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CHAPTER 2

WHOLLY OWNED SUBSIDIARIES:
POSTCREATION PERIODS

COMPLETION STATEMENTS

1. The two methods of accounting for an investment in a subsidiary are the
method and the method.

2. The conceptually correct method of accounting for an investment in a subsidiary is the
method.

3. A parent that uses the accrual basis for income tax-reporting purposes will pay U.S. income taxes
on a subsidiary’s earnings when the subsidiary

4. Under the equity method of accounting, the parent’s investment income is appropriately described
in the parent’s income statement using the account

5. Under the cost method of accounting, the parent’s investment income is appropriately described in
the parent’s income statement using the account

6. Under the equity method, all dividends declared by the subsidiary are treated as a(n)
of the parent’s investment.

7. The equity method reflects the of the subsidiary.

8. The difference between the carrying value of the investment under the equity method and under the
cost method pertains to the subsidiary’s

9. A company that has no operations of its own—only investments in other companies that have
operations—is called a(n)

10. Financial statements of the parent that are presented in certain circumstances in notes to the
consolidated statements are called statements.

11. To use the equity method of accounting for an unconsolidated subsidiary, the parent must have

12. The equity method is sometimes referred to as a(n)

TRUE-OR-FALSE STATEMENTS
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Equity Method
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Under the equity method, a subsidiary’s earnings are effectively treated as an additional
capital investment by the parent.

Under the equity method, all dividends (except stock dividends) declared by the subsidiary
are treated as a liquidation of the investment.

Under the equity method, the declaration of dividends—not the cash payment of dividends
—results in changing the carrying value of the investment.

Under the equity method, the carrying value of the investment represents the market value
of the common stock holding.

When a subsidiary declares a dividend that is more than the subsidiary’s net income for
that year, the consolidated net income will not equal the parent’s net income under the
equity method.

When the parent is not obligated to invest additional funds in a subsidiary that is reporting
losses, the parent stops applying the equity method when the subsidiary’s retained earnings
becomes negative.

When the parent is not obligated to invest additional funds in a subsidiary that is reporting
losses, the parent stops applying the equity method when the subsidiary’s equity becomes
negative.

When the parent is obligated to invest additional funds in a subsidiary that is reporting
losses, the parent stops applying the equity method when the subsidiary’s retained earnings
becomes negative.

When the parent is obligated to invest additional funds in a subsidiary that is reporting
losses, the parent stops applying the equity method when the subsidiary’s equity becomes
negative.

When the parent has temporarily discontinued applying the equity method because of the
subsidiary’s substantial operating losses, the parent resumes application of the equity
method when the subsidiary’s retained earnings becomes positive.

When the parent has temporarily discontinued applying the equity method because of the
subsidiary’s substantial operating losses, the parent resumes application of the equity
method when the subsidiary’s equity becomes positive.

When a parent accounts for its investment in a subsidiary using the equity method, only the
subsidiary’s undistributed retained earnings is added to the parent’s retained earnings in the
consolidation process.

To properly calculate the return on its investment in a subsidiary, the parent must use as the
denominator the carrying value produced under the equity method.

Whether the equity method or the cost method is used to account for an investment in a
subsidiary, the consolidated statements are identical.

Cost Method
15 T F

16. T F

Under the cost method, the investment account is not reduced for dividends declared by
the subsidiary.

Under the cost method, the investment account is reduced for dividends when they are
received—not when they are paid.
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Under the cost method, the investment account is reduced for the subsidiary’s cumulative
reported losses that exceed its cumulative reported profits.

The cost method has a built-in checking feature that is useful in preparing consolidated
statements.

If a write-down has been made to the parent’s investment under the cost method, the
investment account can be written back up, but only to the original cost amount, if the
subsidiary later becomes profitable.

If a write-down has been made to the parent’s investment under the cost method, the
investment account cannot be written back up to the original cost amount if the subsidiary
later becomes profitable.

The consolidated net income equals the parent’s net income only if the parent accounts for
its investment in the subsidiary using the cost method.

When a subsidiary is reporting profits, the consolidated net income can never equal the
parent’s net income under the cost method.

Under the cost method, the subsidiary’s retained earnings is added to the parent’s retained
earnings in the consolidation process.

Parent-Company-Only Statements

24,
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Under FAS 94, parent-company-only statements must be included in notes to the
consolidated statements.

When parent-company-only statements are presented in the notes to the consolidated
statements, the net income and retained earnings amounts in such statements agree with the
corresponding amounts in the consolidated statements only if the equity method is used.

Parent-company-only statements are required by the Securities and Exchange Commission
when the restricted net assets of all subsidiaries of a bank holding company exceed 25% of
consolidated net assets.

Parent-company-only statements are required by the Securities and Exchange Commission
when the restricted net assets of all subsidiaries of a bank holding company exceed 25% of
the consolidated retained earnings.
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MULTIPLE-CHOICE QUESTIONS

Conceptual Questions

1.

2.

3.

4.

6.

Which of the following statements is not an argument in support of the equity method?

It reflects economic substance.

It keeps track of the amount invested.

It enables parent company financial statements to be used meaningfully internally.
It is the same as the accrual basis of accounting.

None of the above.

S S

Which statement is correct concerning the equity method?

a. It is used exclusively instead of consolidation.

b. It is based on the historical cost concept.

c. It does not have a built-in self-checking feature in the consolidation process.

d. Cash dividends declared by the subsidiary are always treated as a partial liquidation
(reduction) of the parent’s investment in the subsidiary.

e. None of the above.

Under the equity method, which account is not used?
Dividends Receivable.

Dividends Income.

Investment in Subsidiary.

Equity in Net Income of Subsidiary.

None of the above.

S L

Under the cost method, which account does not have any general ledger entries made to it
when the subsidiary has been profitable each year since its creation?

a. Dividends Receivable.

b. Dividends Income.

c. Investment in Subsidiary.

d. Cash.

e. None of the above.

The Dividend Income account would be used in which of the following accounting methods?
Equity Method Cost Method

a. No Yes

b. Yes Yes

C. Yes No

d. No No

When a parent uses the equity method of accounting for its investment in a 100%-owned
subsidiary, the Investment account will be increased when the parent recognizes

Cash dividends declared by the subsidiary.

The receipt of cash in payment of dividends declared by the subsidiary.

The subsidiary’s reported net income.

The subsidiary’s reported net loss.

None of the above.

o0 o
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When a parent uses the cost method to account for its investment in a 100%-owned
subsidiary, cash dividends declared by the subsidiary should be recorded by the parent as

a. Dividend income when declared.

b. Dividend income when the cash is received.

c. A deduction from the parent’s Investment account.

d. An addition to the parent’s Investment account.

e. None of the above.

8. On 12/29/05, a subsidiary declared a cash dividend that was paid on 1/2/06. Under the equity

method, what is the effect of this declaration on the parent’s retained earnings—not the
consolidated retained earnings?

a. Increase.

b. Decrease.

c. No effect.

9. On 12/29/05, a subsidiary declared a cash dividend that was paid on 1/2/06. Under the cost

method, what is the effect of this declaration on the parent’s retained earnings—not the
consolidated retained earnings?

a. Increase.

b. Decrease.

c. No effect.

10. A subsidiary declared a cash dividend. What is the ultimate effect of this declaration on the

11.

parent’s retained earnings account—not the consolidated retained earnings—under each of
the following methods?
Equity Method Cost Method

No effect No effect

No effect Increase

Increase No effect

Increase Increase

On 1/4/06, a subsidiary paid a cash dividend that had been declared on 12/30/05. Under the
equity method, what is the effect of this payment on the parent’s retained earnings—not the
consolidated retained earnings?

a. Increase.

b. Decrease

c. No effect.

o o

12. On 1/4/06, a subsidiary paid a cash dividend that had been declared on 12/30/05. Under the

cost method, what is the effect of this payment on the parent’s retained earnings—not the
consolidated retained earnings?

a. Increase.

b. Decrease.

c. No effect.
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When a parent company uses the equity method of accounting for its investment in a
subsidiary, which of the following affects the parent’s retained earnings?

Dividends Paid by
Dividends Declared the Subsidiary
by the Subsidiary after the Declaration Date
a Yes Yes
b No No
c Yes No
d No Yes

When a parent company uses the cost method of accounting for its investment in a
subsidiary, which of the following affects the parent’s retained earnings?
Dividends Paid

Dividends Declared by the Subsidiary
by the Subsidiary after the Declaration Date
a. Yes Yes
b. No No
c. Yes No
d. No Yes

In the absence of knowing whether the parent has guaranteed any of the subsidiary’s debt, a

parent company using the equity method will consider when it is absolutely necessary to
temporarily discontinue application of the equity method when the

a. Subsidiary reports losses but still has positive retained earnings.

b. Subsidiary’s retained earnings becomes negative.

c. Subsidiary’s equity becomes negative.

d. Subsidiary no longer declares dividends.

e. None of the above.

Which of the following statements is false?

a. Consolidation entries are never posted to the general ledger.

b. Any balance in the Equity in Net Income (of subsidiary) account is always eliminated in
the consolidation process.

c¢. Under the equity method, the parent’s net income always equals consolidated net income
when the subsidiary has always been profitable.

d. In consolidation, dividends declared by a 100%-owned subsidiary are always eliminated.

e. None of the above.

Under the equity method, a parent company that has guaranteed all of its subsidiary’s debt
would

a. Discontinue applying the equity method when the subsidiary’s retained earnings becomes
negative.

Discontinue applying the equity method when the subsidiary’s equity becomes negative.
Not discontinue applying the equity method regardless of the subsidiary’s losses.

Switch to the cost method when the subsidiary’s equity becomes zero.

None of the above.

oo o
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If a subsidiary has always been profitable (and dividends never equaled net income), the
consolidated net income amount is the same as the parent’s net income amount

a. Only under the equity method.

b. Only under the cost method.

c. Under both the equity method and the cost method.

d. Under neither the equity method nor the cost method.

Dividends declared by a subsidiary as shown in its analysis of retained earnings on the

consolidation worksheet are

a. Added to the dividends declared by the parent in arriving at dividends declared to be
reported in the consolidated analysis of retained earnings.

b. Eliminated in consolidation only if the parent uses the equity method.

c. Eliminated in consolidation only if the parent uses the cost method.

d. Eliminated in consolidation regardless of whether the parent uses the equity method or the
cost method.

When a parent uses the equity method and consolidates a subsidiary that has never reported a

loss, consolidated retained earnings will always be

a. More than the parent’s retained earnings.

b. Less than the parent’s retained earnings.

c. Equal to the parent’s retained earnings.

d. More than or less than the parent’s retained earnings, depending on whether the parent
has a positive or negative balance in its Retained Earnings account.

e. None of the above.

In the consolidated statement of retained earnings for a parent and a 100%-owned subsidiary,
dividends declared by the subsidiary are

a. Shown.

b. Not shown.

c. Shown only under the equity method.

d. Shown only under the cost method.

When a parent-subsidiary relationship exists, the Dividend Income account is reported in the

consolidated income statement under which of the following accounting methods?

Equity Method Cost Method
a. Yes Yes
b. No No
c. Yes No
d. No Yes

Dividends declared by a subsidiary are reported currently in the parent’s separate income

statement and in the consolidated income statement under the
Equity Method Cost Method
Yes Yes

oo o
z
o
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24,

Under the cost method, the parent’s net income equals the consolidated net income only if
The subsidiary reports no loss.

The subsidiary reports a loss.

The subsidiary declares dividends equal to or greater than its net income.

The subsidiary declares dividends equal to its net income.

None of the above.

S S

Application Questions

Note: All multiple-choice application questions can easily be converted to problems by deleting the

25.

26.

27.

28.

choices.

On 1/1/06, Parco created a 100%-owned subsidiary, Sarco, with a $100,000 cash investment.
During 2006, Sarco reported net income of $35,000, declared cash dividends of $15,000, and
paid $10,000 of the $15,000 to the parent. What is the carrying value of the investment at
12/31/06 under the equity method?

a. $100,000 d. $135,000
b. $115,000 e. $145,000
c. $120,000

On 1/1/06, Parco created a 100%-owned subsidiary, Sarco, with a $100,000 cash investment.
During 2006, Sarco reported net income of $35,000, declared cash dividends of $15,000, and
paid $10,000 of the $15,000 to the parent. What is the carrying value of the investment at
12/31/06 under the cost method?

a. $100,000 d. $135,000
b. $115,000 e. $145,000
c. $120,000

On 5/1/06, Pyne Inc. formed Syne Inc., investing $500,000 cash. For 2004, Syne reported net
income of $65,000 and declared and paid cash dividends of $25,000. Under the equity
method, what amount appears in the parent’s separate 2006 income statement—not the con-
solidated income statement?

a. $25,000 c. $65,000

b. $40,000 d. $90,000

On 5/1/06, Pyne Inc. formed Syne Inc., investing $500,000 cash. For 2006, Syne reported net
income of $65,000 and declared and paid cash dividends of $25,000. Under the cost method,
what amount appears in the parent’s separate 2006 income statement—not the consolidated
income statement?

a. $25,000 c. $65,000

b. $40,000 d. $90,000
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On 4/1/06, Pix Inc. formed Stix Inc., investing $100,000 cash. For 2004, Stix reported net

income of $23,000 and declared and paid cash dividends of $8,000. What is Pix’s
carrying value of its investment in Stix at 12/31/06 under each of the following methods?

Equity Method Cost Method
a. $108,000 $123,000
b. $115,000 $100,000
c. $123,000 $100,000
d. $123,000 $ 92,000
e. $115,000 $108,000

On 4/1/06, Pix Inc. formed Stix Inc., investing $100,000 cash. For 2006, Stix reported net
income of $23,000 and declared cash dividends of $8,000 (which were paid 1/2/07). What is
Pix’s carrying value of its investment in Stix at 12/31/06?

Equity Method Cost Method
a. $108,000 $123,000
b. $115,000 $100,000
c. $123,000 $100,000
d. $123,000 $ 92,000
e. $115,000 $108,000

On 5/1/05, Pax Inc. created Sax Inc., investing $500,000 cash. Sax reported a highly
unexpected $230,000 loss for 2005 and a $40,000 profit for 2006. The 2005 loss created
substantial doubt as to (a) the ability of the subsidiary to survive and (b) the ability of the
parent to sell the subsidiary at other than an amount substantially below its initial investment.
What should the carrying value of Pax’s investment in Sax be at 12/31/06 under each of the
following methods?

Equity Method Cost Method
a. $310,000 $500,000
b. $310,000 $270,000
c. $310,000 $310,000
d. $530,000 $270,000
e. $270,000 $270,000

On 1/1/06, the carrying value of Plano Company’s investment in its 100%-owned created

subsidiary, Slano, was $600,000. During 2006, Slano reported a loss of $700,000. Under the
equity method, what amount should be reported in Plano’s separate income statement for
2006, relating to its investment in Slano, if Slano’s debt is

Guaranteed by the Parent Not Guaranteed by the Parent
a. $ -0- $ -0-
b. $(600,000) $(600,000)
c. $(700,000) $(700,000)
d. $(700,000) $(600,000)
e. $(600,000) $(700,000)
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33. On 5/1/05, Platt created a 100%-owned subsidiary, Switt, with a cash investment of
$500,000. Switt reported a net loss of $600,000 for 2005 and net income of $140,000 for
2006. Platt has not guaranteed any of the subsidiary’s debt. Under the equity method, what
should be the amount reported in Platt’s income statement for 2006—mnot 2005—telating to
its investment in Switt?

a. $ -0- d. $40,000 e. $140,000
b. $(40,000) d. $(140,000)
34, The following accounts are as they appear in the consolidation worksheet for a parent and its

100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Equity in net income (of subsidiary)..........cccceevveivevreieeenennn. $ 33,000

Investment in SUDSIAIATY........c.ecevierierciieierie e 150,000

COMMON SEOCK. .....eveiieieeee et 10,000 $ 5,000

Additional paid-in capital...........ccccoveeveriieniiieeiie e, 390,000 95,000

Retained earnings (€NAiNg).......ccccveveerireieenierieereesee e 180,000 50,000

Dividends declared............ccoeoveriiniiniieieeieee e (45,000) (10,000)

What amount appears as a separate line item posting to the Retained Earnings account in the
basic elimination entry at the end of 2006?

a. Debit of $17,000. d. Debit of $50,000.

b. Debit of $27,000. e. No amount is posted.

c. Debit of $37,000.

35. The following accounts are as they appear in the consolidation worksheet for a parent and its
100%-owned subsidiary (2001) at the end of 2006:
Parent Subsidiary

Dividend income (from subsidiary).........c.cceeeveevrierreevreeninennn. $ 10,000

Investment in sUbSIAIALY......c..ceceviieeiiieeiir e 100,000

COMIMON SEOCK. ....eeiiiiieeeie ettt 10,000 $ 5,000
Additional paid-in capital..........ccccervieriininiiiniinieceee 390,000 95,000
Retained earnings (€Nding).........ccvevverereereereerireerieeseeeieenenens 180,000 50,000
Dividends declared............ccoocveriiiieniiiiicieeree e (45,000) (10,000)

The subsidiary’s retained earnings at 12/31/05 were $27,000. What amount appears as a sep-
arate line item posting to the Retained Earnings account in the basic elimination entry at
12/31/06?

Debit of $10,000.

Debit of $27,000.

Debit of $37,000.

Debit of $50,000.

No amount is posted.

oo o
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The following accounts are as they appear in the consolidation worksheet for a parent and its
100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Equity in net loss of subsidiary........c..ccoceeeeeveneenencnicncneenne, $ (14,000)

Investment in SUDSIAIATY........c.cecvverierciieriierie e 130,000

COMIMON SEOCK. ¢t eee et e e eeeee s 10,000 $ 20,000
Additional paid-in capital.........ccccccveevieririenieiriecre e 190,000 140,000
Retained earnings (ending).........cccceeeveeeeiiencierencreeenieeeeeee e 380,000 (30,000)
Dividends declared............coovveviieeiiiiciiiieee e (55,000)

What amount appears as a separate line item posting to the Retained Earnings account in the
basic elimination entry at 12/31/06?

a. Debit of $16,000. d. Credit of $44,000.

b. Credit of $16,000. e. No amount is posted.

c. Debit of $44,000.

The following accounts are as they appear in the consolidation worksheet for a parent and its
100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Dividend income (from subsidiary)............ccceevevveieieieeenennns $ —0-

Investment in SUDSIAIATY........c.coevierieriieiierie e 160,000

COMIMON SEOCK.....eeiiiiuieiieie ettt 10,000 $ 20,000
Additional paid-in capital.........ccooceeriiiiiiiiiiiie e 190,000 140,000
Retained earnings (€NAiNg)........cccveveereeeieerierieerieenieeieeneens 380,000 (30,000)
Dividends declared............coooevvvveeiiiiiiiieeeiieeee e (55,000)

The subsidiary’s retained earnings at 12/31/05 were $(16,000). What amount appears as a
separate line item posting to the Retained Earnings account in the basic elimination entry at
12/31/06?

a. Debit of $16,000. d. Credit of $44,000.
b. Credit of $16,000. e. No amount is posted.
c. Debit of $44,000.

The following accounts were taken from the separate company financial statements of a
parent and its 100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Equity in net income (of subsidiary)........cccccecevveerenerienienene. $ 80,000

Investment in SUDSIAIATY........c.cecvverierciieriieie e 640,000

COMIMON SEOCK. ¢ttt ettt eeee e e e eeeee s 100,000 $ 5,000
Additional paid-in capital.........ccccccveevieririenieeriecre e 500,000 395,000
Retained €arnings........ccccecveeeeeveeeieeiciieeiie e e evee e 450,000 240,000
Dividends declared............ccovveviiieiiiiiiieieee e (140,000) (50,000)
What amount should be reported for consolidated retained earnings at the end of 20067
a. $450,000 d. $690,000

b. $480,000 e. None of the above.

c. $530,000
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39. The following accounts or amounts were taken from the separate company financial state-
ments of a parent and its 100%-owned subsidiary (created in 2006) at the end of 2006:
Parent Subsidiary

Dividend income (from subsidiary)........cc.ccoeevereererecieennennnee. $ 50,000
Investment in SUDSIAIATY........c.cecvverierciieiierie et 400,000
COMIMON SEOCK. ..t ee et e e e eeeeee e 100,000 $ 5,000
Additional paid-in capital.........ccccccveevieiiiienieiriese e 500,000 395,000
Retained €arnings........c.ccecveeeeveeeieeiciieeiie e 210,000 240,000
Dividends declared............coouveviiiiiiiiiiieieee e (140,000) (50,000)
NEt INCOIMC. ...e.ceeuieieeeeiiee ettt eeetee e e e eeare e e eeareeeeeanens 180,000 80,000
What amount should be reported for consolidated retained earnings at the end of 20067
a. $210,000 d. $450,000
b. $240,000 e. None of the above.
c. $290,000

40. For 2006, a 100%-owned subsidiary reported (a) net income of $75,000 and (b) dividends

declared of $15,000 ($10,000 of which was paid in 2006). What amount appears in the
parent’s separate income statement for 2006 under the equity method of accounting?

a. $10,000 d. $65,000
b. $15,000 e. $75,000
c. $60,000
41. For 2006, a 100%-owned subsidiary reported (a) net income of $75,000 and (b) dividends

declared of $15,000 ($10,000 of which was paid in 2006). What amount appears in the
parent’s separate income statement for 2006 under the cost method of accounting?

a. $10,000 d. $60,000 e. $75,000
b. $15,000 e. $65,000
42. The following accounts are as they appear on the separate company financial statements of

a parent and its 100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Dividend income (from subsidiary)............ccccvevvevievieieieneennns $ 10,000

Investment in SUDSIAIATY........c.ccevierierciieiierie e 100,000

COMMON SEOCK. ...t 400,000 $ 2,000
Additional paid-in capital...........ccccoeeevciiieniiieeiie e, 100,000 98,000
Retained earnings (deficit).........ccoeveerienieniinieieeceeeeeee, 360,000 (40,000)
Dividends declared............ccooeueriiiieniieieeieeee e (80,000) (10,000)

Additional information:

Reported net income (loss) for 2004..........ccccevieviinienieneenne. $160,000 $(22,000)
What amount should be reported for consolidated retained earnings at the end of 20067
a. $310,000 d. $360,000
b. $320,000 e. None of the above.
c. $350,000
43. The following accounts are as they appear on the separate company financial statements of

a parent and its 100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Equity in net income (of subsidiary)..........cccceevveivevveeenenennn. $ 7,000
Investment in SUDSIAIATY........c.cccvierierciierierie e 280,000
COMMON SEOCK. .....eveiieieiee et 100,000 $ 25,000

Additional paid-in capital..........cccccoveeveriieniiieeiie e, 900,000 175,000
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Retained €arnings..........coveveeviereeniieneeneeseeseeseesseesseesseesseens 390,000 80,000
Dividends declared............coocvveviieeciiiiieeieee e (55,000) (3,000)

What would be the parent’s Retained Earnings balance at 12/31/06 if it used the cost
method of accounting?

a. $306,000 d. $393,000
b. $307,000 e. $394,000
c. $310,000

The following accounts are as they appear on the separate company financial statements of
a parent and its 100%-owned subsidiary (created in 2001) at the end of 2006:
Parent Subsidiary

Equity in net income (of subsidiary)...........ccccoeevvevvereerrennennns $ 7,000

Investment in SUDSIAIATY........c.cccvieriercrieiierie e 280,000

COMMON SEOCK. .....eviieieeee et 100,000 $ 25,000

Additional paid-in capital...........cccccerereiiiiiiie e 900,000 175,000

Retained €arnings.........cooeeveerieeneenieeneeneeieesieesiee e 390,000 80,000

Dividends declared............ccooeveviiriiniieieeiecee e (55,000) (3,000)

What would be the parent’s Investment in Subsidiary balance at 12/31/06 if it used the cost
method of accounting?

a. $196,000 d. $203,000

b. $197,000 e. $204,000

c. $200,000
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MATCHING (OTHER OBJECTIVE FORMAT QUESTIONS)

Questions 1 through 15 are based on the information given immediately following this answer space
listing.

1.  (item]) 6 (item 6) 1. _ (item 11)
2.  (item?2) 7. (item7) 12.  (item 12)
3. (item3) 8.  (item 8) 13.  (item 13)
4.  (item4) 9.  (item?9) 14.  (item 14)
5 (item 5) 10.  (item 10) 15.  (item 15)

The following ten selected account balances and analyses of retained earnings were obtained from the
separate company financial statements of Pale Inc. and its 100%-owned created subsidiary, Sale Inc.
(Pale’s only subsidiary) at the end of 2006:

Item Pale Inc. Sale Inc.
1 Equity in net income of subsidiary.............cccoeevieuiiiieiiccceeeeienens $ 58,000
2 Corporate overhead allocation.............cceeeveevieciieniieniieniiesee e 27,000 $(27,000)
K T 7 ) TSRS 45,000 12,000
4 Intercompany receivable.........cooirviiriririienininieee e 19,000
5 Dividends reCeIVADIE. .......ccoovviuiiiiiiiiieeeeeeeee et 14,000
6 Investment in SUDSIAIAIY........cccvevveevieerieerieriesre et eiee e see e 490,000
7 Intercompany Payable.........cccccververierieniienieiiesiesre e eee e sae e 19,000
8 Dividends payable..........ccceeoviiiiiieiiieie e 18,000 14,000
9 COMMON StOCK . ....oieeeiiiiieie et e e 100,000 125,000
10 Additional paid-in capital..........ccccevienirieniniinieeneeeeeses 600,000 175,000
Item Pale Inc. Sale Inc.
11 Retained earnings, beginning of year...........cccoccveveveercveerveerre e, $260,000  $160,000
| o A\ [< 5 s Telo ) 4 1 R 182,000 58,000
13— Dividends declared...........ccoceeniiniiiiiiniiiee e (72.000) (28.000)
14 Retained earnings, end of Year..........coccceveiriiiiieiiiieiiceeeee e $370.000  $190.000

Additional Account (you should determine the appropriate amount(s) that would exist before
proceeding):

15 Dividend income (if the cost method were used
instead of the equity method).....................ccccoovvieiiiniciiniiiieineenen.

Required:

For each of the above listed items, how would the item be reported in Pale’s consolidated financial
statements? Use the following list of possible answers:

Report at the amount shown in Sale’s separate statements.

ISR

Report at the amount shown in Pale’s separate statements.

o

Report at the sum of the amounts shown in Pale’s and Sale’s separate statements.

&~

Report at less than the sum of the amounts shown in Pale’s and Sale’s separate statements.

e. Create this item in the consolidation process.

=H

Do not report this item in the consolidated statements.



Wholly Owned Subsidiaries: Postcreation Periods « 2-27

g. Do not report this item in the consolidated statements or in the separate statements of either Pale or
Sale.

PROBLEMS

1. Pelba created Selba, a 100%-owned subsidiary, several years ago. For 2006, Selba reported net
income of $70,000 and declared and paid cash dividends of $40,000. At 12/31/06, Selba’s equity

accounts were as follows:
COMIMON STOCK. ...ttt e e e e e seeeeeee s $100,000
Additional Paid-in Capital..........cccceoeveniniiieniniieeeeeeeee 300,000
Retained Earnings...........ccecceveevirieninieineeeeeeeeeee e 490,000

Required:

a. What entry(s) were made in consolidation at 12/31/06, assuming the parent used the equity
method?

b. What entry(s) were made in consolidation at 12/31/06, assuming the parent used the cost
method?

2. Pumoa created Sumoa, a 100%-owned subsidiary, several years ago. For 2006, Sumoa reported net
income of $260,000 and declared and paid cash dividends of $120,000. At 12/31/06, Sumoa’s
equity accounts were as follows:

COMMON STOCK......eiiuiiiiiiie e e $100,000
Additional Paid-in Capital..........cccceoevininiiieneniieeeseeeee 60,000
Retained Earnings..........coccoeeveviieciienieniieiesie e sve e 740,000
Required:

a. What entry(s) were made in consolidation at 12/31/06, assuming the parent used the equity
method?

b. What entry(s) were made in consolidation at 12/31/06, assuming the parent used the cost
method?

3. The following accounts appear in the respective general ledgers of a parent and its 100%-owned
subsidiary (created in 2001) at 12/31/06 (prior to the parent’s final year-end adjustments and
closing procedures relating to the application of the equity method of accounting):

Parent Subsidiary

Investment in Subsidiary (balance at 1/1/06).........ccccceevevveriverreennnen. $130,000

COMMON STOCK......eiiuiiieiiieie ettt e 40,000 $ 5,000

Additional Paid-in Capital...........cccceevvieviieriiiiieniecreereeee e 360,000 95,000

Retained Earnings (defiCit)........cccovvierciiiiiiiiiiieeie e 160,000 (23,000)

Dividends Declared...........ccceeviieiiiiiiieciiecee e (35,000) —0-
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Required:

What accounts and related balances pertaining to the subsidiary should appear in the parent’s
separate balance sheet at 12/31/06 under each of the following assumptions?

a. The parent has guaranteed none of the subsidiary’s debt.
b. The parent has guaranteed all of the subsidiary’s debt.
c. The parent has guaranteed $60,000 of the subsidiary’s debt on a pro rata basis.

4. The following accounts are as they appear in the respective general ledgers of a parent and its
100%-owned subsidiary (created in 2001) at 12/31/06 (prior to the parent’s final year-end
adjustments and closing procedures relating to the application of the equity method of accounting):

Parent Subsidiary

Investment in Subsidiary (balance at 1/1/06)..........cccccevvvevrvenreennen. $22,000

COMMON STOCK. ...t 100,000 $ 5,000
Additional Paid-in Capital..........cccccceieviiiiiiieiiieeeeee e, 600,000 45,000
Retained Earnings (deficit).........ccoooieiieiieiiiniieceeeeeeeeeee 360,000 (71,000)
Dividends Declared...........ccocvevieriiniinienienieeeeeeeeee e (44,000) —0-
Required:

What accounts and related balances pertaining to the subsidiary should appear in the parent’s
separate balance sheet at 12/31/06 under each of the following assumptions?

a. The parent has guaranteed none of the subsidiary’s debt.
b. The parent has guaranteed all of the subsidiary’s debt.
c. The parent has guaranteed $10,000 of the subsidiary’s debt on a pro rata basis.

5. The following accounts are as they appear on the separate company financial statements of a parent

and its 100%-owned subsidiary (created in 2001) at 12/31/06: Parent Subsidiary

Equity in net income (of subsidiary).........cccceeierieniiniiniienienieenee, § 70,000

Investment in SUDSIAIATY .......cocueruirieriiniiienieeeeeeeee e 550,000

COMIMON SEOCK. ...ttt ettt e e e e e eeeeeeeeeeesereeenas 100,000 $ 5,000
Additional paid-in capital.........ccccevveerieriierciierierie e 500,000 295,000
Retained €arnings........c.ccveveerieriesierieneeseesresreseeseresenesenesenessnesenas 880,000 250,000
Dividends declared...........ooocuviiiiiiiiiiiiiecieeeeeee e (140,000) (30,000)
Required:

a. What consolidation entries are required at 12/31/06?

b. What is the consolidated retained earnings amount?

c. What amount will be reported for dividends in the consolidated statement of retained earnings
for 2006?



Wholly Owned Subsidiaries: Postcreation Periods - 2-29

The following accounts are as they appear on the separate company financial statements of a parent
and its 100%-owned subsidiary (created in 2001) at 12/31/06:
Parent Subsidiary

Dividend income (from subsidiary)..........ccceeceevieriieriieeciienieereeneeeen. $ 50,000

Investment in SUDSIAIATY.......c.cecverierieiieeie et 300,000

COMIMON SEOCK. .. ettt ettt ee e e e e e e eeeeeeereeseeeenan 100,000 $ 1,000
Additional paid-in capital..........ccccveeerieiieniiieniiecre e 800,000 299,000
Retained €arnings........ccceccveeecieeeiieeiie et 720,000 150,000
Dividends declared............oocveieoiiioiiiiiiiieeeeeee e (260,000) (50,000)
Required:

a. What consolidation entries are required at 12/31/06?

b. What is the consolidated retained earnings amount?

¢. What amount will be reported for dividends in the consolidated statement of retained earnings
for 20067

. The following accounts are as they appear on the separate company financial statements of a parent
and its 100%-owned subsidiary (created in 2001) at 12/31/07:
Parent Subsidiary

Equity in net 1oss (of subsidiary)...........cccoeveeeeierivieeecececieeienns $ (60,000)

Investment in sUbSIAIAIY.......c.ccevvieeciiieeiiieciee e 490,000

COMIMON SEOCK......eiieiie ittt s e 200,000 $ 15,000

Additional paid-in capital..........cocceriiniininiiiniiiieeeen 300,000 285,000

Retained arnings .........cccvevvereereerieenieneesieeseeseeseesseeseesseeseenns 610,000 190,000

Dividends declared ..........cccovvevierienierienieereeee e (230,000) (20,000)
Required:

a. What consolidation entries are required at 12/31/07?

b. What is the consolidated retained earnings amount?

c. What amount will be reported for dividends in the consolidated statement of retained earnings
for 2007?

. The following accounts are as they appear on the separate company financial statements of a parent
and its 100%-owned subsidiary (created in 2001) at 12/31/08:
Parent Subsidiary

Dividend income (from subsidiary)...........cccccoeevevvevrevieieeeeeneennns $ 10,000

Investment in SUDSIAIATY.......cccveevvierieeiieiiecre e 100,000

COMIMON SEOCK......eiiieiiiieie ettt saee s 400,000 $ 2,000
Additional paid-in capital.........cccoceeriieniiiiiiie e 100,000 98,000
Retained earnings (deficCit).........ccoovereereeriieniieciieeeeee e, 360,000 (40,000)
Dividends declared..............oooovveeueiiiiiiiiieeieeeeeeeeeeeee e (80,000) (10,000)

Additional information:
Reported net income (10ss) for 2008.........cccceveeveeciiiieniieeiieanenns $160,000 $(22,000)
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Required:

a. What consolidation entries are required at 12/31/08?

b. What is the consolidated retained earnings amount?

c. What amount will be reported for dividends in the consolidated statement of retained earnings
for 2008?

9. The following accounts are as they appear on the separate company financial statements of a parent
and its 100%-owned subsidiary at the end of 2009:
Parent Subsidiary

Equity in net 1oss (of subsidiary)...........cccoevveveviereveseereciecieeieens $ (65,000)
Corporate overhead allocation (P/L accounts)............................. (42,000) $42,000
Dividends receivable..........ooovuuviiiiiiiiiiiiie e 8,000
Investment in SUbSIAIArY.......c.ceoouieiieriiiiieee e 340,000
Dividends payable.........c.ccoceveririinenininieieeeeeee e 15,000 8,000
COMIMON STOCK. ...eiiiiiiiiiiiiieeee et e e e e e e 400,000 6,000
Additional paid-in capital.........cceevvererieriieeiieiieeie e 100,000 194,000
Retained arnings..........ceceeevveeriieriienieeeiee e eee e 600,000 140,000
Dividends declared...........ccoovieeiieiiieciieceee e (60,000) (32,000)
Additional information:
Retained earnings at 1/1/09........cccveevevieveniecieniieieeeeeeeeeee e $750,000
Required:

What consolidation entries are required at 12/31/09?

What is the consolidated net income amount?

What is the consolidated retained earnings amount?

What amount will be reported for dividends in the consolidated statement of retained earnings

for 2009?

e. If the parent used the cost method instead of the equity method, what would be the parent’s
retained earnings balance at 12/31/09?

f. If the parent used the cost method instead of the equity method, what consolidation entries

would be made at 12/31/09?

o o

10. The following accounts are as they appear on the separate company financial statements of a parent
and its 100%-owned subsidiary at 12/31/06:
Parent Subsidiary

Dividend income (from subsidiary)...........cccceevvevvevreeieeeeeieienen, $ 25,000

Dividends reCeiVabIe...........ocoiiiiiiiiiiieiiiieieeeeeeeeeee e 25,000

Investment in SUbSIAIATY.......cceovieiiieiiieiieie e 300,000

Dividends payable.........ccocoevereriiniiiinieieeeeee e 40,000 $ 25,000
COMIMOI STOCK. ...eiiiiieieieeee ettt e e r e e e e e e 1,000 15,000
Additional paid-in capital..........cccceevieeriiriiiieiieierie e 299,000 285,000
Retained €arnings...........cccveevveerieeireenieenieeieeseesreesreeseneeneesseesenees 410,000 77,000
Dividends declared............coovieeeiiiiiiiiiiie e (160,000) (25,000)

Additional information:
Reported net income (10ss) for 2006..........cceveeeerieeciienieeieenannns $270,000 $(31,000)
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Required:

a.

What consolidation entries are required at 12/31/06?

b. What is the consolidated net income amount?
c.
d. What amount is reported for dividends in the consolidated statement of retained earnings for

What is the consolidated retained earnings amount?

20067
If the parent used the equity method instead of the cost method, what would be the parent’s
retained earnings balance at 12/31/06?

If the parent used the equity method instead of the cost method, what consolidation entries
would be made at the end of 2006?
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11. Complete the following consolidation worksheet assuming that Paxco uses
the cost method. (Force out certain amounts in the Paxco and Saxco columns,
as necessary.)

PAXCO AND SAXCO

Consolidation Worksheet as of December 31, 2006

(100% Owned) Consolidation Entries Consoli-
Paxco Saxco Dr. Cr. dated
Income Statement (2006):
Sales....ccoveriieieeieeee e 620,000 280,000 900,000
Cost of sales.....cccceveereeerieennenne (360,000) (130,000) (490,000)
EXpenses......cceeeeveveneeieninnens (190,000) (100,000) (290,000)
.................................................. .000 000
Net Income ,000 50,000 ,000
Stmt. of Retained Earnings:
Balances, 1/1/060...........cccceueee.. ,000 ,000 ,000
+ Net inCoOmMe.......ocovvvvveeeeennnen.. ,000 50,000 ,000
— Dividends declared................ (40,000) (20,000) ,000)
Balances, 12/31/06.................. ,000 140,000 ,000
Balance Sheet (12/31/06):
Cash....cooooninieiineee 47,000 15,000 62,000
Accounts receivable................. 83,000 37,000 120,000
Intercompany receivable.......... 2,000 ,000
INVentory........ccceeeeeeeeeeneeennnne. 110,000 55,000 165,000
Investment in subsidiary.......... ,000 ,000
Property and equipment........... 720,000 186,000 906,000
Accum. depreciation................ (320,000) (13,000) (333.000)
Total Assets ,000 280,000 ,000 ,000 ,000
Payables and accruals.............. 130,000 25,000 155,000
Intercompany payable.............. 2,000 ,000
Long-term debt..........cccueeneenee. 150,000 53,000 203,000
.................................................. ,000
Parent:
Common stock (no par)........ 200,000 200,000
Retained earnings.................. ,000 ,000
Subsidiary:
Common stock $1 par........... 5,000 ,000
Add’l paid-in capital............. 55,000 ,000
Retained earnings.................. 140,000 ,000
Total Liab. & Equity........... ,000 280,000 ,000 ,000 ,000
Proof of debit and credit poStings...............ccccceeeveveienciancnnn. 000 ,000
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12. Complete the following consolidation worksheet assuming that Paxco uses
the equity method. (Force out certain amounts in the Paxco and Saxco

columns, as necessary.)

PAXCO AND SAXCO

Consolidation Worksheet as of December 31, 2006

(100% Owned) Consolidation Entries Consoli-
Paxco Saxco Dr. Cr. dated
Income Statement (2006):
Sales....ccoveriieieeieeee e 620,000 280,000 900,000
Cost of sales.....ccccereereereennenne (360,000) (130,000) (490,000)
EXpenses......cceeeeveveneeieninnens (190,000) (100,000) (290,000)
.................................................. .000 000
Net Income ,000 50,000 ,000
Stmt. of Retained Earnings:
Balances, 1/1/060............ccceeee.. ,000 ,000 ,000
+ Net inCoOme.......ocovvvvveeeeennnen.. ,000 50,000 ,000
— Dividends declared................ (40,000) (20,000) ,000)
Balances, 12/31/06.................. ,000 140,000 ,000
Balance Sheet (12/31/06):
Cash....cooiniiieieeeee 47,000 15,000 62,000
Accounts receivable................. 83,000 37,000 120,000
Intercompany receivable.......... 2,000 ,000
INVentory........ccceeeeeeeeeeneeennne. 110,000 55,000 165,000
Investment in subsidiary.......... ,000 ,000
Property and equipment........... 720,000 186,000 906,000
Accum. depreciation................ (320,000) (13,000) (333.000)
Total Assets ,000 280,000 ,000 ,000 ,000
Payables and accruals.............. 130,000 25,000 155,000
Intercompany payable.............. 2,000 ,000
Long-term debt..........cccueneenee. 150,000 53,000 203,000
.................................................. ,000
Parent:
Common stock (no par)........ 200,000 200,000
Retained earnings.................. ,000 ,000
Subsidiary:
Common stock $1 par........... 5,000 ,000
Add’l paid-in capital............. 55,000 ,000
Retained earnings.................. 140,000 ,000 ,000
Total Liab. & Equity........... ,000 280,000 ,000 ,000 ,000
Proof of debit and credit poStings...............cccocoeevevecevenceancnnn. ,000 ,000
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CHAPTER 2—ANSWERS

COMPLETION STATEMENTS

equity, cost

equity

declares dividends
Equity in Net Income of Subsidiary
Dividend Income
liquidation

economic activity
undistributed earnings
holding company

10. parent-company-only
11. significant influence
12. one-line consolidation

PN R LD =

e

TRUE-OR-FALSE STATEMENTS

1. True 10. False 19. False
2. True 11. True 20. True
3. True 12. False 21. False
4. False 13. True 22. False
5. False 14. True 23. True
6. False 15. True 24. False
7. True 16. False 25. True
8. False 17. False 26. True
9. False 18. False 27. False

MULTIPLE-CHOICE QUESTIONS

1. e 10. b 19. d 28. a 37. e
2. d 11. c 20. c 29. b 38. a
3. b 12. c 21. b 30. b 39. d
4, c 13. b 22. b 31. b 40. e
5. a 14. c 23. b 32. d 41. b
6. c 15. c 24, d 33. c 42, b
7. a 16. e 25. c 34, b 43, c
8. c 17. c 26. a 35. e 44, c
9. a 18. a 27. c 36. b

MATCHING (OTHER OBJECTIVE FORMAT QUESTIONS)

1. F 6. F 11. B
2. C(orF) 7. F 12. B
3. C 8. B 13. B
4. F 9. B 14. B
5. F 10. B 15. F
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PROBLEMS

1. a. The basic elimination entry at 12/31/06 (equity method):

COMIMON STOCK......ciiiiiiiiiiieeeeeeeeeee e 100,000

Additional Paid-in Capital..........cccceerieiiiiienieiieieeeeeeeeee 300,000

Retained Earnings, 1/1/06.........cccoviieiiieniriiieienieeeeee e 460,000

Equity in Net Income of Subsidiary.........c.cceeeeerevveiieeveeneeneennene, 70,000
Dividends Declared............coovveivevveiiiiiiiiiieeeeeee e 40,000
Investment in Subsidiary..........cccveeevieriiierieiie e 890,000

b. The basic elimination entry at 12/31/06 (cost method):

COMIMON STOCK....iiiiieiiiiiiiee et eee e 100,000
Additional Paid-in Capital..........ccceeeieviieniieriierieerieieeeeeeieeiens 300,000
Investment in SubSidiary........c.ccccveevvieriieeriesie e 400,000

The intercompany dividend elimination entry:

Dividend INCOME. ......uuveiiiiiiiiieieieiee ettt e e e 40,000
Dividends Declared.........oocoouvveeeeiieeeeiiieeeeeeeeeeeeee e 40,000

2. a. The basic elimination entry at 12/31/06 (equity method):

ComMmMON StOCK.......ooiviieieeriiee e 100,000

Additional Paid-in Capital..........cccceevvevienienienienieeeseeeeieenenn 60,000

Retained Earnings, 1/1/06.........ccceeevvevienciieiieieere e 600,000

Equity in Net Income of Subsidiary.........ccccceevvvevieniienieenneeneene, 260,000
Dividends Declared...........oooovuvveeeiiiiiiiiiiiiieeeeeeeeee e 120,000
Investment in Subsidiary..........ccecceeveieiiiniieniiee e 900,000

b. The basic elimination entry at 12/31/06 (cost method):

CommON StOCK......coooeieiiiiiiieeeeeee e 100,000
Additional Paid-in Capital..........cccceeeeiiiiiiiiniieciiecieecee e 60,000
Investment in Subsidiary..........ccocceeveieiiiniiere e 160,000
The intercompany dividend elimination entry:
Dividend INCOME. ......uvvvieeiiiieeeeeeeeeeeeeeeeeeeeeee e e e e e 120,000
Dividends Declared............ooovvviiviiiiiiiiiiiieeeeceeee e 120,000

3. Situations a, b, and c:

Investment in SUbSIAIArY.........c.ccvevivviieieieiiciee e $ 77,000
Liability t0 SUBSIAIATY.........ccveieviiiieieieieeeieeieee e $ —0-

The answer is the same for all three situations because the subsidiary’s equity position is positive at
year-end ($5,000 + $95,000 — $23,000 = $77,000).
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4. a. Investment in SUDSIAIAIY.........cocoveieriiiiiiiiccieeeeeeeeee e $ —0-
The subsidiary has a stockholder’s deficiency of $21,000.
b. Investment in SUDSIAIATY......c.ccoevieieiririirieieicieieeee e $ —0-
Liability to SUDSIAIAIY.......ccevieieieieiiriieteresereee e $21,000
c. Investment in SUbSIAIAIY.........ccvevveieieiiiiiicecieeeee e $-0-
Liability t0 SUDSIAIATY.........ccoeeviiuiciiieicieeeeee ettt $10,000

5. a. The basic elimination entry at 12/31/06 (equity method):

COomMMON STOCK......ciiiiiiiiiiiiieeeeeeeeeee e 5,000
Additional Paid-in Capital........c..cccceveriinininnininiencnieeeeen 295,000
Equity in Net Income of Subsidiary.........c.cceevvevveriienieneenieeienn, 70,000
Retained Earnings, 1/1/06..........cccevveeriievieeiienieeieeere e
($250,000 — $70,000 + $30,000).......cccueeeieieiereierieeeieeenns 210,000
Dividends Declared.........ccccuvveeeeeiiiiiiiiiiiiiiieeeeeeeeeeeeen 30,000
Investment in Subsidiary..........cocceeveeiieeniiieiieeeee e 550,000

b. Consolidated retained earnings at 12/31/06:

$880,000 (the parent’s retained earnings)

c¢. Dividends declared to be reported in the consolidated statement of retained earnings for 2006:
$140,000 (the dividends declared by the parent)

6. a. The basic elimination entry at 12/31/06 (cost method):

ComMMON StOCK.......cooiviieieeriie et 1,000
Additional Paid-in Capital.........ccccceeviercrieiiieieienieeeeie e 299,000
Investment in Subsidiary.........c.cceeeevieecieeciiecriereee e 300,000
The intercompany dividend elimination entry:
Dividend INCOME.......cccuvveeiiiiiiiiiiiieeeeeeeee e 50,000
Dividends Declared.........c.oooovveeeeeieeeeeiiieeeeeee e 50,000

b. Consolidated retained earnings at the end of 2006:
$870,000 ($720,000 + $150,000)

c. Dividends declared to be reported in the consolidated statement of retained earnings for 2006:
$260,000 (the dividends declared by the parent)

7. a. The basic elimination entry at 12/31/07 (equity method):

COMIMON STOCK.....eiiiiiiiieiiieeeiee e e e e e e e e e e e 15,000
Additional Paid-in Capital..........cccceeveiieciieiiierieiesiesre e 285,000
Retained Earnings, 1/1/07
($190,000 + $60,000 + $20,000).......cccvriiiriierienriecire e 270,000
Equity in Net Loss of Subsidiary........c.ccceeeeveeviiiieencenieeen. 60,000
Dividends Declared.........c..ocoovveeeeeieeeeciiee e 20,000

Investment in SubsSidiary.........ccceevevieeriiecieciieieeie e 490,000
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b. Consolidated retained earnings at the end of 2007:
$610,000 (the parent’s retained earnings)

c. Dividends declared to be reported in the consolidated statement of retained earnings for 2007:

$230.000 (the dividends declared by the parent)

a. The basic elimination entry at 12/31/08 (cost method):

COMMON STOCK . ...vviiiiiiiiiieeciiiiee ettt 2,000
Additional Paid-in Capital..........ccccceeeviiiiiiiiriie e 98,000
Investment in Subsidiary.........c.ccoeeeevieiieiienieeee e, 100,000

The intercompany dividend elimination entry:

Dividend INCOME.......uuvviiiiiiiieiieiiee ettt 10,000
Dividends Declared...........cooovveveeiiiiiiiieiieeeeeeeeeee e 10,000

b. Consolidated retained earnings at the end of 2008:
$320,000 ($360,000 — $40,000)

c¢. Dividends to be reported in the consolidated statement of retained earnings for 2008:

$80,000 (the dividends declared by the parent)

a. The basic elimination entry at 12/31/09 (equity method):

COMIMON SEOCK....ciiiiiiiieeeeeeeee ettt e e e e e e e e e e 6,000

Additional Paid-in Capital..........cccceevvieiiiiriienieniesiecie e 194,000

Retained Earnings, 1/1/09

($140,000 + $65,000 + $32,000)......cccuemierrieieeieiieiesieie e 237,000
Equity in Net Loss of Subsidiary..........ccocceveneeninieneniencnens 65,000
Dividends Declared............ooovoveeveiiiiiieiiiee e 32,000
Investment in Subsidiary.........c.cceevveviieviieciieciieeee e 340,000

The intercompany dividends receivable and payable elimination entry:

Dividends Payable...........ccocoviiiiininiiniiiiienieteceeeeee 8,000
Dividends Receivable...........cooovvivviioiieiiiiiiiiiiieeeeeeeeeieeeeee 8,000

The corporate overhead allocation elimination entry:

Corporate Overhead Allocation...........ccceeveeveeiienienienieeeeeee, 42,000
Corporate Overhead Allocation...........ccccoeeeeeeneenieneencnienene 42,000
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b. Consolidated net loss for 2009:
$(90,000) ($150,000 decrease in the parent’s retained earnings during 2009 less $60,000 of
dividends declared by the parent during 2009)
c. Consolidated retained earnings at the end of 2009:

$600,000 (the parent’s retained earnings)

d. Dividends to be reported in the consolidated statement of retained earnings for 2009:

$60.000 (the dividends declared by the parent)

e. Parent’s retained earnings at 12/31/09 under the cost method:

$460,000 ($600,000 — $140,000 for the subsidiary’s undistributed earnings at 12/31/09)

f. The basic elimination entry at 12/31/09 (cost method):

COomMMON SOCK......iiiiiitiriieeeiieee e e 6,000
Additional Paid-in Capital.........ccccceeveieeireiierieriesiene e 194,000
Investment in Subsidiary.........c.cceveeviieviieciieciieeee e 200,000

The intercompany dividend elimination entry:

Dividend INCOME.........ooeiieeiuriieieeiriee e 32,000
Dividends Declared............ooovoveeeeiiiiiiiiiieeeeeeeeeeeee e 32,000

The intercompany dividends receivable and payable elimination entry:

Dividends Payable..........cccoouiiiiiiiiiiieiee e 8,000
Dividends Receivable.............oooevuveeeieeciiieeeeeieee e 8,000

The corporate overhead allocation elimination entry:

Corporate Overhead Allocation...........cceevveevciieiciieniiieeciie e 42,000
Corporate Overhead Allocation............coeceereiniieiieniieiieeae 42,000

10. a. The basic elimination entry at 12/31/06 (cost method):

COMMON STOCK . ...vviiiiiiiiiie ettt eee et 15,000
Additional Paid-in Capital..........ccccceeviiiiiiiiiie e 285,000
Investment in Subsidiary.........ccccoeveeeieiieiieiieeeeee e, 300,000

The intercompany dividend elimination entry:

Dividend INCOME......uuvviiiiiiiiiiiiiiee et 25,000
Dividends Declared...........cooovuveeeeeiiiiiiiieeiee e 25,000
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The intercompany dividends receivable and payable elimination entry:

Dividends Payable..........cccooiiiiiiiiiiiiieee e 25,000
Dividends Receivable.............oooevvieiiieiiiieeeeeieeeeeeeeee e 25,000

b. Consolidated net income for 2006:

Parent’s reported net iINCOME.........cevveeeiieeiieeiie e $270,000
Less—Parent’s dividend income............ccoeevvieviienciiencneeeieenne, (25,000)
Less—Subsidiary’s net 10SS........oovereevienieneeninieneeienieneeee (31,000)

Consolidated Net INCOME........cerveririeuirieirieeeieeeiee e $214,000

c. Consolidated retained earnings at the end of 2006:

$487.000 ($410,000 + $77,000 for the subsidiary’s  undistributed  earnings
at 12/31/06)

d. Dividends to be reported in the consolidated statement of retained earnings for 2004:

$160.,000 (the dividends declared by the parent)

e. Parent’s retained earnings at 12/31/06 (equity method):
$487.000 ($410,000 + $77,000 for the subsidiary’s undistributed earnings at 12/31/05)

f. The basic elimination entry at 12/31/06 (equity method):

COMMON STOCK ....cciiiuiiiiiiiiiiee ettt 15,000

Additional Paid-in Capital...........cccceeeeiiiiiiiiriiecieeeecee e 285,000

Retained Earnings, 1/1/06

($77,000 + $31,000 + $25,000).....c.cccciecieriiiierenieeieieeeeeee e 133,000
Equity in Net Loss of Subsidiary..........ccccccverververcrencrrnnieennen. 31,000
Dividends Declared............coovvvvvevveiiiieiiiieeeeeeeee e 25,000
Investment in SubSidiary........c.ccccveeeiieriieeviesiie e 377,000

The intercompany dividends receivable and payable elimination entry:

Dividends Payable..........cccocovieniiiiiininiiiciieeeeee 25,000
Dividends Receivable...........cooovvvvvviiiiiiiiiiiiiiieciceeeeeeeeeeeee 25,000

11. Cost Method Solution (see the following page):
Sequential Methodology for Solving Problem 11:

(1) Record Dividend Income of $20,000 (100% of $20,000).

(2) Record Investment account balance at $60,000 (100% of subsidiary’s ending common
stock and additional paid-in capital balances [$5,000 + $55,000]).

(3) Calculate the parent’s total assets to be $702,000.

(4) Force out the parent’s ending retained earnings of $222,000 (knowing that the total
liabilities and equity amount is $702,000).

(5) Force out the parent’s beginning retained earnings of $172,000 (knowing that the
parent’s ending retained earning is $222,000).
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PAXCO AND SAXCO
Consolidation Worksheet as of December 31, 2006

(100% Owned) Consolidation Entries Consoli-
Paxco Saxco Dr. Cr. dated
Income Statement (2006):
SaleS...cooviieiiieeeeeeeeeeee e 620,000 280,000 900,000
Cost of sales......ccocoevvereeennennns (360,000) (130,000) (490,000)
EXpenses......cccevvervenieenieennenn. (190,000) (100,000) (290,000)
Dividend income...................... 20,000 20,000 ,000
Net Income 90.000 50,000 20.000 120.000
Stmt. of Retained Earnings:
Balances, 1/1/06..............ccc..... 172,000 110,000 282,000
+ Net income..........ccovveeerveennee. 90,000 50,000 20,000 120,000
— Dividends declared................ (40,000) (20,000) 20,000 (40,000)
Balances, 12/31/06.................. 222,000 140,000 20,000 20,000 362,000
Balance Sheet (12/31/06):
Cash....c.oooovieeiiecieeeecee, 47,000 15,000 62,000
Accounts receivable................. 83,000 37,000 120,000
Intercompany receivable.......... 2,000 2,000 ,000
INVentory......ccoeevvevereerveereennnenn 110,000 55,000 165,000
Investment in subsidiary.......... 60,000 60,000 ,000
Property and equipment........... 720,000 186,000 906,000
Accum. depreciation................ (320,000) (13.000) (333,000)
Total Assets 702,000 280,000 62,000 920,000
Payables and accruals.............. 130,000 25,000 155,000
Intercompany payable.............. 2,000 2,000 ,000
Long-term debt..........cccceeuenene 150,000 53,000 203,000
.................................................. ,000
Parent:
Common stock (no par)........ 200,000 200,000
Retained earnings.................. 222,000 222,000
Subsidiary:
Common stock $1 par........... 5,000 5,000 ,000
Add’l paid-in capital............. 55,000 55,000 ,000
Retained earnings.................. 140,000 20,000 20,000 140,000
Total Liab. & Equity........... 702,000 280,000 82,000 20,000 920,000

Proof of debit and credit poStings...............cc.cccceveviveieannninn. 82,000 82,000
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12. Equity Method Solution:

Sequential Methodology for Solving Problem 12:

(1) Record Equity in Net Income of $50,000 (100% of $50,000).

(2) Record Investment account balance at $200,000 (100% of subsidiary’s ending stockholder’s
equity of $200,000).

(3) Calculate the parent’s total assets to be $842,000.

(4) Force out the parent’s ending retained earnings of $362,000 (knowing that the total liabilities
and equity amount is $842,000).

(5) Force out the parent’s beginning retained earnings of $282,000 (knowing that the parent’s
ending retained earning is $362,000).

PAXCO AND SAXCO
Consolidation Worksheet as of December 31, 2006

(100% Owned) Consolidation Entries Consoli-
Paxco Saxco Dr. Cr. dated
Income Statement (2006):
Sales....cooieriieieeie e 620,000 280,000 900,000
Cost of sales.........ccevereerveennen. (360,000) (130,000) (490,000)
EXpenses.....cccccvevveveenieenieennenn, (190,000) (100,000) (290,000)
Equity in net income................ 50,000 50,000 ,000
Net Income 120,000 50,000 50,000 120,000
Stmt. of Retained Earnings:
Balances, 1/1/06........ccoveuvresenes 282,000 110,000 110,000 282,000
+ Net iInCome.......coevvveeeveenenne. 120,000 50,000 50,000 120,000
— Dividends declared................ (40,000) (20,000) 20,000 (40,000)
Balances, 12/31/06.................. 362,000 140,000 160,000 20,000 362,000
Balance Sheet (12/31/06):
L7 1] | WSS 47,000 15,000 62,000
Accounts receivable................. 83,000 37,000 120,000
Intercompany receivable.......... 2,000 2,000 ,000
INVentory........ccceeveeeeevereeennne. 110,000 55,000 165,000
Investment in subsidiary.......... 200,000 200,000 ,000
Property and equipment........... 720,000 186,000 906,000
Accum. depreciation................ (320,000) (13,000) (333.000)
Total Assets 842 000 280,000 202,000 920,000
Payables and accruals.............. 130,000 25,000 155,000
Intercompany payable.............. 2,000 2,000 ,000
Long-term debt...........ccueenuenee. 150,000 53,000 203,000,000
Parent:
Common stock (no par)........ 200,000 200,000
Retained earnings.................. 362,000 362,000
Subsidiary:
Common stock $1 par........... 5,000 5,000 ,000
Add’l paid-in capital............. 55,000 55,000 ,000
Retained earnings.................. 140,000 160,000 20,000 ,000
Total Liab. & Equity........... 842,000 280,000 222,000 20,000 920,000

Proof of debit and credit poStings...............cccocceeecveveienciancnn. 222,000 222,000




