Chapter One
1. A company acquires a rather large investment in another corporation. What criteria determine whether the investor should apply the equity method of accounting to this investment? 
Apply the equity method in the event that investment designates the investor’s ability to exercise remarkable influence over the investee. For instance, what is the representation of the investor on the board of directors of the investee? How about his/her participation in making policies for the investee? Having established an actual control, with financial information of both companies consolidated, equity method best suits as the reporting method. 
2. What accounting treatments are appropriate for investments in equity securities without readily determinable fair values? 
· ASC 321 which makes allows the cost method for the investment asset. 
· Income from investment is recognized for the investor’s share of investee dividends that have been declared. 
· Using the cost method, the investment account remains at cost unless there is a demonstrable impairment, seeable price changes for identical, or identical investments of the same issuer. 
3. What indicates an investor’s ability to significantly influence the decision-making process of an investee? 
FASB indicates that the ability to exercise this influence is depicted in a number of ways. For example, representation on the board of directors, taking part in policy making, technological dependency, managerial personnel interchange, or material intra-entity transactions. Another indicator is the investors extend of ownership compare to the extent of ownership of other shareholders. However, holding over 20% of voting stock is the most objective criteria assumed to have a significant influence on the decisiveness of the investee. 
4. Why does the equity method record dividends from an investee as a reduction in the investment account, not as dividend income? 
This is done that way to prevent report that income from the investee twice. The equity method has been the most suitable in the event of an investor possessing the ability to exercise remarkable influence over the operating and financial decisions of an investee. Conscious that dividends represent financial decisions, the investor influences the dividend timing. The relationship between an investor and the investee reflects the equity method’s use of accrual accounting to record income inflow earned by the investee. The investment account gets increased by the income earned by the investee and decreases when this income is redistributed to shareholders as dividends. 
5. Jones Company owns a 25 percent interest in shares of Sandridge Company common stock. Under what circumstances might Jones decide that the equity method would not be appropriate to account for this investment?
Being in a position to influence the operating and financial policies of the company, the equity method would be used not considering the ownership level. An owner like Jones holding such a percentage of a company’s common stock has the ability. 
The circumstances include; 
Any litigation or complaints by opponent to governmental regulatory authorities.
In the event that the investor and the investee signed an agreement in which the investor has surrendered important rights as a shareholder.
After the investor’s trial and eventually failure to gain representation on the investees board of directors. 


[bookmark: _GoBack]Problems 
When an investor uses the equity method to account for investments in common stock, the investor’s share of cash dividends from the investee should be recorded as 
a) A deduction from the investor’s share of the investee’s profits. 
b) Dividend income. 
c) A deduction from the stockholders’ equity account, Dividends to Stockholders. 
d) A deduction from the investment account. (AICPA adapted)

Which of the following does not indicate an investor company’s ability to significantly influence an investee? 
a) Material intra-entity transactions. 
b) The investor owns 30 percent of the investee but another owner holds the remaining 70 percent. 
c) Interchange of personnel. 
d) Technological dependency. 

Franklin purchases 40 percent of Johnson Company on January 1 for $500,000. Although Franklin did not use it, this acquisition gave Franklin the ability to apply significant influence to Johnson’s operating and financing policies. Johnson reports assets on that date of $1,400,000 with liabilities of $500,000. One building with a seven-year remaining life is undervalued on Johnson’s books by $140,000. Also, Johnson’s book value for its trademark (10-year remaining life) is undervalued by $210,000. During the year, Johnson reports net income of $90,000 while declaring dividends of $30,000. What is the Investment in Johnson Company balance (equity method) in Franklin’s financial records as of December 31? 
a) $504,000 
b) $507,600 
c) $513,900 
d) $516,000
Solution 
Purchase price of Johnson stock............................................$500,000 
Book value of Johnson ($900,000 × 40%)................ (360,000)
Cost in excess of book value................................$140,000
Payment identified with undervalued........................life amortization
Building ($140,000 × 40%).................................56,000   7 yrs.  $8,000
Trademark ($210,000 × 40%)..............................84,000   10 yrs.  8,400
Total ......................................................................$ -0       -          $16,400
Investment purchase price............................................................$500,000
Basic income accrual ($90,000 × 40%).........................................36,000
Amortization (above)..................................................................... (16,400)
Dividends declared ($30,000 × 40%)............................................. (12,000)
Investment in Johnson.....................................................................$507,600


Journal Entry
Prepare journal entries for the following situation for Centenary Corp. On 1-1-2020, Centenary purchases 10% of the common stock of Princeton Corp, for $100,000. Centenary demonstrates no evidence of control over Princeton.  On 6-30-2020, the end of Princeton's fiscal year, Princeton indicates it has earnings of $50,000. On 8-1-2020, Princeton pays dividends totaling $10,000. On 9-1-2020, Centenary buys an additional 15% of the outstanding shares of Princeton paying $75,000. On 6-30-2021, Princeton reports earnings of $100,000. Princeton pays total dividends of $20,000 on 8-1-2020. Please all necessary journal entries for Centenary including at its year end of 12-31-2020 and 12-31-2021. 

	Account 
	Debit
	Credit 

	Cash 
	100,000
	

	Common Stock 
	
	100,000



	Account 
	Debit
	Credit 

	Princeton Earnings 
	50,000
	

	Cash 
	
	50,000



	Account 
	Debit
	Credit 

	Cash 
	10,000
	

	Dividends  
	20,000
	

	Total dividends 
	
	30,000



	Account 
	Debit
	Credit 

	Cash 
	100,000
	

	Shares 
	75,000
	

	Common Stock 
	
	175,000



