[

dandeion.com

dvanced
inancial

Seventh Edition

Richard E. Baker

Northern Illinois University

Valdean C. Lembke

University of lowa

Thomas E. King

Southern Illinois University Edwardsville

Cynthia G. Jeffrey

lowa State University

Boston Burr Ridge, IL  Dubuque, IA  New York San Francisco St. Louis
Bangkok Bogota Caracas Kuala Lumpur Lisbon London Madrid Mexico City
Milan Montreal New Delhi Santiago Seoul Singapore Sydney Taipei Toronto

© 2008 AGI
May be used for personal purporses only or by
libraries associated to dandelon.com network.




Contents

Chapter 1

Intercorporate Acquisitions and Investments

in Other Entities 1

The Development of Complex Business
Structures 2
Enterprise Expansion 2
Organizational Sructure and Business Objectives 2
Organizational Sructure, Acquisitions, and Ethical
Considerations 2
Business Expansion and Forms of Organizational
Structure 4
Expansion from Within 4
Expansion through Business Combinations 4
Frequency of Business Combinations 5
Complex Organizational Sructures 6
Organizational Sructure and Financial Reporting 6
Creating Business Entities 7
Business Combinations 9
Forms of Business Combinations 9'
Methods of Effecting Business Combinations 10
Valuation of Business Entities 11
Accounting for Business Combinations 13
Determining the Purchase Price 13

Combination Effected through Purchase of Net Assets 14

Combination Effected through. Purchase of Sock 19

Financial Reporting Subsequent to a Business
Combination 19

Disclosure Requirements 20

Additional Considerations in Accounting for Business

Combinations 21
Accounting and Reporting Methods 21
Proposed Changes from the FASB 22

Summary of Key Concepts 23

Key Terms 23

Quedtions 23

Cases 24

Exercises 27

Problems 38

Chapter 2
Reporting Intercorporate Interests 49

Accounting for Investments in Common Stock 49
The Cost Method 51
Accounting Procedures under the Cost Method 51
Declaration of Dividends in "Excess of Earnings since
Acquisition 51

Acquisition at Interim Date 53

Changes in the Number of Shares Held 53
The Equity Method 53

Use ofthe Equity Method 54

Investor s Equity in the Investee 54

Recognition of Income 54

Recognition of Dividends 55

Carrying Amount of the Investment 55

Acquisition at Interim Date 56

Difference between Cost of Investment and Underlying

Book Value 56

Changes in the Number of Shares Held 60
The Cost and Equity Methods Compared 61
Interests Other than Investments in Common
Stock 63

Investments in Partnerships 63 .

Nonequity Interests in Other Entities 65
Additional Considerations Relating to the Equity
Method 66

Determination of Sgnificant Influence 66

Unrealized Intercompany Profits 66

Additional Requirements ofAPB 18 67

Investor s Share of Other Comprehensive. Income 68

Tax Allocation Procedures 68
Accounting for Investments in Subsidiaries 71
Summary of Key Concepts 71
Key Terms 71
Questions 72
Cases 72
Exercises 74
Problems 83

Chapter 3

The Reporting Entity and Consolidated
Financial Statements 92

Usefulness of Consolidated Financial Statements
Limitations of Consolidated Financial Statements
Subsidiary Financial Statements 94
Consolidated Financial Statements: Concepts and
Standards 94

Traditional View of Control 94

Indirect Control 95

Ability to Exercise Control 95

Differences in Fiscal Periods 95

Changing Concept of the. Reporting Entity 96
Overview of the Consolidation Process 96
The Consolidation Process Illustrated 97

93
93,



xviii  Contents

The Consolidated Entity 98

Mechanics of the Consolidation Process 101
Noncontrolling Interest 102
Combined Financial Statements 103
Special-Purpose and Variable Interest Entities 103

Off-Balance Sheet Financing 104

Qualifying Special-Purpose Entities 104

Variable Interest Entities 105
Additional Considerations—Different Approaches
to Consolidation 107

Theories of Consolidation 107

Comparison of Alternative Theories 108

Current Practice 110

Future Practice and Proposed Changes

from the FASB 110

Summary of Key Concepts 111 |
Key Terms 112
APPENDIX 3A
Consolidation of Variable Interest Entities 112
Questions 113
Cases 114
Exercises 117
Problems 126

Chapter 4
Consolidation of Wholly Owned
Subsidiaries 134

Consolidation Procedures 134
Consolidation Workpapers 135
Workpaper Format 135
Nature of Eliminating Entries 135
Preparation of Consolidated Balance Sheet
Immediately following Acquisition of Full
Ownership 136
Full Ownership Purchased at Book Value 137
Full Ownership Purchased at More than Book Value 139
Treatment of a Positive Differential 141
llustration of Treatment of Debit Differential 143
Full Ownership Purchased at Less than Book.Value 145
Illustration of Treatment, of Credit Differential 146
Ownership Purchased at More than Book Value and Less
than Fair Value 148
Consolidation Subsequent to Acquisition 148
Consolidated Net Income 149
Consolidated Retained Earnings 149
Worlgoaper Format 150
Consolidation Subsequent to Acquisition—100
Percent Ownership Purchased at Book Vaue 152
Year of Combination 152
Second and Subsequent Years of Ownership 155
Consolidated Net Income and Retained Earnings 157
Consolidation Subsequent to Acquisition—100
Percent Ownership Purchased at More than Book
Value 158

Year of Combination 159
Second Year of Ownership 164
Intercompany Receivables and Payables 167
Push-Down Accounting 168
Summary of Key Concepts 169
Key Terms 169
APPENDIX 4A
Push-Down Accounting Illustrated 169
Questions 171
Cases 172
Exercises 174
Problems 184

Chapter 5

Consolidation of Less-than-Wholly Owned
Subsidiaries 196

Effect of a Noncontrolling Interest 196
Consolidated Net Income 196
Consolidated Retained Earnings  19.7
Workpaper Format 198
Preparation of Consolidated Balance Sheet
Immediately following Acquisition of Controlling
Ownership 198
Consolidation Subsequent to .Acquisition
of Controlling Ownership 201
Year of Combination 202
Second Year of Ownership 206
Discontinuance of Consolidation 210
Treatment of Other Comprehensive Income 210
Modification ofthe Consolidation Workpaper 211
Adjusting Entry Recorded by Subsidiary 212
Adjusting Entry Recorded by Parent Company 212
Consolidation Workpaper—Second Year following
Combination 212
Consolidation Procedures 212
Consolidation Worlgjaper—Comprehensive Income
in Subsequent Years 214
Additional Considerations 216
Subsidiary Valuation Accounts at Acquisition 216
Negative Retained Earnings of Subsidiary
at Acquisition 217
Other Sockholders 'Equity Accounts 217
Subsidiary’'s Disposal of Differential-Relaied
Assets 217
Changes Proposed by the FASB 218
Summary of Key Concepts 219
Key Terms 220
APPENDIX. 5A
Consolidation and the Cost Method 220
APPENDIX 5B
[llustration of the FASB's Proposed
Changes 226
Questions 230
Cases 231



Exercises 233
Problems 246

Chapter 6
Intercompany Transfers of Services
and Noncurrent Assets 260

Overview of the Consolidated Entity 260
Elimination of Intercompany Transfers 260
Elimination of Unrealized Profits and Losses 261

Intercompany Transfers of Services 263

Intercompany Transfers of Land 264
Overview of the Profit Elimination Process 264
Assignment of Unrealized Profit Elimination 265
Downstream Sale 267
Upstream Sale 270 .

Eliminating Unrealized Profits after the First. Year 274
Subsequent Disposition of Asset. 275

Intercompany Transfers of Depreciable Assets 277
Downstream Sale 277
Change in Estimated Life of Asset upon Transfer 285
Upstream Sale 286
Asset Trangers before Year-End 292

Intercompany Transfers of Amortizable Assets 292

Summary of Key Concepts 292

Key Terms 293

APPENDIX 6A

Intercompany Transfers of Noncurrent

Assets—Fully Adjusted Equity Method and Cost

Method 293

Questions 302

Cases 303

Exercises 305

Problems 312

Chapter 7
Intercompany Inventory Transactions 325

General Overview 325
Trangersat Cost 325
Transfers at a Profit or Loss 326
Effect of Type of Inventory System 326
Downstream Sale of Inventory 326
Resale in Period of Intercorporate Transfer 327
Resale in Period following Intercorporate Transfer 328
Inventory Held Two or More Periods 334
Upstream Sale of inventory 334
Basic Equity-Method Entries—20X1 335
Consolidation Workpaper—20X1 335
Consolidated Net Income—20X1 337
Basic Equity-Met hod Entries—20X2 33 7
Consolidation Workpaper—20X2 338
Consolidated Net.,Income—20X2 338
Additional Considerations 339’
Sale from One Subsidiary to Another 339

Contents  xix

Costs Associated with Transfers 340

Lower of Cost or Market 340

Sales and Purchases before Affiliation 341
Summary of Key Concepts 341
APPENDIX 7A
Intercompany Inventory Transactions—Fully
Adjusted Equity Method and Cost Method 341
Questions 345
Cases 346

. Exercises 348

Problems 357

Chapter 8
Intercompany Indebtedness 371

Consolidation Overview 371
Bond Sale Directly to an Affiliate 373
Transfer at Par Value 373
Transfer at a Discount or Premium 373
Bonds of Affiliate Purchased from a Nonaffiliate 376
Purchase at Book Value 376
Purchase at an Amount Less than-Book Value 376
Purchase at an Amount Greater than Book Value 389
Summary of Key Concepts 390
Key Terms 390
APPENDIX 8A
Intercompany |ndebtedness—Fully Adjusted
Equity Method and Cost Method 390
Questions 395
Cases 396
Exercises 397
Problems 402

Chapter 9
Consolidation Ownership Issues 416

Subsidiary Preferred Stock Outstanding 416
Consolidation with Subsidiary Preferred Stock
Outstanding 416
Subsidiary Preferred Sock Held by Parent 419
Subsidiary Preferred Stock with Special Provisions 420
Illustration of Subsidiary Preferred Stock with Special
Features 421
Changes in Parent Company Ownership 423
Parent's Purchase of Additional Shares from
Nonaffiliate 423
Parent's Sale of Subsidiary Shares to Nonaffiliate 424
Subsidiary's Sale of Additional Shares to
Nonaffiliate 428’
Subsidiary's Sale of Additional Shares to Parent 43.1
! Qubsidiary's Purchase of Shares from Nonaffiliate 432
Subsidiary's Purchase of Shares from Parent 434
Complex Ownership Structures 435
Multilevel Ownership and Control 435
Reciprocal or Mutual Ownership 440



xx Contents

Subsidiary Stock Dividends 445
Illustration of Subsidiary Sock Dividends 445
Impact on Subsequent Periods 446
Summary of Key Concepts 447 o=
Key Terms 447
Questions 447
Cases 448
Exercises 449
Problems 456

Chapter 10

Additional Consolidation Reporting
Issues 463

Consolidated Statement of Cash Flows
Preparation of a Consolidated Cash Flow
Satement 463
Consolidated Cash Flow Satement Illustrated 464
Consolidated Cash Flow Satement—Direct Method 466
Consolidation Following an Interim Acquisition 468
Parent Company Entries 469
Consolidation Workpaper 469
Consolidation Income Tax Issues 472
Allocation of Tax Expense When a Consolidated Return
IsFiled 472
Tax Effects of Unrealized Intercompany Profit
Eliminations 473
Consolidated Earnings per Share 476
Computation of Diluted Consolidated Earnings per
Share 477
Computation of Consolidated Earnings per Share
lllustrated 478
Summary of Key Concepts
Key Terms 480
Questions 480
Cases 481
Exercises 483
Problems 489

463

480

Chapter 11
Multinational Accounting: Foreign Currency
Transactions and Financial Instruments 500

The Accounting Issues 501
Foreign Currency Exchange Rates 502
The Determination of Exchange Rates 502
Direct versus Indirect Exchange Rates 502
Changes in Exchange Rates 504
oot Rates versus Current Rates 507
Forward. Exchange Rates 507
Foreign Currency Transactions 507
Foreign Currency Import and Export Transactions 509
Managing International Currency Risk with
Foreign Currency Forward Exchange Financial
Instruments 512

Derivatives Designated as Hedges 513
Forward Exchange Contracts 515
Case |I: Managing an Exposed Foreign Currency Net
Asset or Liability Position: Not a Designated Hedging
Instrument 517
Case 2: Hedging an Unrecognized Foreign Currency
Firm Commitment: A Foreign Currency Fair Value.
Hedge 522
Case 3: Fledging a Forecasted Foreign Currency Trans-
action: A Foreign Currency Cash FIOM> Hedge 526
Case 4: Speculation in Foreign Currency Markets 528
Foreign Exchange Matrix 531
Additional Considerations 531
A Note on Measuring Hedge Effectiveness 531
Interperiod Tax Allocation for Foreign Currency Gains
(Losses) 532
Hedges of a Net Investment in a Foreign Entity 532
Summary of Key Concepts 533
Key Terms 533
APPENDIX 11 A
Illustration of Valuing Forward Exchange
Contracts with Recognition for the Time Value
of Money 533
APPENDIX 11B
Use of Other Financial Instruments by
Multinational Companies 536
Questions 550
Cases 550
Exercises 552
Problems 563

Chapter 12
Multinational Accounting: Trandation
of Foreign Entity Statements 572

Differences in Accounting Principles 572
Determining the Functional Currency 574
Functional Currency Designation in Highly Inflationary
Economies 576
Translation versus Remeasurement of Foreign
Financial Statements 577
Translation of Functional Currency Statements into
the Reporting Currency of the U.S. Company 578
Financial Satement Presentation of Trandation
Adjustment 579
Illustration of Translation and Consolidation of a Foreign
Subsidiary 580
Noncontrolling Interest of a Foreign Subsidiary 590
Remeasurement of the Books of Record into the
Functional Currency 590
Satement Presentation of Remeasurement Gain
or Loss 591
Illustration of Remeasurement of a Foreign
Subsidiary 592
Summary of Translation versus Remeasurement 593



Foreign Investments and Unconsolidated
Subsidiaries 594
Liquidation of a Foreign Investment 595
Hedge of a Net Investment in a Foreign
Subsidiary 595
Disclosure Requirements 596
Additional Considerations in Accounting for Foreign
Operations and Entities 596
Remeasurement Case: Subsequent Consolidation
Workpaper 597
Proof of Remeasurement Exchange Gain 599
Satement of Cash Flows 600
Lower-of-Cost-or-Markel Inventory Valuation under
Remeasurement 601
Intercompany Transactions 601
Income Taxes 603 i,
Trandation When a Third Currency Is the Functional
Currency 603
Summary of Concepts 603
Key Terms 604
Questions 604
Ca=s 604
Exercises 609
Problems 618

Chapter 13
Segment and Interim Reporting 630

Reporting for Segments 630
Segment Reporting Accounting Issues 630
Information about Operating Segments 631
Defining Reportable Segments 632
Comprehensive Disclosure Test 638
Reporting Segment Information 638
Enterprisewide Disclosures 639
Information about Products and Services 640
Information about Geographic Areas 640
Information about Major Customers 641
Interim Financial Reporting 642
The Format of the Interim Financial Report 642
Accounting Issues 643
Discrete versus Integral View of Interim Reporting 643
Accounting Pronouncements on Interim Reporting 643
Reporting Standards for Interim Income
Statements 644
Revenue 644
Cost of Goods Sold and Inventory 644
All Other Costs and Expenses 649
Accounting for Income Taxes in Interim Periods 650
Disposal of a Component of the Entity or Extraordinary,
Unusual, Infrequently Occurring, and. Contingent
Items 654
Accounting Changes in Interim Periods 655
Change in an Accounting Principle (Retrospective
Application) 655

Contents  xxi

Change in an Accounting Estimate (Current and
Prospective Application) 655
Change in a Reporting Entity (Retrospective
r Application) 656

Summary of Key Concepts 656
Key Terms 656
Questions 656
Cases 657
Exercises 662

.Problems 671

Chapter 14
SEC Reporting 679

History of Securities Regulation 679
Electronic Data Gathering, Analysis, and Retrieval
(EDGAR) System 680
International Harmonization of Accounting Standards
for Public Offerings 680
Securities and Exchange Commission 681
Organizational Srructure ofthe Commission 681
Laws Administered by the SEC 682
The Regulatory Strructure 682
Issuing Securities: The Registration Process 685
The Registration Satement 686
SEC Review and Public Offering 686
Accountants' Legal Liability in the Registration
Process 687
Periodic Reporting Requirements 687
Accountants 'Legal Liability in Periodic Reporting 690
Foreign Corrupt Practices Act of 1977 690
Sarbanes-OxleyActof2002 691
Title I: Public Company Accounting Oversight
Board 691
Title 1I: Auditor Independence’ '691
Titlelll: Corporate Responsibility 692
Title IV: Enhanced Financial Disclosures  692.
Title V: Analyst Conflicts of Interest 693
Title VI: Commission Resources and Authority 693
Title VII: Sudies and Reports 693
Title VIII: Corporate and Criminal Fraud
Accountability 693
Title IX: White-Collar Crime Penalty
Enhancements 693
Title X: Sense of Congress Regarding Corporate Tax
Returns 693
Title XI: Corporate Fraud Accountability 694
Disclosure Requirements 694
Management Discussion and Analysis 694
Pro Forma Disclosures 695
Summary of Key Concepts 695
Key Terms 696
Questions 696
Cases 696
Exercises 700



xxii  Contents

Chapter 15
Partnerships. Formation, Operation,
and Changes in Membership 706

Nature of Partnership Entity 706
Legal Regulation of Partnerships 707
Definition of a Partnership 707
Formation of a Partnership 707
Other Major Characteristics of Partnerships 708
Accounting for the Formation of a Partnership 710
llustration of Accounting for Partnership
Formation 710
Accounting for Operations of a Partnership 711
PartnersAccounts 712
Allocating Profit or Loss to Partners 713
Ilustrations of Profit Allocation 713<
Multiple Bases of Profit Allocation 717
Special Profit Allocation Methods 717
Partnership Financial Statements 718
Changes in Membership 718
General Concepts to Account for a Change
in Membership in the Partnership 719
New Partner Purchases an Interest 720
New Partner Invests in Partnership 722
Determining a New Partner's Investment Cost 732
Dissociation of a Partner from the Partnership 733
Summary 735
Key Terms 736
APPENDIX 15A
Tax Aspects of a Partnership 736
APPENDIX 15B
Joint Ventures 737
Questions 739
Cases 740
Exercises 741
Problems 748

Chapter 16
Partnerships: Liquidation 755

Overview of Partnership Liquidations 755
Dissociation, Dissolution, Winding Up, and Liquidation
of a Partnership 755
Lump-Sum Liquidations 757
Realization of Assets 757
Expenses of Liquidation 757
llustration of Lump-Sum Liquidation 757
Installment Liquidations 762
llustration of Installment Liquidation 762
Cash Distribution Plan 766
Additional Considerations 769
Incorporation of a. Partnership 769
Summary of Key Concepts 770
Key Terms 770

APPENDIX 16A

Partners' Personal Financial Statements 770
Questions 773

Cases .774

Exercises 776

Problems 786

Chapter 17
Governmental Entities: Introduction
and General Fund Accounting 793

History of Governmental Accounting 794
Major Concepts of Governmental Accounting 795
Elements of Financial Satements 795
Expendability of Resourcesversus Capital Maintenance
Objectives 796
Definitions and Types of Funds 796
Financial Reporting of Governmental Entities 798
Fund Financial Satements: Governmental Funds 799
Measurement Focus and Basis of Accounting
(MFBA) 802
Basis of Accounting—Governmental Funds 802
Basis ojAccounting—Proprietary Funds 806
Basis of Accounting—Fiduciaiy Funds 806
Budgetary Aspects of Governmental Operations 806
Recording the Operating Budget 807
Accounting for Expenditures 808
The Expenditure Process 808
Classification of Expenditure Transactions and
Accounts 810
Outstanding Encumbrances at the End of the Fiscal
Period 810
Expendituresfor Inventory 813
Accounting for Fixed Assets - 815
Long- Term Debt and Capital Leases 816
Investments 816
Interfund Activities 817
(1) Interfund Loans 817
(2) Interfund Services Provided and Used 817
(3) Interfund Transfers 818
(4) Interfund Reimbursements 819
Overview of Accounting and Financial Reporting
for the General Fund 819
Comprehensive Illustration of Accounting for the
General Fund 819
Adoption of the Budget 820
Property Tax Levy and Collection 822
Other Revenue 823
Expenditures 824
Acquisition of Capital Asset 824
Interfund Activities 825
Adjusting Entries 826
Closing Entries 826
General Fund Financial Satement Information 828



Summary of Key Concepts
Key Terms 830

Quegtions 830

Cases 831

Exercises 832

Problems 841

829

Chapter 18
Governmenta Entities: Specid Funds and
Government-wide Financia Statements 852

Governmental Funds Worksheets 853
Specid Revenue Funds 857
Capitd Projects Funds 857
[llustration of Transactions857
Financial Satement Information for the Capital Projects
Fund 860 '
Delt Service Funds 860
[llustration of Transactions 861
Financial Statement Information for the Debt Service
Fund 863
Permanent Funds 863
[llustration of Transactions863
Governmental Funds Financial Statements 864
Enterprise Funds 867
[llustration of Transactions 868
Financial Satementsfor the Proprietary Funds870
Internd Service Funds 873
[llustration of Transactions874
Financial Satementsfor Internal Service Funds875
Trugt Funds 875
[llustration of Private-Purpose Trust Fund 877
Agency Funds 878
[llustration of Transactionsinan Agency Fund 878
The Government Reporting Model 878
Four Major Issues 878
Government Financial Reports880
Government-wide Financial Satements 881
Reconciliation Schedules883
Budgetary Comparison Schedule 885
Management's Discussion and Analysis 886
Certain Financial Statement Note Disclosures 886
Other Financial Report Items 888
Interim Reporting 888
Auditing Governmental Entities888
Additiond Considerations 888
Foecial-Purpose Gover nmental Entities888
Financial Reporting for Pensionsand OPEB Plans889
Summary of Key Concepts 890
Key Tams 891
APPENDIX 18A
Other Government Entities—Public School
Sygems and the Federal Government 891
Quedtions 892

Contents  xxiii

Cases 893
Exercises 894
Problems 905

Chapter 19
Not-for-Profit Entities 919

Financial Reporting for Private, Not-for-Profit
Entities 919
Important FASB Standardsfor Not-for-Profit Entities 921
Colleges and Universities 923
Foecial Conventionsof Revenueand Expenditure
Recognition 923
Board-Designated Funds 924
Public Colleges and Universities 924
Private Colleges and Univesities 924
Health Care Providers 926
Hospital Accounting 929
Financial Satementsfor a Not-for-Profit Hospital 930
Comprehensivelllustration of Hospital Accounting
and Financial Reporting 934
Temporarily Restricted Funds 942
Summary of Hospital Accounting and Financial
Reporting 946
Voluntary Health and Welfare Organizations
Accounting for a VHWO 947
Financial Satementsjor a VHWO 947
Summary of Accounting and Financial Reporting
for VHWOs 957
Other Not-for-Profit Entities 957
Accounting for ONPOs 957
Financial Statements of ONPOs 958
Summary of Accounting and Financial Reporting
for ONPOs 960
Summary of Key Concepts
Key Terms 961
Questions 961
Cases 962
Exercises 965
Problems 975

Chapter 20 "
Corporations in Financial Difficulty 989

Courses of Action 989
Nonjudicial Actions 990
Judicial Actions 991

Chapter 11 Reorganizations 992
Fresh Sart Accounting 993
Plan of Reorganization 995
[llustration of a Reorganization 995

Chapter 7 Liquidations 1002

Classes of Creditors 1003
Secured Creditors 1003
Creditors with Priority 1003

946

961



xxiv  Contents

General Unsecured Creditors 1003 Questions 1021
Satement of Affairs 1005 Cases 1021
Additional Considerations 1006 Exercises 1023
Trustee Accounting and Reporting 1006 Problems' 1028
Summary of Key Concepts.' 1011
Key Tams 1012 INDEX 1033
APPENDIX 20A IIMUCA 1U33

Accounting for Impaired Loans and Debt
Restructuring Arrangements 1012



