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Pretace

Authors of an advanced accounting text for the 1980s and beyond face a
number of significant challenges. First, the considerable complexity of the
subject maiter does cause serious learning difficulties to many students. At
the same time, larger than usual enrollments and class sizes require now,
more than ever, that the writing style and the exposition of the text be as
helpful to individual study effort as possible. Second, the subject matter to
be covered is growing at an unprecedented rate, and many traditional as
well as new topics vie for inclusion in this often terminal course of the
accounting sequence. Third are the pedagogical considerations which deter-
mine the optimal blend of theory and practice and of concepts and proce-
dures.

As to the first challenge, the authors have endeavored to follow in each
chapter a step-by-step approach which explains to the student the underly-
ing theory as well as the why and the how of the subject matter. Widespread
use is made of examples and detailed illustrations. Each chapter begins with
an overview section of the subject matter and ends with a series of questions
which should be helpful to the student in testing study coverage and com-
prehension. The basic approach is to expose the student to a gradual devel-
opment of the subjects covered in a comprehensive yet easy to follow and
to absorb manner.

The second challenge is met by including in the text not only the tradi-

~tional subjects associated with the advanced accounting area, but also newer
areas such as SEC accounting and accounting for a wider variety of nonbusi-
ness organizations. An earnings per share chapter, whose coverage is con-
sistent with an advanced-level text, is included because this subject often
cannot be accommodated in the already overburdened intermediate level
courses. The watchword here is flexibility. The selection of topics and their
organization affords instructors the maximum leeway in teaching an ad-
vanced course consisting of subject matter configurations best suited to their
students’ objectives. To this end, specialized or difficult subject matter has
been moved to appropriate end-of-chapter appendixes, thus affording the
instructor the easiest choice for their inclusion or exclusion.

The third challenge was met by what the authors believe is a good blend
of emphasis on theory and practice. Throughout the text we have endeav-

ix
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ored to explain the theory behind procedures as well as a variety of view-
points, while always clearly identifying the generally accepted accounting
standards in current use. To heighten student interest, the text is illustrated
with a variety of treatments used in published financial statements.

Every effort was made to render this text as up to date as possible. All
chapters incorporate the latest professional pronouncements. Thus, the
chapter on accounting for foreign operations incorporates the latest ap-
proach reconsidered by the FASB in June 1981 while retaining the presently
authoritative SFAS No. 8 in an appendix. There is a rich mix of exercises and
problems to cover both approaches. As the expected shift from SFAS No. 8
1o the new approach occurs, the instructor will find that the teaching focus
can be changed with ease.

The chapters on accounting for state and local governments as well as
other nonbusiness organizations reflect the latest proncuncements by the
Financial Accounting Standards Board, the Municipal Finance Officers Asso-
ciation of the United States and Canada, the National Council on Governmen-
tal Accounting, and the American Institute of Certified Public Accountants.

The chapter on SEC accounting includes the provisions of the SEC's new
1980 integrated disclosure system as well as an appendix which illustrates
comprehensive financial statements included in filings with the commission.,
Chapter 20, Corporate Reorganizations and Liquidations, contains a modern
version of the realization and liquidation account which replaces the now-
archaic T-account version. This chapter also contains the provisions of the
recently enacted Bankruptcy Act.

The first 11 chapters contain a comprehensive discussion of business
combinations and consolidated staternents. The current trend in accounting
for investments by parent companies is to use what we call the “complete
equity” method. When this method is used, the parent company records on
its books all of the entries that affect consolidated net income. These entries
are reflected in the carrying value of the Investment in Subsidiary account.
Thus, the parent company’s net income is the same as consolidated net
income. This method of accounting for investments in subsidiaries gives the
reader a preview of all of the adjusting entries that will be required in the
preparation of consolidated working papers. Accordingly, we use this
method for all illustrations contained in the consolidation chapters.

Other methods used in practice, principally the “cost” method and the
“modified equity” method (we prefer the designation of “incomplete equity”
method) are also covered in this text. To provide the user of this text with
the greatest degree of flexibility, we provide parallel treatments for these
methods by using the same illustrations used for the “complete equity”
method. The “cost method” is contained in a separate appendix at the end
of each chapter, where appropriate. Similar treatmeni—a separate appen-
dix—is given the “incomplete equity” method, thus enabling users to select
either method or both.

To provide additional flexibility for the users of this text, the chapter con-
tent was designed to exclude the more complex areas from the chapter and
to provide these areas as self-contained appendixes. Thus, separate appen-
dixes are provided for (1) tax aspects of mergers; (2) elimination entries on a
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OVERVIEW

An introduction to
accounting for
multi-unit enterprises:
Home office and
branch accounting

Most large business enterprises operate in a multi-unit mode. The most
popular form of multi-unit operation is that of one or more corporations
owning a majority interest in one or more other corporations. This form
of operation is referred to as a parent-subsidiary relationship.

Another form of multi-unit operation is that of a home office with one or
more branches. In this type of operation, one corporation encompasses all
units, instead of separate corporations as in a parent-subsidiary relation-
ship.

Regardless of which form of operation is used, the financial statements of
each separate unit is combined with that of the controlling unit which
then results in a single set of financial statements for the economic entity
as a whole.
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AGENCIES

Except for small, localized business organizations, businesses usually have
operations in more than one location. A vertically integrated business is one
that engages in more than one level of activity, such as mining, refining,
fabricating, wholesaling, and retailing. A horizontally integrated business is
one that has more than one location on the same level of operations, such
as a series of retail stores as in a supermarket chain. A business organization
can be both vertically integrated and horizontally integrated. Many oil refin-
eries have multiple locations for refining operations as well as multiple retail
gasoline filling stations.

Forms of ownership may vary. When separate corporate existence pre-
vails, the corporation owning the shares of other corporations in an affili-
ated group of companies is called the parent company, and a parent-subsid-
iary relationship exists between the companies. For this purpose, a
controlling interest of more than 50 percent is required. Another form of
ownership is one where all locations, including the main location, are part
of one legal entity, usually a corporation. In organizations of this type, one
location is usually the dominant.one and is referred to as the home office.
The remaining locations are either referred to as agencies or branches, de-
pending upon the function and mode of operation of each location.

A major emphasis of this text is on the preparation of consolidated finan-
cial statements for a parent company and its subsidiary or subsidiaries. The
most common form of corporate organization found in practice is that of
parent and subsidiary companies rather than that of home office and
branch(es). Portions of this text are also devoted to ancillary problems con-
cerning multinational ownerships (foreign subsidiaries and branches) and
segment reporting by multiproduct companies.

The procedures used in the preparation of consolidated working papers
are often complex. Many problems are present in parent-subsidiary relation-
ships that require sophisticated problem-solving techniques not usually re-
quired in home office and branch relationships. Examples include: less than
100 percent owned subsidiaries (the noncontrolling stockholders are re-
ferred to as minority interests); sales of additional shares by subsidiaries;
purchases of a parent company’s stock by a subsidiary (referred to as mu-
tual or reciprocal holdings); and others. The development of the theories
and problem-solving techniques associated with consolidation accounting
(parent-subsidiary relationships) usually requires 10 or more chapters while
the accounting for branches and agencies rarely requires more than one
chapter. The distinction between agencies and branches, and the accounting
for them, will form our beginning discussion since they do provide a good
introductory framework to the principles of consolidation accounting.

Agencies and branches are entirely different types of operations. An agency
is merely an office in which orders are taken and then transmitted to the
home office for processing, billing, and the actual shipment of the merchan-
dise. The agency office usually is limited to a samples inventory and does
not carry any merchandise for shipment. Usually, the number of employees
working in an agency office are few. The agency very rarely collects cash
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BRANCH OPERATIONS

from customers; rather, the funds are normally remitted by customers di-
rectly to the home office. An example of an agency operation might be that
of a dress manufacturer whose offices and factory are located in a midwest-
ern state. The manufacturer might have a showroom in the garment center
of New York City. Buyers would visit the showroom office in New York and
purchase selected garments from the samples; shipment as well as billing
would emanate from the factory and offices located in the midwestern state.
In an operation such as this one, the agency would possess some furniture,
some samples, and possibly a small amount of cash to take care of daily
out-of-pocket expenses such as freight, postage, fares, and other small ex-
penditures. If we assume that the Superior Dress Manufacturing Company,
Inc., operates the Able Agency in New York City, typical entries on the books
of the Superior Dress Manufacturing Company, Inc. (hereinafter referred to
as the home office), might appear as follows:

Furniture and Fixtures (Able Agency) . . .. ............ 20,000

Cash . . . . . . i it e e e e e e e 20,000
Samples Inventory (Able Agency) . . ................ 10,000

Merchandise Inventory . . .. ................. 10,000
Working Capital Fund (Able Agency) . . ... ........... 1,000

Cash ... ... . .. i i i 1,000
Accounts Receivable . . . . .. ... ... .. ... ... ... 150,000

Sales (AbleAgency) . . . .. .. ... ... ... .. . ... 150,000
Rent Expense, Etc. (Able Agency) . . . ............... 30,000

Cash .. ... ... ... . .. ... . .. 30,000
Cost of Goods Sold (Able Agency) . ... .............. 60,000

Merchandise Inventory . . .. ................. 60,000
Transportation Costs, Etc. (Able Agency) . . . .. ......... 350

Cash . ... ... ... . . e 350

To reimburse the Able Agency for out-of-pocket expenditures.

From the foregoing illustrative entries it can be seen that the operations
of the agency will be recorded on the books of the home office. The home
office will usually segregate the transactions that pertain to the agency
throughout the year; and then at year’s end, it will have, in effect, a sum-
mary of the sales generated by the agency as well as the costs associated
with making those sales. This will enable the home office to evaluate the
success of the operation of the agency office.

A branch office is quite different from that of an agency office. A branch
office usually carries a complete inventory of its own from which it delivers
merchandise to its customers. In addition, the branch usually keeps records
of its own accounts receivable, collects funds from its customers, and de-
posits the funds in a bank account. It will pay its vendors, and it will remnit
to the home office amounts not needed for continuing operations.

There are two approaches that can be used to account for a branch’s
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Shipments to branch—
at cost

accounting function. One method is to have the branch summarize all of its
transactions on a daily basis and remit these summaries to the home office.
The home office will then be responsible for the record-keeping function of
the branch. The other method is to have the branch keep its own set of
accounting and bookkeeping records. Under this approach, the branch
would record all of its entries as if it were a separate accounting entity.
However, certain entries will interact with the books of the home office, and
for this reason it is necessary to create a set of reciprocal accounts. There-
fore, on the books of the branch an account will be opened labeled Home
Office Control. On the home office books, however, the reciprocal account
will be labeled Branch Control (in the actual account title, the word “Office”
is often omitted). Whenever a transaction involves both sets of books, the
reciprocal accounts will be used in the following fashion:

Home Office Books

BranchControl . . . . . ... ... ... ... ... ... ... 20,000
Cash . .. . . . @ i e e e e e e e e e e e 20,000

To record a cash advance to the Better Branch.

Branch Books

Cash . . . . . . e e e e e e e e e e e e 20,000
Home OfficeControl . . . . ... ... .............. 20,000

To record the receipt of a cash advance from the horne office.

From the above entries it is evident that not only should the reciprocal
accounts always be in balance but this format will also facilitate the integra-
tion of the home office and branch trial balances by canceling out these
reciprocal accounts. By a comprehensive example we will now illustrate the
use of the two sets of books when the branch does its own bookkeeping on
an autonomous basis.

Shipments by a home office to a branch can be made at different prices.
The possibilities are:

1. Shipments to the branch at the branch'’s selling price.

2. Shipments to the branch at the home office’s cost.

3. Shipments to the branch at a price in excess of cost (hereinafter the
billed price).

The first category (selling price) is not one in wide use since it allows for
no gross profit for the branch. When this approach is used, the branch
operation will always operate at a loss, and the amount of the loss will al-
ways be equal to the operating expenses of the branch. This approach pro-
vides very little useful information from a control or management viewpoint.
For this reason we will not illustrate this method. The other two approaches
are used extensively in practice. The third approach (billed price in excess
of cost) involves complexities not found in the second method and, there-
fore, will be discussed in a later section of this chapter.

Mlustration 1-1 contains representative summary entries of the second
method (billed at cost). The closing entries for the home office are assumed



