained Earnings 224,900 220,000

Total Liabilities and Equity $1,948,400 $ 855,000

Required:
A. Prepare in general Journal form the workpaper entry to allocate and depreciate the dif-

ference between cost and book value in the December 31, 2004, consolidated statements
workpaper.

B. Prepare a consolidated financial statements workpaper for the year ended December 31,
2006.

C. Prepare in good form a schedule or t-account showing the calculation of the controlling
interest in combined net income for the year ended December 31, 2006.

If you completed Problem 5-5 and Problem 5-12, a comparison of the consolidated balances
in this problem with those you obtained in Problem 5-5 and Problem 5-12 will demonstrate
that the method (cost, partial equity, or complete equity) used by the parent company to
record its investment in a consolidated subsidiary has no effect on the consolidated balances.

PROBLEM 5-18 Impact on Future Profits and In-Process R&D
The Mcquire Company is considering acquiring 100% of the Sosa Company. The manage-
ment of Mcquire fears that the acquisition price may be too high. Condensed financial state-
ments for Sosa Company for the current year are as follows:

Income Statement 2008

Revenues $100,000
Cost of Goods Sold 40,000
Gross Margin 60,000

Operating Expenses 35,000
Pretax Income 25,000
Income Tax Expense 10,000
Net Income $  15,000

Balance Sheet Year Ended 12/31/07 Year Ended 12/31/08

Cash $  4,000 $    4,000
Receivables 10,000 14,000
Inventory 31,000 27,000
Fixed Assets (net) 50,000 55,000
Total Assets $95,000 $100,000
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Balance Sheet (continued) Year Ended 12/31/07 Year Ended 12/31/08

Current Liabilities $15,000 $  17,000
Long-Term Liabilities 25,000 18,000
Common Stock 20,000 20,000
Retained Earnings 35,000 45,000
Total Liabilities and Equity $95,000 $100,000

You believe that Sosa might be currently acquired at a price resulting in a price to earnings
(P/E) ratio of 8 to 12 times. Also, the fair market value of Sosa’s net assets is approximately
$105,000, and the difference between fair value and book value is due solely to depreciable
assets with a remaining useful life of 10 years. Sosa Company is heavily involved in research
and development of new baseball bats that enable the batter to hit the ball further. You esti-
mate that $30,000 of the acquisition price might be classified as in-process R&D and thus
expensed in the year of acquisition. Sosa’s net income is expected to grow an average of 10%
per year for the next 10 years and remain constant thereafter.

Required:
A. If the acquisition occurs on January 1, 2009, determine the amount of income from Sosa

Company that would be included in combined income assuming the following P/E ratios
are used to determine the acquisition price, based on earnings for the year 2008.
(1) P/E ratio � 10
(2) P/E ratio � 12

B. If the FASB changes the current rules and requires that in-process R&D be capitalized
and amortized over 20 years, how would this change your answer to part A?

PROBLEM 5-19 Deferred Tax Effects
On January 1, 2005, Pruitt Company issued 25,500 shares of its common stock in exchange
for 85% of the outstanding common stock of Shah Company. Pruitt’s common stock had
a fair value of $28 per share at that time. Pruitt Company uses the cost method to account
for its investment in Shah Company and files a consolidated income tax return. A schedule
of the Shah Company assets acquired and liabilities assumed at book values (which are equal
to their tax bases) and fair values follows.

Item Book Value/Tax Basis Fair Value Excess

Receivables (net) $125,000 $   125,000 $   —0—
Inventory 167,000 195,000 28,000
Land 86,500 120,000 33,500
Plant Assets (net) 467,000 567,000 100,000
Patents 95,000 200,000 105,000

Total $940,500 $1,207,000 $266,500

Current Liabilities $ 89,500 $ 89,500 $ —0—
Bonds Payable 300,000 360,000 60,000
Common Stock 120,000
Other Contributed Capital 164,000
Retained Earnings 267,000

Total $940,000

Additional Information:
1. Pruitt’s income tax rate is 35%.
2. Shah’s beginning inventory was all sold during 2005.
3. Useful lives for depreciation and amortization purposes are:

Plant assets 10 years
Patents 8 years
Bond premium 10 years

4. Pruitt uses the straight-line method for all depreciation and amortization purposes.

Problems 271

195-272.Jeter05.QXD  7/14/03  7:22 PM  Page 271



Required:
A. Prepare the stock acquisition entry on Pruitt Company’s books.
B. Assuming Shah Company earned $216,000 and declared a $90,000 dividend during 2005,

prepare the eliminating entries for a consolidated statements workpaper on December
31, 2005.

C. Assuming Shah Company earned $240,000 and declared a $100,000 dividend during
2006, prepare the eliminating entries for a consolidated statements workpaper on
December 31, 2006.
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