Chapter 3

1. A company acquires a subsidiary and will prepare consolidated financial statements for external reporting purposes. For internal reporting purposes, the company has decided to apply the initial value method. Why might the company have made this decision? 
a) It is a relatively easy method to apply. 
b) Operating results appearing on the parent’s financial records reflect consolidated totals. 
c) GAAP now requires the use of this particular method for internal reporting purposes. 
d) Consolidation is not required when the parent uses the initial value method.

Answer: B
[bookmark: _GoBack]The company acquires a subsidiary and prepares consolidated financial statements for external reporting purposes and initial value method for internal reporting purposes. The method used views investors and investees, each as a single entity. It helps basically because any investor will not include different statements on finance to the investees as it is in consolidation (one item by another basis), in this case, the investment account of an investee remains in the initial value hence becoming advantageous. Therefore, it is valid to say that the company has decided to apply the initial value method because operating results appearing on the parent’s financial records reflect consolidated totals. Hence the best option is b.

2. On January 1, 2018, Jay Company acquired all the outstanding ownership shares of Zee Company. In assessing Zee’s acquisition-date fair values, Jay concluded that the carrying value of Zee’s long-term debt (8-year remaining life) was less than its fair value by $20,000. At December 31, 2018, Zee Company’s accounts show interest expense of $12,000 and long-term debt of $250,000. What amounts of interest expense and long-term debt should appear on the December 31, 2018, consolidated financial statements of Jay and its subsidiary Zee? Interest expense Long-term debt 
∑∑a. $14,500 $270,000
b. $14,500 $267,500 
c. $9,500 $270,000 
d. $9,500 $267,500

Answer: D
The difference between the carrying value of Zee’s long-term debt and the fair value in the remaining years is $20,000.
This amount is written off and also adjusted from the interest for the claimed 8-remainiy years. This amount is calculated per year as follows:
=$20,000÷8
= $2500.
It is evident that any long-term debt should not exceed the following:
$250,000+ $20,000- $2,500
 =$267,500 
On the side of interest expense:
Interest expense = unadjusted interest expense –proportionate difference in the fair value, as follows
= $12,000- $2,500
= $9500.
Therefore the adjusted interest expense is $9500 and the long-term debt as at December 31, 2018, is $267,500. 
Hence, the correct answer is d.
3. When should a consolidated entity recognize a goodwill impairment loss?
a. If both the fair value of a reporting unit and its associated implied goodwill fall below their respective carrying amounts.
b. Whenever the entity’s fair value declines significantly.
c. If the fair value of a reporting unit with goodwill fall below its carrying amount.
d. Annually on a systematic and rational basis

Answer: A

Goodwill impairment value is experienced when a certain firm pays for an item more than its value. If the value of the paid item falls, the companies experiences goodwill impairment loss. An entity can recognize a goodwill impairment loss by comparing the fair value to the carrying value. If the fair value exceeds the carrying value, the entity will realize no goodwill impairment loss. On the other hand, if the carrying value surpasses the fair value, the firm will have to move further to compare it to implied value. In this case, if the carrying value exceeds the implied value, goodwill impairment loss will be recognized. Therefore, it is correct to say that, a consolidated entity recognizes a goodwill impairment loss, if both the fair value of a reporting unit and its associated implied goodwill fall below their respective carrying amounts. Hence, the correct answer is a.
