Case 7 ..
Palmerstown Company

Palmerstown Company established a subsidiary in a foreign country on January 1, Year 1, by
investing 8,000,000 pounds when the exchange rate was $1.00/pound. Palmerstown negoti-
ated a bank loan of 4,000,000 pounds on January 5, Year 1, and purchased plant and equip-
ment in the amount of 10,000,000 pounds on January 8, Year 1. Plant and equipment is
depreciated on a straight-line basis over a 10-year useful life. The first purchase of inventory
in the amount of 1,000,000 pounds was made on January 10, Year 1. Additional inventory of
12,000,000 pounds was acquired at three points in time during the year at an average exchange
rate of $0.86/pound. Inventory on hand at year-end was acquired when the exchange rate was
$0.83/pound. The first-in, first-out (FIFO) method is used to determine cost of goods sold.
Additional exchange rates for the pound during Year 1 are as follows:

January 1-31,Year 1.. ... $1.00
AverageforYear 1. ... . ..., 0.90
December3t,Year 1 ... ..o 0.80

The foreign subsidiary’s income statement for Year 1 and balance sheet at December 31,
Year 1, are as follows:

INCOME STATEMENT
For the Year Ended December 31, Year 1
' Pounds (in thousands)
GAIES v e e e 15,000
Cost of goods SOId ..o 9,000
©GIOSS PIOMIL « v e e einene e 6,000
Selling and administrative expenses .............-..o- 3,000
Depreciation eXPenSe . ... .....ieae e 1,000
INCOME DEFOTE TAX . oy v v e e 2,000
INCOME LAXES © o vt eee i n e 600
NELIMCOME .+t vttt vt 1,400
Retained earnings, 1/1/Y1 (..o 0
Retained earnings, 12/31/¥Y1 ..o 1,400
BALANCE SHEET
At December 31, Year 1
Pounds (in thousands)

(o 2 T R 2,400
O 11151 A R 4,000
Property, plant, and equipment ...........oooriees 10,000
Less: Accumulated depreciation ... (1,000)
TOtal GSSELS « oo . 15,400
Current Tabilifies . ... v it 2,000
Long-termdebt ..o 4,000
Contributed capital ... ... 8,000
Retained arNINGS .« vvvvarrvar e 1,400
Total liabilities and stockholders’ equity ............. . 15,400

As the controller for Palmerstown Company, you have evaluated the characteristics of
the foreign subsidiary to determine that the pound is the subsidiary’s functional currency.



