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Chapter 7
· Parent always records cost to get the asset on its books and uses that amount for depreciation
· Subsidiary records gain on sale on separate-entity books
· From a single-entity point of view, we must back out any gains and add back money to before-tax net income because of the decreased depreciation expense
· The single-entity statements have an unrealized gain because even though they are not sold to an outside party, the depreciable assets are used to make goods to sell to customers.
· When you are calculating consolidated net-income for the parent, the parent gets whatever percentage i.e. 90% of the subsidiary’s adjusted net income, plus its own income. Thus, the non-controlling interest’s share is (i.e. 10%) of its adjusted net income. This is the calculation of the consolidated net income for the parent.
· Calculation of consolidated net income for non-controlling interest – You are calculating its adjusted shareholder’s equity and then determining which portion is attributable to NCI
· Example: It is year 1, July 1, and subsidiary sells equipment to parent for 1,800. The subsidiary paid 1,500 for it. On its separate-entity books, it has a realized gain of $300
· Subsequently, the parent now has an increase in equipment by the amount of $1,800. The useful life is 1.5 years, so it must include (1,800x1.5x.5) as depreciation expense ($600)
· When they become one entity, this gain must be eliminated. Thus, the equipment is treated at its historical cost of $1,500. This will affect depreciation expense. Since depreciation expense is lowered, net income is increased. This increases income tax expense. This is a realized gain on depreciation. The prior gain on the equipment is an unrealized gain and must be eliminated. This lowers net income and this reduces income-tax expense. 
· Use after-tax numbers
· For income tax expense, obviously it would be the tax rate multiplied by the original numbers.
Equipment Gain – Sub Inc. Selling
	
	Before-tax
	Tax Rate 40%
	After-tax

	Gain on Equipment Sale, July 1, Year 1
	$300
	$120
	$180

	Less realized gain on depreciation
	$100
	$40
	$60

	Balance, December 31
	$200
	$80
	$120


Consolidated Net Income for Parent
Parent’s Net Income					$3,400
Subsidiary’s Net Income					$1700
Less after-tax gain on equipment			$180
Plus after-tax gain realized by depreciation		$60
Subsidiary’s Adjusted Net income										$1580
Consolidated Net Income					$4980
Non-Controlling Interest’s proportion
	1580 x 10% =158
Shareholder’s of Parent = subsidiary’s adjusted net income (1580 x .90) + parent’s net income (3400) = 
$4822

Non-Controlling Interest – Consolidated Net Income
Subsidiary
		Common Shares		8000
		Retained Earnings		6200
											14,200
Less net unrealized gain on equipment after-tax		120
Adjusted Shareholder’s Equity			14,080
Non-controlling interest’s share (10%)			$1,408 

Mom’s Accounting Book
· Consolidated financial statements may be interpreted as if the parent company and its subsidiary were just one organization
· We must eliminate intercompany transactions so that the assets, liabilities, and shareholder’s equity were those of a single economic entity.
· Think of intercompany transactions like this... for example, the parent loans subsidiary money. On the separate books, the subsidiary would record notes payable and the parent would record a notes receivable. But when consolidated, it is just like a transfer from one part of the business to another
· Elimination of intercompany stock ownership: the reason why, on the consolidated statements, the capital stock of the subsidiary is eliminated is because when viewed from a separate point of view, the parent has an interest or investment in the subsidiary (stocks). The subsidiary records the parent’s interest in shareholder’s equity. When they become one entity, there are no “outside shareholders” anymore because the company is one aka the parent is no longer an outside investor; from a single-entity point of view, a company cannot have an interest in its own stock, so it is no longer an asset or shareholder’s equity. This is why the asset account, investment in subsidiary and subsidiary’s shareholder’s equity accounts must be eliminated.
· Oh I get it – when we use the parent’s common shares and retained earnings only, we are not eliminating anything because the separate-entity view about the investment in the subsidiary isn’t eliminated; if we added the subsidiary’s common shares and retained earnings, we would be accounting for this twice in shareholder’s equity.
· When a company owns more than 50% but less than 100%, another part of shareholder’s equity must be created; the minority’s interest that appears on the balance sheet. Minority interest is the subsidiary’s equity held by shareholders other than that of the parent’s. 
· If you combine common shares and retained earnings of the subsidiary, you will, for example get 160, 000. If the parent owns 75% of the subsidiary, and on its balance sheet shows an investment in the subsidiary of 120, 000, then the minority interest is 40,000 and is recorded separately under shareholder’s equity. I.e. 160,000 x 25% = 40, 000 (on balance sheet).

Depreciation
· Depreciation is a matching of revenues and expenses basically. The asset has a useful life, and each year it creates products that create revenue, and as such, depreciation expense is used to match those revenues.
· Accumulated depreciation is an account  that represents the expired cost of the asset.
· Upon disposal of property, plan, or equipment, the remaining amount in the asset account is removed, and the accumulated depreciation is also removed.
· When assets are sold, gain or loss arises between the price received and the book value. Gains or losses should be shown on the income statement.
· A loss is always a debit, and a gain is always a credit
· Depreciation is an expense because it is logical to assume that the equipment will generate revenues over its useful life, and thus depreciation expense reduces net income meaning there is a reduction in taxes.


Income Tax Allocation
· The objection of income tax allocation is in relation to accounting income whenever differences arise in the timing of revenues or expenses.
· For example, say company X earns 600,000 income before taxes in both year 1 and year 2. There is a tax rate of 43%.
· For example, say that the company takes a tax deduction of 200,000 in year 1, meaning it will only pay taxes based on 400,000 of income. But in year 2, taxable income will now be 800,000.
· In the company’s financial statements, a net income of 600,000 will be recorded but only 400,000x43% will be income tax payable (172,000) but income tax expense will be recorded at 600,000x43% (258,000). There will be a credit of deferred income taxes being the difference between 172 and 258 (86,000)
· In year 2, income tax expense will be based off the 600,000 net income, but taxes payable will include the amount for 600,000 plus that years actual income tax expense. So income tax payable would be 344,000. Income tax expense would be 258,000 and deferred income tax would be 86,000; to eliminate the prior year.



Questions
· Are subsidiary’s separate-entity books affected by upstream and/or downstream transactions?
· Don’t think so
· So you have to figure consolidated net-income for the parent and also for the non-controlling interest?
