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PREFACE

The development of the accounting technigue for holding
companies started only a few decades sgo and, im reality, is still in
the kindergarten stage. #1th the advent of the holding company and its
subsequent growth into our present-day intricateborganiaatibnﬁ; individusl
gompany balunce sheets became “passe”. The inter-relation of the capiiul
structure of each legal unit became so involved that with the individusl
balsnce sheets only sn accountant or a financier could lnterpret the
situation, .sccounting parslleled the new business organization growth
by the inception of the consolideted bulunce sheet,

although the consolidated balance sheet is a new idea,
concelved for a unique situstion, and beset by an almoet infinite number
of variations, authors have been surprisingly slow in covering the
subject with originality. The textbook authors seem to consistently feel
that the genersl principles are sufficisnt for the student, snd they
aceompliah this largely by & voluminous supply of examples which before
long will create the impression of an impregnable science. Iifgazine
articles on consolidated balance sheets deal practically one hundred
percont with special problems of consolidating which are too technical
for any except the professional. 7The field could well afford to receive
contributions that would cross the two extremes into clear and conecise
discussions of the underlying principles with a working knowledge of the

variations that may be expected.
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This work, thbug,h no radical departure from the gonven-~
tional, first presents a coumplete discussion around the investment
sccount which should lay the foundation for any of the variations
likely to be encountered. after s gemeral survey of the variations
with theoreticel opinions interdispersed, sn illustrative problem with
representative variations and its solution is given. Commenss on the

problem refer by page number to the discussions in the first seations.

L. M. Et, Jr.
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INTHRODUCTION

The broad field of accounting readily emdraces three
main sub-divisions; namely, (1) the gathering of financial data, (2) the
presentation of data compiled, and (3) the interpretation of the data,

Cften the first sub-division is termed the function of the bookkeeper, the
second sudb-division the nerrowed function of the accountant, and the third
sub-division the function of the business exstutive. Kven though this
detailed functioning 1s often ths prevailing tdea of the laymas, -even a
cursory cxsmination of the technicsl phtses of each funetion by any ‘business
man would reveal such an inter-relation that the accountant must neeessarily
be expertly schooled in each class. The bookkesper may still be an expert
in gathering deta, the exscutive an expert in interpretation, yeot the
accountant must have sound knowledge of both, together with hie sound
principles of correlation necessitated in the presentation work.

To 1llustrate scmewhat the correlation reguired of the
sccountant, essume that the business executive in the execution of his
mensgerial 4duties realized the necessity of having certain statistieal data
for the intelligent solution of his problems. The situation, an outline
of the desired facta, would be placed in the hands of the moccountent.

Simply speaking, & report of such facts would be requested of the accountant.
If the fmets for such report were unobtainable in the ordinary bookkeeping
procedures, the aceountant must rearrange or reclassify the obtainadle data

until the desired facts are available, This may even necessitate the re-



arrangement of the bookkeeping procedures in order to obtain such data
sconomically for fusure reports. The reclassification process or the
installation of the new bhookkeepingz mysteam could only be accomplished by

one thoroughly familiar with whet was to be presented, and one aould not
clearly present or sven understand what was to be presented unless he knew
the situation that ealled for such information. The present-day significence
of the aceountant in the huge amodern industrial organimations is such that

he often occupies the position of adviser to the executives, offering them
the advantage of the detailed knowledge of the clerical routines and an
understanding of the operations of the general Musiness policles.

It ia the purpose of this thesis to snalyse and discuss
some of the problems necessaitated by and pesulisr 0 the modern inter-
relation of corporations. A corporation is a legal entity and as susch must
keep its own system of books; yet, we may bave ons corporstion legally
owning another ~ a aituation 1likely to ceuse the executives to reguest a
pieture of all cﬁﬁ,arationa &8 One composite company, parsiocularly if such
two or more corporstions are couperating as one eanterprise. This would
requirs the sccountsnt not only 6 understand thoroughly the records of
each legsl unit, but also to realine what type of pioture (balance sheet)
should be preasented, together with all the legal phases involved. The
pressntation of consolidated statements, then, deals not with the corrslation
of the intezrate parts of one eompsmy, but w»ith the correlation of several
companies.

Our modera industrisl ammchbinery seems unable to operate

b

without its “large~scale" methods. During the last hulf~eantuxy,‘x§ have
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witnessed the growth of individual unite of our industrial machinery to
undresmed proportions; even the bdilliom-dollar capitalization having been
surpesesd, This individual unit growth has taken place by many methods.
“e have seen the companies expanding by normal growth (reinvestment of
prefits) from the small unit to what could be termed the large-scale
sompany, a process which must necessarily bde relatively slow. Liore often,
however, our lsrge capltalizetions are the result of the combdbining of
existing companies with or without reorganization of the caplital stiructure.
Combinations which are teehnically termed consolidations and mergers are
handled, after the imitial transactions sffecting the change, with one set
of books and the mccounting problems iavolved are complicated omly by the
size increuse of the company -~ its‘grnatéf va?ieiy‘af’progértidi and
enlargement of functions. In contrsst, the combination effected by a holding
compsny does not alter the number of sets of books. In a holding company
the dealings are with the stockholders, one legel unit controlling another
legael unit by actually being s stockholder or owning its stock, and the
normal accounting problems of the individusl compenies remein unchanged.
“hen 3 "Consolidated tatement” of the several inter-related units is desired,
the presentation of such a statemsnt does not feceasitate an actual book
recording, but is sccomplished by the analysis of the sccounting results of
the individual books.

“1f we view the several (affiliated) companies as sepsrats
corporations, the balance sheet of each company should clbaélréprnsan% the

tacls of its finsncial conditiom.” ®  Yet, this could not b frue of the

S

Yinney, i.A., Principles of iccounting, Chapter 48, page 2
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nolding company (the parent company or the company with ths controlling
interests) sinee am intelligent reading of its investment secounts (the
company muy Or may not be sn operating unit) would entirely depend on the
financial condition of the subsidiavies represented. Also an inter-relation
of the subsidiaries is likely to exist, particularly since the policies of
all the subsidiaries are dictated and controlled by the ons governing body,
which would in ifitself eause any individua) statement to be distortsd and
weaningless. [he solution to the inherent imperfections caused by thess
relationships is to disregard legel structure and to present a balance shest
of the entire affiliation ss one operating unit. If this is done, the
coﬁaolidatoﬂ balance sheet obtained would present a coherent and logical
pictére of the fictitious corporstion, the same picture that would be
prnsehtnd were the subsidiary companies metually opersting under one charter.
"The consoiiaatad balance sheet represents the true position of the whole
greap of tkobccnatituent companies to the cu#mide world, and is thus not
ihe balence shaat of a corporation, but of a condition after eliminating
all the relations of the constituent companies one to another.” *
Realizing the complexities of affilistions and the possible
Juggling between companies, Hection 45 of the hevenue Aot of 1028 reeds as
follows:
4LLOCATION OF INCOME AND DEDUCTIONS
In sny case of two or more trades or businesses (whether
or not incorpormtad, whether or not organized in the United utates,

and whether or not affiliated) owned or controlled directly or

* Jaton, w. a., aAccountaats® Handbook, page 1017, ionsld Fress Company,

as yuoted from Dickinson.
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indirectly by the same interesta, the Commissioner iz
authorized to distribute, apportion, or alliocate gross
inocome or deduciions between or among such trades or
pusinesses, if he determines that such distribution,
spportionment, or allocation is necesssry in order to
prevent evasion of taxes or olearly to reflact the income

of any of such tradez or businesses.”

Tiis section, which was retained verbutim in ‘the Revenus
aeb of LvdZ, was evidently included to permit the Comuliaslioner Lo alter
his usual procedures 1T it "is necessary in order to preveni evasion of
taxes or clearly to reflect the income” of the businesses making the returns.
The seclion in {tselfl adnmits the possibility of misrepresentation ol factas
if the ususl individusl reports were made. It forms the background for
slliowing, lor tex purposes, consclidated returns {0 be prepared for an
Yaffilisted group”,us defined im the law, instead of ithe usual individual
raturne.

KEVIKUE 40T OF 1928, section 14l (4]

Jefinition of "effilisted group”. .8 used in ihis
section an "affilieted group” means one or more chaims of
aorporations connected through stock ownership with s
common parsnt corporation if -

{1) 4% lemat 96 per centum of the stock of sach of
the corporations {except the common parent corporstion) is
owned directly by one or more of the other corporations; and

{2) 'The common parent corporation owns directly at
least 90 per centum of the stock of at least one of the other

corporstions.
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a8 uped in this sub-seciion the term "stuck
Gdoes nob include non~-voting stook which is limited and
preferred as to dividends.

The ahove seciion was retsined verbatim in the sevenus
astoof 1832, for income tux purposes in the Utste of Virginia, the Tux
Lode of 1930, paragraph 68 (¢, defines the term "affiliated group” substan-
Sisily the ssme as follows:

For vhe purpose of this section two or more

corporstions shall be deemed to be affiliated; (L) if one
corporation owns at lemat ninety~five per csntum of the
yoting stock of the other or others; (&) if at least
ninety-tive per centum of the voilng stock of two or more
corporations is owned by the same interests.

Thus it is that the governments in some cases regquire
several compsnies to report, for tax purposes, their conditions or tueir
pperations as one unit., Hven though the goveraments do not require combined
reburng of meny affiliated compsnies that ectuelly have only one controlling
board, & consolidated belance shest is often desired as a matter of business

menaseaeat end interpratsplon.
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1. General Procedure of Consolidating Balance sheets

Substitution in Investment Account:- The most obvious and
often the most difficult prodlem in presenting a consolidated balance sheet
of a holding ccm)any and its subsidiaries is in connection with the invest-
ment account. The entire idea behind the comsolidation of balsnce sheets is
to substitute in the invesitment acemnta"af the holding company the clasai-
fied and velued properties represented by such investment. This work would
remain a simple substitution prodblem if the ownership of the subsidiary were
1005, if the investment account of the holding company were the same in
amount as the net assets of the subsidiary, and if no unusual inter-company
transactions took place. Such, however, is not often the case. The dynamic
organism of industry continuously alters the existing conditions while
variances of opinion and variations of procedure work in their share of
coamplications. To illustrate ’the substitution process in its simplest form,
asswse Company H to own 100% of the stock of Compeny 5 and the balunce sheets
of the two compenies at date of acquisition to be as follows:

Company H

Balance Shest
December 31, 1933

crntrne e e A e e A g oty
Assets  Liabilities & Capital

Cash - § 5,000 Accounts Payable §$15,000
Investment in Co.3 50,000

Furniture & Fixtures 10,000 ‘ ’
Buildings 20,000 Capital & Surplus _70,000

$85,000 85,000

—— ——
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Compeany &
Balance sheet
Degcember 31, 1933

Assets Liabilisies & Capital

Cash § 4,000 Aaccounts Payable $20,000

Furniture & Fixtures 18,000

Buildings 48,000 Capital & Surplus 50,0@0,
§701090v ﬁ?OEOOG

The balance sheet of Company & im complete in itself and
lends itself to analysis, while the balance sheet of Company H is compli-
cated by the uncertain “"Investment in Company 5 - $50,000", and the
uncertainty could not be clesared without anslyeing Company 3. If, however,
the balance of Cawpané B had the actusl asset and liabilivy clasaifications
of Company S inserted in place of the "Investment in Company &%, the
resulting balsnce sheet of Company H (but we now must call it the "Consoli-
dated Halance Sheet of Company H and Its Subsidiary Company S") would
present a full view, B0 %0 speak, as follows:

Conanlianttdfﬂllnnst Shees
o

Company H snd Its Subsidiaxy Company S
December 31, 1933

Assots Lisbilities & Capital
Cash % 9,000 acecunts Payadble § 35,000
Furniture & Fixtures 28,000 . ‘
#uildings 068,000 Capital & Surplus 70,000

£105,000 - §105,000
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This example 1llustirates both the sdvantege of comsolidated stutgmenta
{note the presentetion is @s of one company with only the capitel in the
hands of outsiders shown) and the mechanical procedure iﬁvolvod in pre-
pering the statement. .s mentioned, however, the facta that were assumed
for this example were ideal foxr the consolidation.
Varistions which complicate the consolidating procedure:-
The variances that may be encountered in practice and which necessitate
considerations in preaeduiﬁ, the primeiple, of course, remaining the same,
may be classed as follows:
1. Ownership relutionship
a. Holding company complete owner of subsidiary
‘b, Holding company owning two or more: subsidiaries
c. Holding compeny partislly owning subsidiery
 {or subsidiaries)
4. Holding company completely or persially
owning snother holding company
2. Stock cost and subsidiary met worth relationship
" m., Cost price of stock of sudsidisyy cwned by
Bolding company equal in amount Yo' pordion -
of the net assets of the subsidiary repressnted
‘b, Cost price of stock in exceas of net asssets -
scquisition of goodwill
c. Cost price of stock lesas than net assets ~

acquisition of surplus or negative goodwill



3. lielationship chenges effected after consolidation
a. Chenges in ownership relationship due to capitel
stock traunssctions
b. Changes in net worth of subsidisries due to
dividend declarations, profits, and losses
4. Operating relationship
' a. Iniarwoumpany receivables and payables

‘ b. Inter-compsny profits

~ &ince the prucsdure in consolidating two statexentis is the
substitution of net assets of the subsidlazy in place of the investment
account of the holding compeny, such veriances saturally require the main-
tenance of completo records pertaining to stock and the subsidiary relation-
ship. The passing of time and the comsequent changes in the net worth of
all companies push into the bsckground the statistical dsts as of the date
of the consolidation, yet such data are necessary for the preparation of
all future statements., Visualize the complexity of the problem of the
accountant that is called upon to prepars the firast gonaolidated balance
sheet of an affiliation that has existed for ten years or so when capital
s8tock transactions and net worth changes have been numerous. lven if all
of the information were available, the classifying end anslysing would
likely be tedious. If, however, advance knowledge of the preparation of
consolidated atatements is obtained, the accounts may be so kept as to

facilitate the procedure.
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I1. Inveatment acecount Valuation

Principles of valuation:- The genersl principle in the
valuation of assets is to record the asset acquired st full cost and to
leave the asset at such valuabion until loss through use (depreciation)
or a sale requires adjustment. This is based upon the realization that no
profit or loss can theoretically be determined, nor does one axiat,until
the sale is actually consummeted, when stock of corporations is purchased
for temporary investment, the srgumentis for sueh veluation ecineide with
the arguments for the valuation of the other uwsusl assets. The purchase cf
stock for permanent néntxol 48 is the cese in & holding company presents a
different situation. Fixed assetes depreciatse, eand such change is noted
in the accounts; current assets may fluctuate, but the conversion into cash
is expected in the near future; permanent stogk iavestments mey never be
converted into csabh except as dividends are received, yet fluctustions are
continuous since the subsidiary represented by the stock is fluctuating.
1f, then, such permanent stock iavestment is maintained at cost, the future
may likely cause a wide gap to exist between the stock valustion and either
its real value, book vslue, or market value. BHecause of such condisions,
. some asccountants, notably H. A. Finney, reccammend & procedure of constant
change in the investment account, as will be discuseed later, in order to
maintain a definite reilstionship between the investment account valuasion
and the net worth represented. The valuation st cost, however, can yet be
Justifiable, and as some &ccountants claim, advisable. If it ie gemerally
admitted that the individual balance sheet of the holding compsny is incom-
Plete and worthless without the data of the subaidiaries {and sueh is the

case when the percentage of ownership is high), it does not matter at what



figure the iﬁvaatmsnt aeéouﬁta are carrisd, g&reavar, when & consclidated
balunce sheet is prepsred, the investment sccount is dropped from the
statement, lwsving:in its plsce ﬁﬁa currant'Qaluabians ar-fhe subsldinry
properties. Eh@ investment éccounzlwalnation method prbvas to be meaningzleas.

in his éiacuxaian of the walumtion of permanent investments®,
hoy B. Xester states tuab where ospership is controclling,one of two valua-
tions should be used: by pressnting a e¢onsolideted balance sheet; or, if
ounafahip ie paitial and 8 coneclidated balanes sbest ie inedvisable, the
profits and 103;6& of the subsidiayy should be absorbed by the investment
asccount. Since he is sctually considering the consolideted balance sheet
gs one method of valuation, he is thereby imferring that it 1s of no conse-
quence (in so far as valuation for interpretation is concernad) which method
is wﬁpléyeﬁ when comsolidated balance sheets are vo be prepared. The final
result would, in either cese, be the same.

somet imes what may be termed sn “arbitrary weihod of
valustion" is likely to be encountered. Zhis method meyely eliminstes the
AP between the inveatuent mecount and the net worth of the subsidiary b#
ad justmenis to surplua, and at puch timesg as they may seem fit. This seems
to be a haphazard sttempt et the method of sbsorbing the profivs and losses,
but the slovenly manner employed seems to defeat its own abttempls snd to
make the ar&diaation of the cost valuation weakanuss somewhat questionable.

ﬁ@g&rﬁla&s of what theoretical arguments can be sdvanced

for thig or that method of valustion, the sccountant muat, of course, be

* Kester, hoy B., &ccuunting: Theory and Practice, ?0lumn 11, psge 194



prepared to work with any method; and each method requires a geparate
procedure.

Yaluation at cost:~ This method of valuing the investment
account maintains at all times the actusl cost to the holding compeny of
the subsidiary securities., No &Itnm@tbis made td considor the profiss or
losses of the subaidiary. 1f and when a sale is mede, the difference
batnoenktha income and the proportionate cost is ecarried to surplus. Divi-
donds received are handled as other finsncial income items. For ail apy;rant
puryésos, the stock is handled au_if it were owned solely for thouiﬁiisthgnt
returns, end the controlling feature of the subsidiery is in no manner
reflected in the ieconnta as & financial faotor of importaace.

Valuation by absorbing profite snd losses of the subeidiary:-
assuming that no difference existed between the cost of the subsidiary stock
anﬁ thé subsidiary net worth when the purchese was meds, this method main-~
tains the current book value of the subsidiary stock in the investment account.
aceor&iﬁgly, all stransactions affecting the net worih of the subsidiary (or
those changes of the net worth which would alter the book value of the stock]
must be recorded in the investment account of the holding company. This
valuatia# is based upon the theory that since the company owning the stock
has amcﬁg if§ rights the power to control the policies of the owned company,
the assoclation is so cioaa a8 to actuslly justify the profits of the subsidiary
to be handled as profits of thevhnldiag company. Controlling interests enable
the dictation of &ividen& poliey; hence, iha holding company could, at its
| will, legally receive in cash the profits of its aubsidiary. 1f, then, the
holding company could oonvartbinto casb the profit as made by the subsidiary,
why éould it not forlaat such increased valusyiﬁ its inveatment account and

leave 1t as such until it deems it edvisable from the standpoint of both
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companies (likely to be operating es one) to have a dividend declarstion?
The book value of the stock of any company normslly changes
only by profits (from operation and otherwise), losses, and dividend
declarations. In order to illustrate how these net worth changes are reflected
in the investment account, jourmal entries will be given as an example of
emch necessary adjustment.
¥hen the purchase of the stock of the subsidiary is firsst
consummatsd, the following journal eatry is, of course, made to record the
transaction:
Investment in stock of Company X § xxx
Cash {sundry ussets) § xxx
#hen the books of the subsidiary are closed and a profit is ab%crmxhad, such
information is obtained by ths holding compeny. The holding company would
make the following entry in order to bring into the origidﬁl agreement the
investment account and the subsidiary net worth:
Investment in stock of Company X % xxx
Income from Compahy X & xxx
This opersting account "Income from Company X" would be closed into Frofit
anéd Loss with the other financial operating nccounts;‘thns,‘iﬁ"riailty'
recording in the surplus of the holding company the incressed surplus of the
subsidiary. A loss, being naturelly based on the stme theory, would
necessitete & decresse in the investment mccount as follows!
Loss of Company X ' O xxx
Investment in stock of Company X § xXxx

A dividend declaration by the subsidiary c¢reates & receivable for the holding



company. uhen such receivable is realized, it is no more than a conver-
sion into cash of the increase in the investment account as shown above.
The journsl entry, then, would decresse the investment eceount:
Dividend of Compsny X receivable $ xxx
‘Investment in stock of Company X $ XXX
The receipt of the cash would be applied sgainst the receivable:
Cash ¥ xx=x
Dividend of Company X receivable $ xxx
Normally the dividend receivable sccount would be used only if the books
are to be closed and statements prepared bvefore the receipt of the cash;
otherwise, no record would be made until the following entry is necessi-
tated by the receipt of the cash:
Cash i xxx
Investment in stock of Company X § xxx
Thus, by actually recording in the investment account
the changes of the net worth of the subasidiary represented, the investment
account iz maintsined in the same relative position as originally. If,
ag agsumed at the beginning of this section, the cost and book velus were
the ssme, the investment account balance and the current book value would
be maintained ss the seme. Ghen a difference existed between the original
cost and the book value of the subsidiery at the time of purchase, such
difference should always exist. This condition is discussed in & later
section.
Arbitrary valustion:- This method, 1if it can be termed a

method, is opersted by arbitrarily increasing or decreasing the investment
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account when desired so ms to approximate & relationship with the book
value of the subsidiary. Since it maintains neither the cost wvalue nor
the current book valus, adjustments mmet be made to correct to one of the
other two valuations. These adjustments become necessary in calculeting

goodwill n3 is discussed later,
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111. Investment account Elimination

Goodwill from consolidation:- &hen s holding company
purchases the stock of another company, it 1s very unlikuly that the cost
of the stock will be identical with the book valho of the $toek. Iﬁ moat
cases, it seems, the price paid by the holding company is in excess of the
book valuation placed upon the portion of the net assets represented. When
such a variance is true, the first thought is likely to be that such exosess
is due to the existence of goodwill, but the vague end little understood
term may oOr mey not be the true explanation. Whenever such & variance
oaeuré;a thorough ihvuatig&cian and esnalysis should be made to determine,
if possible, wh& such excess is paid; and if the excess is due to the
undervaluation of the assets of the subsidiary, the records of the subsid-
iary should bé adjusted accordingly. The eantire consolidation of the two
etatements would be considerably weskened if the assets of the two
compeanies Being consolidated were valued on different bases. Possibly the
subsidiary has been ultra-conservative in handling its deprecistion cherges,
oizgésaibly actual appreciation of the assets has taken place. In either
~case, the subsidiary should bring its rightful profits on the books. G5Since
controlling interast'is being purchased and the financial gonditions are
to be shown in conaalié&teﬂ statements, the correct valuation for the |
assets of the subsidiary would seem to be current replacement values less
accrued dapreciatiuﬁ. This would sllow the property valuse increase to be
shovn>for thobminority interast {latef in this section) and would eliminate
the amount of the axcosé of the stock aoai oior the book value due to

property valuations.



It is frequently impossible to determine exactly why a
difference exists between price and book values. Market conditions some-
times explain the situation; pure speculation, a desire for the controlling
interest, or sven just & poor invesiment msy be the real reason. Then
azain, of course, goodwill, the ability to make above normal profits, may
actually be an scquired asset. Some accountants, because of the usual
vagueness, advocate merely terming the excess a “"Debit from Consolidations®,
but since the almost universal custom 1s to forego the uncertainty and to
accept the term goodwill, this discussion concerning consolidations will
term it such., Under ahchireumaﬁancba, howsver, property values must
first be adjusted.

In section I, Ceneral Procedure of Consolidating, the
principle of substituting the net asseta of the subsidiary in the invest-
ment account of the‘hoiﬁingvﬁompany was illustrated, whieh procedure
resulted in’priaenzing’a new balance sheet with combined assets and
liabilities and without the investment account of the holding company or
the net worth aeaéio& of tﬁe"aubaiaiary; In cases where goodwill exists,
that 1s to say, if the investment mccount is in excess of the net assets
6 be substituted, such excess should be set up on the new balance sheet
es "Consolidated Goodwill”, If the consolidation is made as of the day the
holding company escquired the aubaiéiafy, the existence of goodwill does
very little in complicating the substitution problem. The difference
between the investment account which is eliminated (that is, not shown
on the consolidated steatement) and the capital stock and surplus of the

subsidiary which is eliminated ia iavsmnunt the goodwill; and the remaining



assets and liabilities aia merely combined. On the other hand, however,
when preparing consolidated balance sheets after the deate of acquisition,
the proéaduro would depend upon the method used by the holding company in
valuing its investment account (see Section II, Investment Account).

¥When the investment account is meintained at cost, elimi-
nationa are complicated since operetions change the amount of the surplus
of the subsidiary with the investment account remaining the same. 3ince
the goodwill must be in amount the same as it was on the date of acquisi-
eion {sssuming, of course, no further stock transactions), the curremt
etpt#il stock and surplus of the subsidiary must be in amount as followa:

o The amount of the investment account (at cost)

Minus goodwill from consolidstion

Plus profits, minus losses, minus dividends
which is the seme 83 ssying

| | Capitel stock and surplus at acquisition

Plus profits, minus losses, minus dividends
The praeeduro‘ot consolidating, in this case, naturally requires that the
current ﬁat worth of the subsidiary be divided into two parts: (1) as it
was at acquisition; and (2) the plus or minus since acquisition. Part (1)
would be eliminated, as in the case discussed in the preseding parsgraph,
with iho investment account being eliminated end goodwill set up; part (2)
would be combined with the surplus of the holding company snd thus shown
on the consolidated balance x.96%.

When the investment account is maintained by abasorbing the

profits and losses of the subsidiary, the "plus profits, minus losses,
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minus dividends® of the subsidlsry has slready Leen reflected in the
surplus of the holding company. The capital and surplus of the subsidiary
will be in amount

| The smount of the investment account

Minus zoodwill from consolidation
since the veluation method itself maintains this condition. The procedure,
then, is to eliminate the lnvestment account, to eliminate the current
eapital atock and surplus of the subsidiary, snd tc set up the difference
as één&iill from consolidation. The seme result must be accomplished
regardless of what bookkeeping procedure is maintained for veluing the
inveatment ac#ount. The comnsolidating procedure varies with respect to the
“aftervacquisibien changes” in the surplus of the subsidiary. These chenges
which must ﬁe retieoted in the conscolidsted balance sheet are determined and
added to the surplus of the holding compeny when the investment account is
maintained at cost; when the investment account is maintained by absorbing
profits and losses, the changes referred to are made to the surplus aeccount
of the holding company as they occur, and require no alterstion at the date
of the consolidated balance sheet.

When the investment account is maintained by arbitrary
valuation, it simply means that some of the changes in the surplus of the
subsidiary have been reflected in the surplus of the holding company and
some have not. This necessitates calculating what amount has not been so
reflected and in some manner %0 have thias added or deducted to the surplus

of the holding compeny. The besi procedure would bs to analyse the account,
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to adjust it to one of the other valuation methoda, then follow the usual
course of that method. : ‘

wurplus from comsolidstion (negative goodwill) :~ %When the
net assets of the subeidiary acquired sre in excess of the amouny peid by
the bolding company for the stosk, gutp;un‘:rgm consoliégniqn is crested.
Some accountants clsim that it is almoal inconceivable that assets 0f sound
value mey be acquired im vxcess of the amount paid, accountenis soncurring
in this opinion refuse to agcept ihe serm "Surolus from Coneolidstion® and
coneider the excesa as negative goodwill. In the cousolidetion process
negative goodwill is epplied sgainst any existing goodwill (purchased
goodwill of subsidieries or of the holding cowpany or goodwill from consoli-
dation) end if no goodwill exista, some sppropriate credit asccount other
tuan surplus would be titled and used.

although it quite frequently happens that s compeny main-
telus water in lts sbock, it slso seems very plausible that a purchase of
stock mey acqnirﬁ”aaaeta:pf current. vaiue above the cost of the stock.
dariket conditions mey affect the price of ithe stock considerably, or the
owners of the stock may, Decause of poor menagement, be willing end desirous
of selling low to new ownera for new menagement,  Whatever ths cause, if
the currently appraised net assets of the subsidiary are in excess of the
cost to the holding compenmy of the stock, e true surplus from consolidation
®ould eeem to exist and would be appropriately shown in the net worth
section of the consolidated statement.

if, however, it cannot De established that the property

values Of the subsidiary wers legitimete, and if en uncertain goodwill
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existed from one cause or another, the practics of canceling one against
another cennot be criticieed. Whether or not one ig applicable for
cancellation sgeinst the other or whether or not they have any sssociation
may matter but very little; the resulting bslance sheet is elearer because
of the elimination of two uncertain, debsiable, and probably mesningless
items.

The procedurs of hendling the consolidation process with
surplus from consclidation differs very little from the discussion on good-
will from consolidation. The sliminstions are beased on the same principles,
the methods of investment acecount valustion control the accounting procedure,
and the smount left over which is a c¢redit rather than a debit is either

~ Applied ageinst an existing goodwill or

Combined with the capital surplus of the consclidated statement.

Kinority interest in subsidiaries:~ In discussing the
valuations of the investment account of the holding compeny (ﬁc«tiea !x3'anﬁ
the goodwill or surplus from consolidation, the assumption was meinteined
that 100% of the subsidiary stock was owned by the holding company. This,
of course, need not be true., The law often requires consolideted returns
if the subsidiery is 96% owned (Introduction, pege §) and business execu-
tives may even require such statements when only 51% of the subsidimrry is
owned. #hen the holding company, then, does not own 100%, the procedure
of consolidating must be altered so s to present that portion of ihe affil-
iation not owned by the controlling interest.

The impossibility of endeavoring to present on the consoli-

dated balance sheet the sctual properties owned by the holding company is
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obvious when it is once reflected that units are being combined and the
ownership in & unit is a proportion rather than certain specific properties.
Then again, if the assets and liabilities of the subsidiaries were only
partially presented, the magnitude of the affiliation would not be shown.
#ithout complete inventories, for sxample, certain ratios used for inter-
pretative purposes would be erroneous, and the statement presentation would
defeat its purpose. It iz necessary for the fulfillment of the purpose of
congolidating statements to present on the consolidated balance sheet the
total assets et the command of the affiliation and the totel outside claims
againat these assets. This means that the minority stockholders of the
subsidiary would have an ownership squity in the net assets of the consoli~
dated balance sheet and that such equity must be shown in the net worth
section.

If, then, & holding compeny only partielly owns the subsidiary,
the procedure of eliminating the investment account of the holding company
against the capital and surplus of the subsidiary must desl only with the
majority interest. When determining the goodwill or surplus from consolida-
tion, the investment account must be compared with only that portion of the
capital stock and surplus that it representa. That portion of the cepital
stock and surplus remaining after elimination with the investment account is
carried to the net worth section of the consolidated statement as “Minority

Interest”®.
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IV, iiiscellansous sdjustments and Eliminations

Adjustments in general:~ The actual process of combining
the balance sheets of the individuasl compsanies of an affiliation ocommences
with the individual adjusted trial baleneee. The individual compenies
adjuat their books, record closing jnurﬁal entries, etcetera, in accordunce
with the regular prineiples of accounting, and then submit to the seccountans,
who is preparing the consolidated statements, the necessary informstion
pertaining to the affilistion. Although the trial balanoces of the individual
companies 8o submitted are termed "adjusted”, they are referred to as such
only with respect tc the one company, further adjustments becoming necessary
before the facts can be combined into one statement.

Notes receivable discounted:- When e company traasfers one
of the notes of its customers to the bank or to another compemy, the usual
procedure is to keep the item "alive™ bheoause of the contingency of &
liability by crediting notes receivable discounted.  The company receiving
the trensferred note merely debits notes receiveble as the offsst to cash.
If both companies to this transfer were companies of the affiliation, an
adjustment must be made when presenting the affiliation as one enterprise.
since the note is still held by the affiliation, the adjustment would
cancel the notes receiveble discounted account credit of the transferor
and the notes receivable account debit of the transferse. If the acoounts
were combined witshout the adjustment, the notes receivadle account of bath
transteror and transferee would contain the same note, and the notes
receivable discountsd account of the tranaferor would vefleot & contingent

liebility that did not exist.
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.+ contingency does not exist when one company of an
affiliation gives its own note to another company which in turn discounts
the note &t the bank. The affilliation has an actual liebility and the
notes recelvable discounted account of the second company must be shown
on the consolidsted statemsnt a3 a notes payable.

Treasury stocki- Dressury stock on the books of subsidisries
present a debatable problem. Although the affiliation has control of the
sale of this potential asset through its control of the companies, and as
such should probably éhowvityeh the counbliﬂatoﬁ atdtaﬁoh&, the éleéf
presentation on the balance sheet presents e peculiar situation. The only
outstanding capital stock of the majority interest of the affilistion is
the cepital stoek of the holding company, and a deduotion from this account
would be confusing with the treasury stock of the holding compeny. The
inclusion of the treasury stock as an asset would likbly'ho‘conquing’
since tho probable intention of the controlling interest is to refrein, if
possible, from allowing minority interest to be increased. Then, %00, the
stock held by the holding company is just as much available fbr'p&bliﬁ
sale ms the stock of the subsidiary held by the subsidiary. Because of
this situation, the stock may be considered as if it were hetuall?‘oadéelad
(adjust against capital stoek account) snd knpﬁ'orfktha balance sheet
entirely. If it is desired to show the total of the securitiss of the
affiliation available for sale, a footnote should suffice.

Treasury bonds:- ?réasury bonds present somewhat the same
situation as treasury stock except for the fact that the bond acoount of

the holding eompany‘ia not eliminated like the stock investment account.
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tonds of one company held by a_nothar‘ are deducted from the liability

48 tremsury bonds. If the debtor compsny has some of its own bonds in

its possession as treasury bonds, two methods are availsble for use.

Since these bonds are 11“&;39,_;\'&11&&3 for sale, they may be considered
the same s the bonds held Ly the other company and be deducted fram the
liability; or, if an internal financial atructure is to be suggested

{that is, if the tremsury bonds on the consclidated bslance ahest are to
suggest the bonds as held by another company of the affiliation), the true
treasury bonds zay be cenceled ageinst the liability and kept entirely
¢ff the balance sheei. '

Preaiua or discount on intor-qw 5b9nda:~ When bonds
are purchased at a premium or discount from an affiliated company, the
premiun or discount of %he issuing company would be canceled egainst the
same accounts of the purchasing eogpany and the honds would be valued at
per us is shown in the preceding section. If, however, the bomds were
purchased at & premium or discount from an outsider, the accounting ls
likely to be quite éﬁirmmg from that of the issuing company. The affili-
ation may look st such differeace us & ;fésu:t,t. of a finsncial investment
with outsiders and record the difference as a deferred item. Visuslizing
the companies of tue effiliation as depariments of one organizatlon,
horever, the traussction appears the same as the retirement of i%s own
bonds with the consequent adjustwent of all deferred interest items. This
latter view would necegsitate clearing all sgoounts pertaining to premium
or diacount’ agalnst the surplus of the holding company. The surplus accounts
of the subsidiaries should not be changed, as such a change would alter

the minority interest calculation.



Inter-company profits:- One compamy of an affiliastion may
sell merchandise to another company of the affilistion and the transaction
be recorded in the same manner as those dealing with outsiders. If consoli-
dated statements sre $o be prepared to present the companies as ons operating
unit, the purchsse and sale transaction is no more than a transfer between
departments and must be so considered. The accounts may be sdjusted by
eliminating the sales oredii of the vendor against the purchases debit of
the vendee; but, if some of the merchsndise is still in the possession of
the vendee and included in the current inventory, the normsl valuation of
cost for the merchandise will include the profit of the vendor. dince thias
merehandise is still unsold in so far as the affiliation is concerned, no
reslized profit has taken place, and the merchandise valuation must be
decreased to the cost to the affilistion.

Here, again, the necessary adjusiment is a simple elimine-
tion under ideal conditions, but rather compllicated under varied relation~
ships. If the vendor company is 1008 a part of the mejority interest, the
entire amount of the recorded profit may be canceled oul of the surplus
against the inventory. If the ecompany recording the profit is only partially
owned by the holding company, the minority interest shonld nbt be deprived
of its part of the profit of the merchandlee whieh, to it, was sold to
outsiders, This necessitetes calculating exactly what portion of the profit
included in the inventory is profit of the mejority interest snd what portion
is profit of the minority interest. The profit of the mejority interest
would be canceled out of the surplus of the majority imterest and the
remaining proflit would be allowed to remesin in the surplus of the minority

intersst. An example will clerify the required adjustment.
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Assume Compeny H to own 80% of Company 5. If the inventory
of Company ¥ included merchandise purchased from Company &, the profit made
by Company o must now be included in the surplus of Company 3. uince BOp
of the recorded profit is majority interest profit, it must be eliminated
from the surplus and taken out of the 1nw6nfory, This is accomplished by
debiting the surplus of the holding company end crediting a veluation reserve
for the inventory. If the surplus or‘the'aubsidiaiy were debited, the
investment account elimination would be based on the net figure with the
consequent miscalculation of the minority interest.

#hen the stock ownership of the affiliation is complicated,
the celculation of the inventory oprofit of the arfiliation often bacames
rather involved. For example, assume the following facts:

Company H owns 80p of Company L

Company L owns 70% of Company M

Company H owns 15% of Company M

Iuventory date ss of adjustiment date:

1. Company L hes in its inventory {2,000 of
merchandise purchased from Company M upon which
Company i made & profit of $150

8. Company H has in its inventory §3,000 of
mmrohanaiéa buréhna&d‘rram Sdmpuny M ﬁ§$§ which
Company M msde & profit of {285

3. Company H has in iﬁs‘inventory 5,000 of
merchandise purchased from Company L upon which
Company L made a profit of ¢700, snd upon which

- Company M made a profit of $6500
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The amount of the inter-company profit of the majority interest to be

eliminated would be caleulated as follows:

ginee L owns 704 of M

and H owns 80k of L

then, H owns through L 56% of M

H owns directly 15% of i

therefore, H has & total of 71 ownership of M, which

mesns that the majority interest has absorbed 71%

of the profits of M.

Frofit Profit  Total
on books on books inter-company
of I of M profit
Inventory data #1 (abova) - $ 150 $ 1560
- Inventory date #2 (above) - 288 285
Inventory data 43 (above) § 700 500 1300
Totals & 700 § 87% & 1876
Majority interest 71% of ¥ (above) 71k of {875 =  621.85

Majority interest 804 of L (owned by H) 80 of §700 = 560,00

Total majority interest in inter-company

'mﬁti‘€vilOQ'UW'CI‘i’.O’i‘O!

1181,85

This inventory valuation reserve would be taken out of the éur’plué of the

holéing company, lesving an inter-company profit of ‘@:1,6’15 minus ‘%%1.181.25

or $393.75 in the surplus of the minority interest.
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Proof of iinority Interests in inter-company rrofit

dinority interest of i 15% of $875 =z ¥131.2%

140.00

"

¥inority interest of L 20% of 700

Cliimrnr minofity interest

of L (208) 10 Mevsoerecer.s...20% Of 706 of $875 = 128.50
jsinority intereat (above) in inter-company profits $393,75

Merchandise in transit:i~ In consolidating the balance
sheets, the inter-company accounts may reveal the fact that merchandise in
transit between two of the companies had not been recorded ou the books of
the vendee. 1In such a case, & journsl entry must be made in anticipation
of the receipt of the merchandise in order %o {neluds the cost {n the -
inventories of the affiliation and to bring into agreement thé payable
of the vendee and the recelvable of the vendor.

Declared dividends unrecorded:- When dividends sre declared,
they immediately become & true liability and should be sO recorded om the
books of the declaring company. Likewise, the declaration of a @ividend by
& corporation creates a receivable for %hd'ktockhﬁldar company. If state-
ments are to be prepared before the payment of the dividends, snd the
recordings have not been mede on the respective books, adjustments for the
dividends must be made before the eliminations could be calculated. The
declaration of & dividend is merely & debit to surplus and a credit to
dividends payable. The reccrding of the receivadle by the stockholder
compsny would dspend upon the method used by the company in valuing its

investment account. If the invesitment accout is maintained at cost, the
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credit for the receivable should zo to surplus; if the investment account
if maintained by sbsorbing profite snd losses, the ¢redit should decrease
the investment account (Section II, psge 14).

Kiseellanvous receivables snd payables:~ iny payasble account
of a debior company to snother compsay must, of course, be in agreement with
the corresponding receivable aceount of the other company., If such is not
true, entries muat be recorded to bring them into agresment. If one company,
for exsmple, had recorded the accrued interest payable on outstanding bonds,
the other companies must, if they own some of the bonds, have the accrued
interest receivable recorded. The inzer~eampaay obligetions, though, are
of no interest on a consclidated balence sheet snd should be eliminated.

The purpose of the consolidated balance sheet iz to merge the assets and
lisbilitlies of the individual compenies, but if such aseets and liabilities

are not those showing the relationship of the affiliation to outsiders, they
are of no significance, Just as both the ianvestment account of the holding
company end the net worth section of s subsidiayy are dropped from a comsoli-
dated balance sheet, 30 is the payable account of one company and the
receivable account of the other coampsny kept from the statement, Ain elimini-
nation of this type merely decreases the current assets and current liabilities

to the amounts reflecting relations with outsiders.
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V. sorkiog irapers for Consolidating

Form and procedure:- when the adjustments and elimina-
540R3 are numerous or complicated, working papers are used in é&téymining the
sonsolidsted balance sheet. The form of the working pupers may vary with the
individual accountant; yet, the form must be such ss to record first the sdjusi-
ments and then to divide between eliminsted and non-eliminated items. The
camsali&ated balance sheet is prepared directly from the non-eliminsted items.

The following work sheet of the simple illustrative problem

of section I will i{llustrate the consolidating procedure:

Consolidating work sheet
Combining Company H With its subsidiary
Gompany o
‘December 31, 1933

: CoB i Cowd @ adjustments i Litmi- @ GoBeo.
: SRR 3 ' ‘ i nations ! :
Devits : : H : : : :
Cash g 5,000 :§ 4,000 : : : 3 8,000
Investment in . 2 H : H :
Co. 3 : 50,000 : s [ 1$50,000 ¢ :
Furniture aad : H : : H H s
Fixtures : 10,000 : 18,000 : : : ;28,000 :
: H H : : H :
Buildings : 20,000 : 48,000 : : ¢ i 68,000 :
1g 85,000 :3 70,000 : : 1350,000  :2108,000
Credits H : : : : : :
Aceoounts payable : 15,000 3 20,000 : H : 3 B35L,000
Capital & surplus: H : : : : :
Coe H 3 70,000 ¢ : : H ¢ 70,000 ¢

: H : H : :

L ow 3 i 50,000 ¢ : : 50,000

¢ 80,000 :§ 70,000 - (990,000 14105,000
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The balance sheets of the affiliated companies sre placed ln columnar form in
the first columns of the work sheet. The next two columns sre then used Jor
any adjustments that may be necessary before the climinations. IThese adjust-
ments may have the debit going to an aecount of one company with the credit
applying against an account of another company. The changes are made only for
the purpose of determining on the face of the work sheet the inter-company ad-
justed balances for elimination or inclusion on the consolidated balance sheect,
and, sccordingly, are not to be posted actually to any account. If desired or
necessary, any one company may record on their particular books the adjusting
transation affecting them, but this would be beyond the acope of the prucedurs
in consolidating the balﬁuca sheota.

The elimination column is for the purpose of dropping these
items that are not to be included in the consolideted statement. Notice in the
preceding example that the capitel end surplus of Company & was eliminated
against the investment account of the holding company, Company Hd. woince the
items of both compunies are added together for inclusion on the conmsolidated
balance sheet, the elimination is, in effect, the subastitution of the assets
and liabilities of Coupany & in the iavestment account of Company H.

The consolidsted balance sheet presented for the affiliation
is prepared from the last columm of the work sheet (see page 8).

Illustrative problem:~ Company A, & holding company, owns
controlling interest in Compsny B and Company C. The balance sheets of the

three companies as of December 31, 1933, were ss follows:



Company A
Bmlance sheeld

ueeenber 31, 1B33

Lnsets
Cash & 7,000
advances to Company B 5,000
Temporary Investments 15,000
Investment in Co.B - 90} 71,880
Investment in Co.C ~ 80% 45,000
Bonde of Company B 10,200

Totzl assets

Lisbilities snd vapital

Pividends Payable

Capital Utoek ©140,000
Less: Trsasumy otock 4G, 000 3 130,000
surplus 15,880

193,480

145,680

ﬁlﬁﬁ,&ﬁ%
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Gompany B
Halance sheeb
December 3L; 19435

anbets
Current: ,
Cagh 5 2,500
Company ¢ - current account 5,000
notes rsceivable - trade 5,100
Hotes receivable -~ Yo, U W 8,000
Leas: Rotes disccunied 1,500 B0G
faventories: ; _
bew materials & 2,000
 Work ia process 16,000
- Finished goods 4,000 23,000
Current assets
Investment ia Campany U - 10»
Capital assets:
Lemd G 7,000
Buildings 17,000
dachineyy and rquipment 50,000
Goodwill
Liabilivies and Capital
curreat: v
Accounts payable $ 3,500
Hotes payable 3,100
acerued interest on bonds . - 870
Uividends payable : . 3,200
Advances from Company a 5,000
Carrent llabilisies

Bonda payable § 30,000
Leas: Treasury bonds 1,000
Capital stoek ¢ 65,000
Lesg: Treasury stoek 5,000 & 60,000
Surplus 16,680

w3k ,100

6,200

74,000

8,000
#119,350

% 13,870

29,000

76,680

31192558




- 38 -

GCompany O
HBalsnre sheet
Decembar 31, 1633

aggets
Larrent; ,
Cash $ 5,000
accounts receivable -~ trade A 2,000
Notes recelvable - trade ¥ B,000
Lessilotes receivable discounted 1,000 1,000
inventories:
Raw materials $ 4,500
sork in procoas 8,000
¥inished goods 22,000 24,500 L
Current assets $30,500
Capital sssets:
Land ¥ 4,000
Buildings ' - 15,000
dechinery and Hquipment 20,000 59,000
369,500
Liabilities and Capital
turrent jiabilities:
aceounts payable & 700
Hotes payable ‘ 3,500
Company 8 -~ surrent account 1,000
WNotes paysble - Compeny B 2,000
Dividends payable 1,500
Current lisbilities & 6,700
Capital stock & 00,000
wurplus 12,800 62,800

369,500




(pon investization, the following dste were disclosed
conesroaing the affiliation:

1. The investment accounts in the stock of Company ¥ and
Gompuay ¢ oi the books of Company & have been maintained by absorbing the
profits and losses of the respsciive subsgidiaries,.

2, The investment sccount on $he books of Company B is
valued at cost. The net worth of Lompany ( at date the stock was purchased
wass Capltel stoek - §50,000; Surplus - 44,300,

3. Coumpany ¢ frequently purchases partially processed
merohandise from Company B whiceh Uompsny B prices st 1106 of the sccumulated
ecost so far incurred. On December 35), 1953, Compsny ¢ has in its work-in-
process iaventory 3,500 of merehandise sc purchased. In addition to the
43,300 worth of merchandise, $2,000 of merchandise is in transit between
Company B and Company ¢ and hes not been taken up on the books of Company C.

4. 3750 worth of the notes recelvable shosn on the books
of Compsay U as being discounted were in reality transferred to Company B and
now sppsar in the notes receivable account of Compmay B.

4 consolidated baulence sheet is required to picture the
three companies sz one cperating unit. The following work sheet was prepared

in order to facilitate the preparation of the rejuired statement,



Consolidating work Sheet

Debit Accounts
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Conseiidating
Combining with Compsny
company B and

Lgeember

Debit sccoounts s Qompany 4 ¢ (Company B ¢
Cash e 7,000 ¢ 2,500 : 1
accounts receivable ~ trade H : -
liotes receivable - trade H H 3,106 : 3
inventorlea: : : : &
Haw materials : 3 2,000 : 85
“ork in process : H 16,000 : 6
Finlshed goods : H 4,000 7
Temporary investments H 15,000 : 1 8
investment in Company B - 903 : 71,880 HIRY
kliminete present book value: : : 210
Capital stock - 90 $60,000 : : :11
surplus -~ 900 $16,930 H s 112
Consolideted goodwill : H t13
Investment in Company ¢ - B0 ] ;000 si4d
sliminate present book value: H : 115
Capitel stock - 805 $50,000 : s :16
surplus - 80 12,800 ¢ H 117
Consolidmted surplus : H 118
investment in Compeny ¢ - 106 H : 6,280 :19
bhliminete at date of scquisition: H H 20
Capital stock - LO% $50,000 : s i21
sSurplus -~ 10h $4,300 : : 182
Congolidated goodwill : H 123

Aonds of Compsny B H 10,200 : 3
far : : :85
Fremium H H 86
Ad¥snces to Compsny B : 5,000 : 187
HNotes receivable - Company : : 2,000 :Z
Coampauny o - carrent account H H 5,000 :29

Land 3 H 7,000 3l
Buildings H : 17,000 :31
Machinery and Lguipment : : 50,000 38

Goodwill : : 8,000 ¢
Preasury bvonds 3 : 1,000 :54
Treassury stock : 10,000 : H,000 3%
iy 163,480 1§ 126,800 136
2 37
;58
Acerued interest on bonds of Cowmpsny B 139
Dividends receivable: $40
stock of Company B owned by Company A 141
stock of Company O owned by Company 4 143
wtock of Company C owned by lompany 3 143
adjustment totals carried forward 144
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Consolidaeting dork Sheet

Upredit accounte



Credit accounts i Compsny 4 : Gouspany B &
afdJustment totals orought forwerd: ; HED Y
agcounts payable : ;g 5,500 : 2
fiotes payable 3 H 3,100 H
Gompany B -~ current asccount H : : 4
Notes payavle - Company 3 H H : 5
agerued interest on bouds : 5 870 HI
Hoives receivable discountsd H H s 7
notes receivable ~ Co. & ~ discounted H : 1,500 : 8
Divideands payable: H : 1 9
by Company a g 7,800 : 310
by Company 5 : H 1,200 sl
by Cawpany ¢ : : 512
advancea [rom Uompany A H : &,000 :13
Bonds payable H s 30,000 14
capital stock: : H 118
Company A : 140,000 : 16
Company B - 850 shares : : 45,000 17
iminate: ) t 118
H. C. 540 sharss ~ 80% : : 119
@aoority ~ 60 shares - 104 : : s 20
Company © ] 5 21
Eliminate: : : 188
He C. {(Owned by Company &) - 80 : : P34

H. ¢. {owned by Company 8} - 10k @ 3 3
Yinority -~ 10% : H 185
surplus: H H 128
Company 4 : 18,680 : 187
Campany : : 14,680 3]

kiiminate: : : :
He Co 900 0F 516,850 H H :31
Minority 10m of {16,830 : : 132
Company C : H 134
aliminate: H H 134
H., C. 80F of J18,800 : : 135
He Ce 10% of surplus at 3 H $56
scquisition (§4,300) 3 : :37
H.o Ce 10k of incresse since H : 138
acquisition {(§8,50Q0) H : 159

Winority 106 of $12,800 ; : s
: & 163,480 P @ ai6,800 34,
Y 534
Heserve for inter-company profite in inventorles 143

44
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{ompany A
and its subsidiaries, Co. B and Co, C

Gonsolidated Balance Sheet

December 31, 1833

|

Aspets
Qukesnks
Cash 212,500
warketable securities 15,000
Accounts receivable 2,000
Notes recelvable ¥ 4,350
Less! Notes receivable discounted 250 4,100
inveniories:
Haw materials 2 6,500
«ork in process 26,000
Finished goods 18,000
48,500
288! Heserve for inter-company '
profits & 4560 48,080
Current assets ‘ ‘
jand % 11,000
Suildings 32,000
seehinery and Lguipment 70,000
Goodwill
Current:
Accounts payable ¥ 4,200
Hotes puyable 6,400
acerued interest on bonds 570
Jividends payable 8,070
Bonds paysble v v 90,000
Less: Inter-company holdings 11,000
siinority interest:
wapital stock ¢ 11,000
wurplus 2,963 ¢ 13,963
Majority interesti:
sapital stock $140,000
Less: Treasury sbock 10,000 $130,000
Surplus 16,180 $146,180

Total nst worth

§ 81,850

113,000
3, 403

¢ 15,940

18,000

160,143
2198, 083
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Gommants i~ The preceding conasolidated belsnce sheet was
prepared from the last column of the work sheet as the required statement
for the affilistion. The adjustmenis asnd eliminstions made on the work
shest will be explained ia the railowiﬁg pervagraphs with references to the
page on which such sdjustments or eliminstions were discussed.

adjustment A was mede 10 record the merchandise in transit
botween Lompeny B and Company C. The work-in-process inventory was debited,
since the material hed already been partially processed by Company B (ses
page S0},

adjustment 2 wes made Yo cancel the treasury stock on the
books of Company B sgainst its capital stoek (ses page 25).

Adjustment C transfers the par of the bonds of Compeny 3
owned by {ompeny A to the treasury bonds sccount. Both the bonds of
Compsny 3 owned by Company 4 and the bonds repurchased by Compeny B are
shown together on the consolidated stetemeni ss inter-compsny holdings (see
paze 25).

Adjustment D records on the bLooks of Company A the receiv-
able due to the accrued intersst on the bonds of Company B {see page 31).
The sccrued interest on bonds acecount recorded on the Looks of Company 3
show an acerual of %% on the cutstanding bonds (3% of $29,000 = 3870).
Compuny A, owning bonds in smount $10,000,has an accrued income of ¥ on
$10,000 or $300.

adjustments L, ¥, and G record on the books of the stock-
holder compsnies the portion of the dividends Geclared that is apolicable

to the stock they own., The credits for ¥ snd F were to the investment
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socounts, sines Company 4 meintained the investument accounts by absorbing
the profits and losses of the subsidiaries (sec page 19}, ince the invest-
ment in Compsny ¢ sccount on the boc#a of Company 3 ils valued st cost, the
eredii in adjustment ¢ is made to the surplus account of Lompany B (see

page 13). Tne amounts were determined ss folliows!

Eﬁﬁﬁﬁﬁﬁi;ié ‘Eﬁﬁﬂﬁﬁi;ii
Capital stock oubstanding 60,000 450,000
_ividends payabie | o 1,200 § 1,500
&ividen& percentage - ‘ 2 3
or value of sbock owned by Co. A §5€,000 440,000
dividend rscsivable % 1,385 | # i;édd
sar value of stock owned by Cu. B s 5,000
vividend raceiv#blé’ - W “150

Adjustment. H oancels against surpiue she premium on the
bonde of Company B evidently purchased from outsiders (sec page 25).

adjustment I cancels the conbingent liability recorded
when uompany C transferyed to Company B notes receiveble in amount
2750 (see page 24).

Adjustument J - the total amount in the iaventories of
Company < {(after adjustment 4) is $5,500. Simce this is 1105 of the cost
80 far incurred, the profit for such merchandise recorded on the books of
Company § is $500. The majority interest in Company 3, owned entiysly by
Company A, is 90p». The reserve, therefore, wes crested for 450 or 04
of 500 {ses page 27). | |

Zliminstions & wnd b are cancelling the portion of the

current net worth of the subsidisrises ss owned by (ompany A sgainst the
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valuation of the investment account with the difference sei up as the
goodwill and surplus, respeetively, scgulred with the purchase of the
stock {see pege 20)., The percentage of cwnersghip was applied against the
current valustions of the net worih accouands because of the walustion of
the investment account by absording profits and losses of the subsidieries.

Elimination ¢ applies the percentage of ownership egainst
the net worth of Compeny C at segqulisition of stock with the dlfference set
up as consolidated goodwill. Jince the investment sccount is valued st
cost, the majority interest portion of the ineresse in surplus since
acquisition must be caerried to the surplus of the consolideaied balance
shest {see page 19).

sliminetions 4, e, £, g, 1, and i sre merely exemples of
eliminating inter-eompany receivables and payables (sse page 31).

Notes receivable ~ Company ¢ ~ discounted, §1,500, was
included in the comsolidated balance sheet with the notes paysble (see
page 29},

ihe comsclideted balance sheet valuation of goodwill was
caleulated as follows:

Goodwill oum the bocks of Compeny B & 8,000

Goodwill arising from the scquisition

of Company & by Company A 1,083

Goodwill arisging from the acquisition

of Ccmpany C by Compsny 3 820
$ 9,873

Less: ipplication of surplus arising from
the acquisition of Co. C by Co. A 6,440
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