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3.1. INTRODUCTION

* Subsequent to date of a business combination the
parent company accounts for operating
results of subsidiary.

* That is it accounts for:
1. Net income or net loss, and
2. Dividends declared and paid by subsidiary

* |In addition, a number of Iintercompany
transactions and event that frequently occur in a
Parent- Subsidiary relationship shall be recorded.

* All the three basic financial statements must be
consolidated for accounting periods subsequent to
the date of purchase type business combination.



A parent company may choose
the Equity Method or the Fair
Value Method to account for the

operating results of consolidated

purchased subsidiaries.



1. EQUITY METHOD

* The Parent company records its share of
subsidiary’'s net income or net loss,
adjusted for depreciation and amortization
of differences between current fair values
and carrying amounts of a purchased
subsidiary’s net asset on the date of
business combination, as well as its share
of dividends declared by subsidiary.

* Proponents claim that equity method
stresses the economic substance of the

parent-subsidiary relationship. = .
Y 2
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* Proponents of the method maintain that
the method is consistent with the accrual
basis of accounting.

* Dividends declared by a subsidiary do not
constitute revenue to the parent company.

* It recognizes increases or decreases in the
carrying amount of the parent company’s
investment in the subsidiary

* When they are realized by the subsidiary
as net income or net loss, not when they
are paid by the subsidiary as dividends



SAMPLE EQUITY METHOD

Initial Investment---Investment in

S XX
Cash/other
ASSeES . i XX
Net Income --------- Investment in
s PP XX
Income from
s PP XX
Net Loss ------------- Loss from S.....coovvviiiiiiiiinnn,
......... XX
Investment in
S PP XX



* Parent company accounts for the
operations of a subsidiary only to the
extent that dividends are declared by
the subsidiary.

* Net Income or net Iloss of the
subsidiary is not recognized by the
parent company.

* Supporters of the method contend that
the method appropriately recognizes
the legal form of parent - subsidiary
relationship. 7



* Dividends declared by subsidiary
are recognized as revenue by the
parent company.

*The general accounting and
reporting rule for these investments
IS to value the securities at fair
value and record gains and losses
in PROFIT OR LOSS.



SAMPLE FAIR VALUE METHOD

Initial Investment---Investmentin S.................... XX
Cash/other
assetS.....oooiiiiiians XX
Net Income --------- NO JOURNAL ENTRY
Net Loss ------------ NO JOURNAL ENTRY
Dividend ------------ Dividend receivable/ cash.....
......... XX
Dividend
1aTelo] 8 2 =P XX

Fair value adjustment:
Increase In Fair Value: Investment In

Gain From Fair Value



EXAMPLE

e Arthur Company invested Br
400,000.00 for a 80% Iinterest In

ARBE Company on January 1,
2019. At December 31, 2019,
ARBE reported a Net Income of Br
300,000.00 and also on December
21, 2019 it declared a dividend of
Br 100,000.00. At December 31,
2019, the Fair Value of Arthur’s
80% Share Was Br 600,000. -
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ELIMINATIONS AND

The items that must be included In

the elimination are:

1. Three components of the
subsidiary’s stockholders’
equity are reciprocal to the
parent company’'s Investment
Ledger Account.

2. The subsidiary’s beginning-of-
vear retained earniNnas



3. The debits to the subsidiary’s plant
assets, patent, and goodwill bring into
the consolidated balance sheet the un-
amortized differences between current
fair values and carrying amounts of the
subsidiary’s assets on the date of the
business combination.

4. The amount of the parent company’s
inter-company investment income is an
element of the balance of the parent’s
Investment Ledger Account.



CONT...

5. Subsidiary’s dividends are an
offset to the subsidiary’s retained
earnings.

6. The Dbalance of the parent
company’s Investment Ledger
Account Is net of the dividends
received from the subsidiary.

7. The elimination of the
subsidiary’s beginning-of-year

rFainA A ANFNIA A - A lAa e



1. The basic elimination entry:

Common Stock (S) XX
Additional Paid-in Capital (S) XX
Retained Earnings, Beginning Balance (S) XX
Income from Sub XX
Investment in Sub BV
Dividends Declared XX

2. The excess value reclassification

antru-
Asset 1 XX
Asset 2 XX
Goodwill XX
Investment in Sub Excesfs




3. The amortized excess value reclassification
Cost of Sales XX
Other Expenses XX

Income from Sub XX

This entry reclassifies the equity method
amortization of cost in excess of book from
Income from Sub to the appropriate expense
accounts where the costs would have been had

tha ci1ith 11ced FMV/ inctead nf RV

Accumulated Depreciation XX
Buildings and Equipment XX




EXAMPLE 1

Pan Corp. purchased 100% of the voting
Interest of Sen on Jan. 1, 2010 for Br 750,000

Cash.

Sen Corpnoration’s Statement of Financ
Assets January 1|, 2010 | December 31, 2010
Inventory Br 100,000 Br 40,000
Other Current Asset 100,000 160,000
Land 120,000 120,000
Building 200.000 200,000
Machinery al.000 900,000
Total Br 600,000 Br 640,000
Liabilities and Equities
Liabilities br 100.000 Br 120,000
Common Stock 200,000 a00.000
Retained Earning 200.000 220,000
Total Br 600,000 Br 640,000




CONT...

Fair Value of Assets of Sen at Jan. 1, 2010

Inventory Br Buildi [Br 220,000 EEL of
105,000 |ng 10 Years

Other Machi 40,000 EEL of
Current 100,000 nery 10 Years
Asset
Land
160,000

2. Sen’s Dec. 31, 2010, Net Income and Dividend
Payments were Br 140,000 and Br 100,000,

Respectively.

3. Sen’s Inventory was sold during 2010.



January 1, 2010: Investment in Sen...... 750,000

[ @F- 1= o T 750,000
Goodwill Calculation

< Goodwill = Acquisition Cost - Fair Value of Net Identifiable Asset(FVNIA)
FVNIA = Fair Value of Assets - Fair Value of Liabilities

FVNIA = (105,000 + 100,000 + 160,000 + 220,000 + 40,000) -
(100,000)

= Br 625,000 - Br 100,000= Br 525,000

“* Goodwill = Br 750,000 - Br 525,000 = Br 225,000



Elimination and Adjustment Entry for Jan. 1/
2010

Common
] o Y of < 300,000

Retained
EQrning....cccicrimiemmieserssamassssesassasassssasassasasansasansnss .200,000

INVENTOrY..iiiivmss s s s s s s s s s s s s s snn s s nsnnnnnnnnnnnnnss
5,000

BUilding....ciciiiiiiirn i s s s s s s s s s ssassassssassassnsansans
20,000

GOOdWIll.....ce s 225,000

Investment in
Y 1 T TS 750,000

Machinery....cccciciimicienennnnans .



Dec. 31, 2010
Sen: Dividend Declared........... 100,000

Cash..oooii 100,000

Pan: 1. Investmentin Sen............ 140,000

Income from Sen...............
140,000

Investment In
Sen.......... 100,000



Adjustments for Previously increased or decreased assets

Jan. 1/ Expensed Dec.
2010 31/2010

Invent Increased By CGS= 5,000 (B/C

ory 5,000 Inventory was sold )

Land Increased By Zero (B/C Land is 10,000
10,000 Undepreciated Asset)

Buildin Increased By 20,000/10 = 2,000 18,000

g 20,000

Machin Decreased By 10,000/10 = 1,000 9,000

TN NNN

Total Expense Increased by 6,000 = (5,000+2,000-1000)



After the adjustment total expenses of
Sen increased by 6,000. So, the following
adjustment will be made at Dec. 31/2010:

Income from Sen............. 6,000
lnyioctoant in Sen............. 6,000
Br 750,000 Br 100,000

Br 6,000 Br 140,000

140,000 6,000 Br
Br 890,000 Br 106,000 134,000

Br 784,000




Elimination and Adjustment Entry for Dec. 31/ 2010

Common StOCK....uciuirimnrirrsrn s s s s s r 300,000
Retained Earning.....cccoiimimimieriersssesassesassasessssassasassnsasnnss 200,000
Cost of Goods SOld.....ccuiririnmnrrn s s 5,000
100 3 o 10,000
2 T T e 13T« 18,000
INCOME from SeN...ciiiiiiiirrr s s s s sssssansssnsssnnssnnssnnnnnes 134,000
Operating EXpPensSesS....cicvcrarrmimrareramssssasasassssssasasasassssasasasassnsns 1,000
(€0 Yo o 1T, 1 1 S 225,000
Investment in
1] - | 784,000
Machinery.....cciciirrrsisrsssa s s s s asananns
.......... 9,000
Dividend



1. Assume that Starr Company had net
iIncome of Br 60,000 for the year ended

December 31, 2003, and dividends of
Br 24,000 are declared on December

AN DNAND

December

31,2002

Inventories (FIFO) Br 25,000

Plant Assets_ net:

Land 15,000
Building (10 Years) 30,000
Machinery (10 Years) 20,000
Patent (> Years) 5,000
Goodwill (No Impairment) 15_000
Total 110.000




Palm Corporation and Subsidiary

Working Paper For Consolidated Financial Statements

For Year Ended Dec.31,2003

Tvpes of financial statements: Palm Corporation Starr Company
Income statement

Revenue:

Met Sales 1,100,000 G80.000
Income from Starr 20 000 -—-
Total Revenue 1,120,000 680,000
Cost of goods sold JO0 000 450000
Operating expenses 217,667 130,000
Interest expense 49 000 -—-
Income tax expenses 53,333 40,000
Total Costs and Expenses 1,020,000 620,000
Net income 109,000 60,000
Statement of Retained Earnings

Retained Farmings Jan 1, 2003 74,000 132,000
Net income for the vear 102 000 60000
Subtotal 183,000 192,000
Dividend Declared 30,000 24 000
Retained Earnings end of year 153,000 168,000




CONT...

Balance Sheet

Cash 5.900 12.100
Dividend Recetvables from Starr Com. 24000
Inventories 136,000 115,000
(Other current assets 88.000 131,000
Investment in Starr Company 505,000 -
Plant asset, net 440,000 340,000
Patent, net —~ 16,000
(oodwill, net —~ -
Total Asset 1,198,900 674,100
Liability and SHE

Income tax payable 40,000 20,000
Dividend Payables to Palm corporation 24,000
Other liabilities 190,900 204,100
Common stock Br 10 par 400,000 -
Common stock Br 5 par - 200,000
Additional paid-in capital 415,000 58,000
Retained Earnings 153,000 168,000
Total Liahility & SHE 1,198,900 674,100




STARR:

Dec. 20, 2003: Dividend Declared........... 24,000
Dividend

Payable................ol 24,000

PALM:
Dec. 20, 2003: Dividend Receivable.................. 24,000

Investment in

Starr.......... 24,000
Dec. 31, 2003: Investment. in Starr............ 60,000

Income from Starr...............
60,000



Adjustments for Previously increased or decreased assets

Dec. 31/ Expensed Dec.
2002 31/2003

Invent Increased By CGS= 25,000 (B/C

ory 25,000 Inventory was sold )

Land Increased By Zero (B/C Land is 15,000
15,000 Undepreciated Asset)

Buildin Increased By 30,000/10 = 3,000 27,000

g 30,000
Increased 5,000/5 = 1,000 4,000
By 5,000

Goodwi Increased By 0 (No Impairment of 15,000

1 15,000 Goodwill)

(25,000+3,000+2,000+1,000)
Cost of Goods Sold is Br 25,000 and Operating Expense is

Total Plant Asset Increased By 60,000 =
(15,000+27,000+18,000)




After the adjustment total expenses of
Starr increased by 31,000. So, Its Net
Income Decreased by 31,000. The
following adjustment will be made at Dec.
31/2003:

Investment in Sen

Br 500,000 Br 24,000

Income from

Income from Sen

S Br31,000 Br60,000 )
60,000 31,000
Br 560,000 Br 55,000 Br 29,000

Br 505,000




Elimination and Adjustment Entry for Dec. 31/ 2003

CommonN StOCK...iiiiiririsr st s r s r s s r s rarannn .200,000
Retained Earning....c.cccvcvmmiersemsssessasssassssassassssassnsansassnsansns .132,000
Additional Paid In Capital-In Excess of Capital............... 58,000
Dividend Payable........cciiiimimiremnmsmsnssa s ssas s ssasa s nsasans 24,000
Cost of Goods Sold.......cccviriiiiinnsnn s s s 25,000
Plant Asset.....icciiiiiiiis i s s s r s s a s n s a s n s s n s annnnmnnnn 60,000
2= =] 1 .4,000
Income from Starr....cccciiiiiiisnis s s s s s 29,000
Operating EXPeNSeS...ccicuierrierammamsamssrassassssassasassassnsassassnsansasanss 6,000
€T o Yo Yo LY, 1| | 15,000
Investment in
1Y - ] 505,000
Dividend
Declared.......cciciiiiiiis i s sn s sn s r s a s n s s 24,000
Dividend



Palm Corporation and Subsidiary
Working Paper For Conzolidated Financial Statements
For Year Ended Dec.31.2003
Eliminatio
Palm Stary | Couseliliaied

Type: of financial statement=: Corporation Company Dehit Credit
JCOMESRMEMENE s bt
Bt L SRS N S AN N
e N L100000 | . 680000 1 ... ] SO i 1.780,000

Income from Starr 29,0400 -— 20,000 -— 0

Toral Revenus 1,129,000 680,000 29,000 -— 1,780,000
Lostofgoodssold e Too000 L 420,000 1 .. 23000 1 I L173.000
Operstmg expanses e 217667 1] 130000 | 6000 Lo = 333,667
Interestexpense 000 ol i i 45000

Income tax expanzes 53,333 40 000 -— -— 93333

Total Costs and Expenses 1,020,000 £20.000 31.000 1671000

Net income 109,000 60,000 60,000 -— 109,000

Statement of Betamed Earningz
Betamed Barnngs Jan 1. 2002 14000 1 132000 | 132000 | = i 4000
Metmeomefortheyear e 105000 | 80000 | 60000 N me 109000
L M 183,000 1. 192,000 1 .. 122000 | O S 183,000
Drodend Declared 20000 12000 1 osmedi 24000 ... 0000

Retained Earnmes end of year 153,000 168,000 192,000 24,000 153,000




CONT...

............ Torennmnenns

Balance Shest
R S i —— [ 1 — i I il LA -
 Dmidend Fecervables fom Star Com, F L Y N N wa P AL — |
JIVEIIOIEE o emsssss—————]— eong L. L2000 L S WO, S N 21000 ..
Other current assets £8.000 131,000 - - 219.000

.................. e

Lommmon stock BRI R 200000 1 200000 1 - N —
............. tional paud-m eaptal .. EERO o A L SEOO L A0

B 133000 L. 168,000 | 132000 1. A0 .. 133000 .
Total Liahility & SHE 1,195,900 674,100 474.000 24,000 1,413,000




1. Assume that on December 5, 2004
Sage Company declared dividend of
Br 1 per Share Payable on
December 19, 2004 and net income
of Sage for the year was Br 90,000.

Excess

Cost

Inventories (FIFO) 26_ 000
Plant Aszets. net:

Land &0, 000

Building (20 Y ears) 80,000

Machinerv (> Years) 50,000

Leasehold (6% ears) 30_000

Total 246 000




Post Corporation and Subsidiary
Working paper for consolidated Financial statements
For yvear Ended Dec.31.2004

Post Sage
Corporation Company

INCOME STATEMENT

Revenue:

Net Sales 5.611.000 1.089.000
Income from Sage com. 42,750 —

Total Revenue 5,653,750 1,089,000
Cost of goods sold 3,925,000 700,000
Operating expenses 556,000 129,000
Interest and income tax expense 710,000 170,000
Total costs and Expenses 5,191,000 909 0040
Consolidated Net income 462,750 00,000
Non-Controlling Interest in the net income of Sage --- —
Controlling Interest in the net income of Sage 462,750 90,000
STATEMENT OF REETAINED EARNING

Retained Earnings Jan.1.2004 907,750 334,000
Controlling Interest Net income for the vear 462,750 00,000
Subtotal 1.460.500 424,000
Dividend Declared 158.550 40,000
Retained Earnings end of year 1.301.950 384,000




BALANCE SHEET
Assets:

Inventories 801,000 439,000
Other Current Assets 030,000 371,000
Investment in Sage Company C5 1,334,750 -
Plant asset( net) 3,600,000 1,150,000
Leasehold(net) -
Goodwill ( net) 03,000 -
Total Asset 6,519,750 1,960,000

Liability and SHE.
Liabilities 2,420,550 041,000
Common stock Br 1 par 1,066,500 —-
Common stock Br 10 par 400,000
Additional paid-in capital 1,740,750 235,000
Retained Earnings 1,301,950 384,000
Non-Controlling Interest -
Total Liability & SHE 6,519,750 1,960,000




SAGE:
Dec. 5, 2004: Dividend Declared........... 40,000
Dividend
Payable.........ccoooiiiin, 40,000
Dec. 19, 2004: Dividend Payable..................... 40,000
(= 1] 40,000



PALM.:

Dec. 05, 2003: Dividend Receivable..(40,000 0.95)...... 38,000
Investment in

Sage.......... 38,000
Dec. 19, 2003: Cash.......ccovvvvinnnnnnn. 38,000
Dividend Receivable..................... 38,000
Dec. 31, 2003: Investment in Sag&..(90,000 0.95)............ 85,500
Income from
Sage............... 85,500

NCI’s Share of Dividend is Br 2,000
NCI’s Share of Net Income is Br 4,500



Adjustments for Previously increased or decreased assets

Dec. 31/ Expensed Dec.
2003 31/2004

Invent Increased By CGS= 26,000 (B/C

ory 26,000 Inventory was sold )

Land Increased By Zero (B/C Land is 60,000
60,000 Undepreciated Asset)

Buildin Increased By 80,000/20 = 4,000 76,000

g 80,000

Machin Increased By 50,000/5 = 10,000 40,000

Leaseh |Increased By 30,000/6 = 5,000

old 30,000

Goodwi Increased By O (No Impairment of 185,000

1 185,000 Goodwill)

| Total Plant Asset Increased By 176,000 =



After the adjustment total expenses of
Starr increased by 45,000. So, Its Net
Income Decreased by 45,000. The
following adjustment will be made at Dec.
31/2003:

Income from Sage...(45,000 0.95)

....42,750

Investment in Sage Income from Starr

Br 1,330,000 Br 38,000
385 500 42 750 ti Br42,750 Br 85,500

Br Br 80,750 )5
1,415,500 Br 42,750




Non Controlling NCI’'s Share of
Interest Sage’s Net Income

Br 2,000 Br 70,000 Br 2,250 Br 4,500
2,250 4,500 Br 2,250

Br 4,250 Br 74,500
Br 70,250



Elimination and Adjustment Entry for Dec. 31/ 2003

CommoOoN StOCK....ccrutrnmmrsssnnssssnnssssssnssssssnnsssssnnnnsssnnnnssnnnnnns 400,000
Retained Earning.....ccccviciiiii i sness s s s s s s s ssasnnnns 334,000
Additional Paid In Capital-In Excess of Capital............. 235,000
Cost of Goods SoOld.......ccvvemrrnrnnmssssnnmssssnnnssssnnsssssnnsnssnnnnnnnnns 26,000
Plant Asset....ccciiiiiiis i snn s s s s s s n s s n s n s s n s a s nnmnnns 176,000
Leasehold.......ccoviiiiinnesnsns s ssnsnnsssssnnsssssnnsssssnnssssssnnnssnnnnnssnnnnns 25,000
INCOMeE from Starr....ccoveerisenesssnsssssns s ssssnnsssasnnsssssnnnnssnnnnnns 42,750
NCI’s Share of Sage’s Net Income.......ccicvimmimrmresressensessasanns 2,250
Operating EXpPenses.....ciciirmieramiemsmiesssemsssassssassssassasassasansasanss 19,000
L€ o Yo Yo LT 1 S 185,000
Investment in Sage.
.................................................... 1,334,750
Non Controlling
Interest...iiiii i 70,250
Dividend

Declared....iiiiiirssssnnnnnnnnnsssssssssssssssssssssssnsnsnnsnnnnns 40,000



Post Corporation and Subsidiary
Working paper for conzolidated Financial statements

For year Ended Dec.31,2004
Post Sa Elimination \
Corporation C'nmE:m' Dehit Credit Consolidated

Income Statement

Revenue:

Net Bales 3,611,040 1.082.000 — — 6,700,000
IncomefromSagecom. o 4d7s0) L4780 f o~ L0
Total Revemue e 3,633,730 ) LOSSG00 | 4LT30 | el 6,700,000
Lostofzoodssald 3523000) 700000 | 26000 f . el 46351000
Operstmz expanses 336000) 1 19000 | 1s000 ) . ol 104000
Interest and meometaxexpenze | TI0000f ] 170000 . v IO el O 830,000

Total costs and Expenses 3,191,000 Se9.000 [ 5000 — 6,233,000

Conzolidated Net income 462,750 90,000 |  BT.7=0 — 465,000

Non-Controlling Interest in the net income af Sage -— — 2250 —- 2.250)

Controlling Interest in the net income of Sage 462,750 20,000 20,000 462,750

Statement of Retamed Earrines
JBetamed Eamings Jan 12004 i ST 01 234000 | 334000 ) o N 90
.Controlling Intarest Met meome fortheyear 4617301 . 50000 | s0000 ) . el 462,730
L S W 1A460,500 | 424000 | 424000 | - B 1460000

Dividend Declared 158 530 40,000 - 40,000 158 330

Retained Earnings end of year 1,301,950 A84,000 | 424,000 40,000 1,301,950




Balance Sheat
................................................ e N NN RN S S
JOVEHOTES e BOLO0D) 4330001 = | =" 1300000
Dther Corrent Assels 633.000) . ?.f.l.;ﬂﬁ'.‘.? ............... = 1010000
Jovestment w Sage Compamy G5 L L0 i I E?ﬂ ..... L — D
N Y NEC N I I 1
N S = R I
(oodwnll  net) 03,000 183,000 - 280,000
Total Asset 6,539,750 | 1,960,000 | 386,000 | 1,334,750 | 7541000
................................... Lighility and SHE: Lo
B S L4030 ?f?.l..ﬂﬁ'.‘.? .............. e N = 336100
Lommonstock Bripar e lﬂ'ﬁ? Ll N = el =" 1066300
Lommonstock Brllpar e 400000 4000001 == b L
Addonal pad-meaptal LHF‘ 200435000 ) 3000 - ). LH0.I0
JBetumsd Banungs e L30L5a0)  3E4000)  424000) 40000 | 1301530
Non-Cantrolling Inferest - . 10,230 70.230
Total Liahilny & SHE 6,539,750 | 1,960,000 | 109,000 | 110,330 | 7541000




SUMMARY OF CFS

* |In effect, the elimination of the inter-company investment
Income comprises a reclassification of the inter-company
iInvestment income to the adjusted components of the
subsidiary’s net income in the consolidated income
statement.

* The increases in the subsidiary’s cost of goods sold and
operating expenses, Iin effect, reclassify the comparable
decrease in the parent company’s Investment ledger
account under the equity method of accounting.

* The inter-company receivable and payable, placed in
adjacent columns on the same line, are offset without a
formal elimination.

* The elimination cancels all inter-company transactions
and balances not dealt with by the offset described
above.



* The elimination cancels the subsidiary’s
retained earnings balance at the beginning-
of-year, so that each of the three basic
financial statements may be consolidated in
turn.

* The first-in, first-out method is used by
subsidiary to account for inventories; thus the
difference attributable to subsidiary’s
beginning inventories is allocated to cost of
goods sold for the year ended.

* [Income tax effects of the elimination’s increase
In subsidiary’s expenses are not included In
the elimination.



* One of the effects of the elimination is to
reduce the differences between the current
fair values and the carrying amounts of the
subsidiary’s net assets, except land and
goodwill, on the business combination
date.

* The parent company’s use of the equity

method of accounting results In the
equalities described below:

* Parent Company Net Income
Consolidated Net Income



* Parent Company Retained Earnings =
Consolidated Retained Earnings

* Despite the equalities, consolidated
financial statements are superior
to parent company financial
statements for the presentation of
financial position and operating

results of parent and subsidiary
companies.



THANK YO FOR
- YOUR LISTENING
o= DO YOU HAVE
AMNY QUESTIONS?

1

_h
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