PAGE  
14

Appendix E
Reporting and Interpreting Investments in Other Corporations
Instructor Notes

Appendix E discusses investments in stocks and bonds of other companies.  This information is in an appendix because some MBA instructors do not cover the material.  However, it is crucial that MBA students know about how investments in equity instruments (e.g., common stock) and debt instruments (e.g., bond investments) are accounted for.
OVERVIEW
Long-term bond investments, held to maturity

· Bond issuance

· Premium/Discount

· Effective interest method

· Compute interest income and interest receivable

· Compute end of period carrying value

· Reported at amortized cost (face ± premium/discount)

· Sale before maturity

· Amortize premium/discount to date of sale

· Gain/loss on sale reported as other income

Long-term bond investments (AFS), default classification

· Bond issuance

· Premium/Discount

· Effective interest method

· Compute interest income and interest receivable

· Compute end of period carrying value

· Reported at fair value (i.e., marked to market)
Investments in common stock

· Cost method (no significant influence)

· Alternatively, labeled as passive investments or 

· Dividends treated as income

· If marketable, marked to market (reported at fair value) at period end.  See Marketable securities.

· No significant influence presumed, in absence of evidence to the contrary, for <20% ownership of outstanding voting common stock

· Equity method (significant influence)

· Dividends treated as return of investment

· Prorata (proportionate) share of investee net income and other comprehensive income recognized 

· Significant influence, but not control, presumed for ≥ 20% but ≤ 50% ownership of outstanding voting common stock

· Consolidation (control)

· Control presumed for >50% ownership of outstanding voting common stock

Marketable securities

· Common stock accounted for under the cost method (passive investment)

· What text calls fair value method

· Equity method investments and consolidated investments excluded

· Other debt and equity security investments

· Classification

· Trading

· Management must designate as trading to result in this classification

· Reported at fair value (marked to market)

· Unrealized gain/loss reported as other income/expense on income statement

· Affects net income

· Does not affect other comprehensive income

· Affects comprehensive income

· Available for sale (AFS in text) 

· DEFAULT Classification

· Reported at fair value (marked to market)

· Unrealized gain/loss reported as other comprehensive income on the statement of comprehensive income
· Does not affect net income

· Affects comprehensive income

· Held to maturity

· Bonds only

· Management must designate to result in this classification

· Not marked to market.  Reported as amortized cost (face ± premium/discount)

Goodwill

· Definition:  Premium paid over the sum of the fair values of the net assets acquired in a business combination (consolidation)

· Intangible asset, deemed to have indefinite life

· Not amortized

· Subject to impairment (we did not cover this impairment computation, which is beyond the scope of this course)

Although it is not absolutely clear in the chapter:
· One set of rules determines how the investments are recognized and accounted for
· A second set of rules determines how investments are reported on the balance sheet
The text (pp. E-3) separates investments in other corporations

· Passive Investments (debt and/or equity securities).

· Investments with Significant Influence (equity securities).

· Investments with Control (equity securities).

Text p. E-4 provides a good overview of the Appendix (reproduced below).  The instructor has added the Balance Sheet Classification Row to the table.
	
	Investment in Debt Securities of Another Entity
	Investment in the Voting Common Stock of Another Entity

	Investment Category
	Passive
	Passive
	Significant

Influence
	Control

	Level of Ownership
	Classified as Held-to-Maturity
	Not Classified as Held-to-Maturity
	< 20% of outstanding shares (1)
	20%-50% of outstanding shares (2)
	> 50% of outstanding shares.  

	Measuring & Reporting Method
	Amortized Cost
	Fair Value Method

(Mark to Market)
	Equity Method
	Acquisition Accounting & Consolidation

	Balance Sheet Classification **
	Noncurrent (unless last year before payoff)
	Current or Noncurrent; Classified as  Trading or Available-for-Sale
	Noncurrent
	N/A.  Financial statements are consolidated


(1) < 20% voting common stock, investor presumed not to have significant influence.  

Investments in preferred stock are passive investments

(2) 20% - 50% voting common stock deemed to have significant influence.

** This row is not part of chart on p. E-4; added by instructor
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INVESTMENTS IN BONDS
Chapter 10 discussed bonds payable.  In Appendix E, we cover bond investments.

Outline

Bonds may be purchased at:

· Face

· Premium

· Discount

When purchased, bonds are classified as:

· Short-term

· Premium/discount is not amortized

· Long-term

· Premium/Discount amortized over the life of the bond using the effective interest method
· The effective interest method is a rational allocation method

· Amortized cost = face value ± premium (discount)

· Transactions costs of purchasing bonds in recorded as part of the purchase price (decreases bond premium or increases bond discount) and decreases the effective interest rate.  

For long-term bond investments

· Additional classification, which is related to year-end balance sheet presentation.

· Held-to-Maturity
· Management must stipulate this classification

· May not be classified as trading or available-for-sale

· Not marked to market at year-end
· Reported at amortized cost

· Not Held-to-Maturity
· If bond has a readily determinable market value at year-end
· Mark to Market at Year-End (Reported at Fair Value)
· Classified as Trading or Available-for-Sale

· If bond does not have a readily determinable market value at year-end

· Reported at amortized cost
For short-term bond investments

· If bond has a readily determinable market value at year-end
· Mark to Market at Year-End (Reported at Fair Value)
· Classified as Trading or Available-for-Sale

· If bond does not have a readily determinable market value at year-end

· Reported at cost
Bond Example Problem, Long-Term Bond
NOTE:  THIS EXAMPLE PROBLEM IS THE SAME ONE USED IN THE CHAPTER 10 NOTES.  YOU CAN COMPARE AND CONTRAST THE ACCOUNTING IN THIS EXAMPLE FOR THE BUYER WITH THE ACCOUNTING FOR THE ISSUER IN CHAPTER 10.  

On January 1, 2014, the Jamison Co. issued a bond with the following terms in a private placement with the Kulsrud Co.  Jamison issued an 8 year, 12%, $20,000,000 bond, with interest paid quarterly on April 1, July 1, October 1, and January 1 each year.  On January 1, 2014, the market rate of interest appropriate for this type of bond was 10% (i.e., 2.5% per quarter).  Thus, the bond sold at $22,184,918.  Assume that Kulsrud accounts for the bond investment as held-to-maturity.
Present Value Documentation

Using the information, one can confirm the sales price, and confirm the market rate of interest.  Note, in Excel put in market interest rate at 0.025

Confirm Sales Price

n = 8 x 4 = 32 
i = (10% / 4) = 2.5%

payment = $20,000,000 x (12% / 4) = $600,000 
FV = $20,000,000

PV = ?? = $22,184,918

Confirm Market Rate of Interest

n = 8 x 4 = 32 
i = ?? = 2.5

payment = $20,000,000 x (12% / 4) = $600,000 
FV = $20,000,000

PV = $22,184,918

How Is The Bond Premium Accounted For by the Buyer (Kulsrud)?

Over the life of the bond, Kulsrud will receive $600,000 x 32 = $19,200,000 in cash interest payments.  Additionally, Kulsrud will receive $20,000,000 at maturity.  However, Kulsrud paid $22,184,918 at purchase.  Thus, Kulsrud paid an additional $22,184,918 - $20,000,000 = $2,184,918, which is accounted for as a reduction in interest income over the life of the bond.
Record the Purchase of the Bond.  

January 1, 2014
	Bond investments – HTM (1) (2)
	22,184,918
	

	     Cash
	
	22,184,918


(1).  The normal accounting for bond purchases is that the bond premium is not recorded separately from the face value of the bond.  The bond investment equals the total purchase price.  We will use HTM as abbreviation for held-to-maturity.  

(2) Face value of $20,000,000 + 2,184,918 premium.  
For simplicity, let’s assume that Kulsrud makes make quarterly adjusting journal entries (AJEs).
March 31, 2014 AJE

The effective interest computations are as follows for the period January 1, 2014 – March 31, 2014.  

	
	22,184,918 beginning carrying value (amortized cost)

	X
	2.5% effective interest rate

	=
	554,623 interest income

	-
	600,000 quarterly interest receivable

	=
	45,377 premium amortization


An amortization table reflects this computation.  

	Payment
	Date
	Cash Paid (1)
	Interest Income
	Premium Amortization
	Carrying Value of Bond

	
	1.1.2014
	
	
	
	22,184,918

	1
	3.31.2014
	600,000
	554,623
	45,377
	22,139,541


Note:  ending amortized cost on March 31, 2014  =  $22,184,918 – $45,377 premium amortization = $22,139,541.
	Interest receivable
	600,000
	

	     Bond investments - HTM
	
	45,377

	     Interest income
	
	554,623


April 1, 2014 Entry

	Cash
	600,000
	

	     Interest receivable
	
	600,000


June 30, 2014 AJE
The effective interest computations are as follows for the period April 1, 2014 – June 30, 2014.  

	
	22,139,541 beginning carrying value (amortized cost)

	X
	2.5% effective interest rate

	=
	553,489 interest income

	-
	600,000 quarterly interest receivable

	=
	46,511 premium amortization


	Payment
	Date
	Cash Paid (1)
	Interest Income
	Premium Amortization
	Carrying Value of Bond

	
	1.1.2014
	
	
	
	22,184,918

	1
	3.31.2014
	600,000
	554,623
	45,377
	22,139,541

	2
	6.30.2014
	600,000
	553,489
	46,511
	22,093,030


Note:  Amortized cost at June 30, 2014 = $22,139,541 beginning amortized cost - $46,511 premium amortization = $22,093,030.

June 30, 2014
	Interest receivable
	600,000
	

	     Bond investments - HTM
	
	46,511

	     Interest income
	
	553,489


A result of the effective interest method is that at any interest payment date, the carrying value of the debt equals the present value of the remaining cash flows using the historical effective rate of interest (at time of issuance).  Check as of July 1, 2014.

Carrying value from work above = $22,184,918 – 45,377 = 22,139,541 – 45,511 = 22,093,030.

Confirm Carrying value
n = 30 remaining payment periods 
i = (10% / 4) = 2.5%

payment = $20,000,000 x (12% / 4) = $600,000 
FV = $20,000,000

PV = 22,093,029

Amortized Cost

Face ± premium/discount = carrying value of the bond.  This amount is denoted as amortized cost.  

July 1, 2014 Entry
	Cash
	600,000
	

	     Interest receivable
	
	600,000


	Chapter 10 Instructor Notes Comprehensive Example Problem:  

	Amortization Schedule:  Jamison/Kulsrud
	

	Stated interest rate = 12% per year, quarterly payments = 3.00%

	Market rate of interest 10% per year, 2.5% per quarter
	

	Payment
	Date
	Cash Paid (1)
	Interest Income
	Premium Amortization
	Carrying Value of Bond

	
	1.1.2014
	
	
	
	22,184,918

	1
	3.31.2014
	600,000
	554,623
	45,377
	22,139,541

	2
	6.30.2014
	600,000
	553,489
	46,511
	22,093,029

	3
	9.30.2014
	600,000
	552,326
	47,674
	22,045,355

	4
	
	600,000
	551,134
	48,866
	21,996,489

	5
	
	600,000
	549,912
	50,088
	21,946,401

	6
	
	600,000
	548,660
	51,340
	21,895,061

	7
	
	600,000
	547,377
	52,623
	21,842,438

	8
	
	600,000
	546,061
	53,939
	21,788,499

	9
	
	600,000
	544,712
	55,288
	21,733,211

	10
	
	600,000
	543,330
	56,670
	21,676,542

	11
	
	600,000
	541,914
	58,086
	21,618,455

	12
	
	600,000
	540,461
	59,539
	21,558,917

	13
	
	600,000
	538,973
	61,027
	21,497,889

	14
	
	600,000
	537,447
	62,553
	21,435,337

	15
	
	600,000
	535,883
	64,117
	21,371,220

	16
	
	600,000
	534,281
	65,719
	21,305,501

	17
	
	600,000
	532,638
	67,362
	21,238,138

	18
	
	600,000
	530,953
	69,047
	21,169,092

	19
	
	600,000
	529,227
	70,773
	21,098,319

	20
	
	600,000
	527,458
	72,542
	21,025,777

	21
	
	600,000
	525,644
	74,356
	20,951,421

	22
	
	600,000
	523,786
	76,214
	20,875,207

	23
	
	600,000
	521,880
	78,120
	20,797,087

	24
	
	600,000
	519,927
	80,073
	20,717,014

	25
	
	600,000
	517,925
	82,075
	20,634,939

	26
	
	600,000
	515,873
	84,127
	20,550,813

	27
	
	600,000
	513,770
	86,230
	20,464,583

	28
	
	600,000
	511,615
	88,385
	20,376,198

	29
	
	600,000
	509,405
	90,595
	20,285,603

	30
	
	600,000
	507,140
	92,860
	20,192,743

	31
	
	600,000
	504,819
	95,181
	20,097,561

	32
	12.21.21
	600,000
	502,439
	97,561
	20,000,000

	
	
	19,200,000
	17,015,082
	2,184,918
	

	(1)  interest payable accrued at the end of each calendar quarter & paid the next day.


Bond Investment Balance Sheet Classification:  

Held-to-Maturity, Trading, or Available-for-Sale Securities

When GAAP-based financial statements are issued, bond investments may be classified as trading, available-for-sale, or held-to-maturity.  Only securities with readily determinable fair values can be classified as trading or available-for-sale.
· Held-to-Maturity

· Only long-term bonds can be classified as held-to-maturity
· Reported at amortized cost (NOT marked to market)
· To be so classified, management must demonstrate both the intent and ability to hold until maturity.
· Trading Securities (goal is to sell in a short period of time)
· Mark to Market (Report at Fair Value)
· Unrealized gain/loss is reported on the income statement as other income/expense

· Available-for-Sale Securities (default classification).
· Mark to Market (Report at Fair Value)
· Unrealized gain/loss is reported on the statement of other comprehensive income as other comprehensive income

THE DEFAULT CLASSIFICATION IS AVAILABLE FOR SALE 
INVESTMENTS IN COMMON STOCKS
The accounting method depends upon whether the company has: 

· No significant influence (also referred to as passive investments in common stock) 

· Significant influence, but no control

· Control

	Investments in Common Stock

	Level of Influence
	Default Ownership Percentage
	Accounting Method Used

	No significant influence
	< 20%
	Cost (1) 

	Significant influence, no control
	≥ 20%, but ≤ 50%
	Equity (2)

	Control
	> 50%
	Consolidation (2)


(1).  Investments accounted for using the cost method are marked to market at year-end if the stock has a readily determinable market value and classified as Trading, or Available-for-Sale.  
(2).  If the equity method is used or if consolidated financial statements are presented, the stock may not be marked to market.  

Passive Investments in Stock (the Cost Method is Used)
(Text calls this the Fair Value Method)

Under the cost method (No Significant Influence):

· Investments are recorded at cost

· Dividends received/receivable are recorded as dividend income

· Dividends received are treated as an operating cash flow

· The stock should be marked to market at year-end if the stock has a readily determinable fair value
· Mark to Market (Report at Fair Value) Accounting Classifications
· Trading Securities: 
· Unrealized gain/loss reported as part of other income/expense in income statement
· Available-for-Sale Securities:  
· Unrealized gain/loss as part of other comprehensive income
· NOT reported on income statement

Equity Method Investments (Significant Influence)
If a company has significant influence over an investee company (presumed to be ≥ 20% - ≤ 50%), the equity method is used. 

Under the equity method:

· Investments are recorded at cost

· The company (investor) records its pro rata share of the investee company’s comprehensive income (loss) as: 
· Increase in investment

· Investment income

· Other comprehensive income

· Dividends received/receivable are recorded as a decrease in the investment

· The stock may NOT be marked to market at year-end if the stock has a readily determinable fair value
Equity Method Application
A number of circumstances indicate an investor’s ability to exercise significant influence over the operating and financial policies of an investee, including the following:

· Board of directors representation

· Policy-making participation

· Intra-entity transactions that are material

· Intra-entity management personnel interchange

· Technological dependence

· Proportion of ownership by the investor in comparison to that of other investors

Consolidation 
If a company controls another company, at year-end the financial statements of the parent and subsidiary companies are combined into a single consolidated set of financial statements.  

We will not demonstrate how to prepare consolidated financial statements in this course.  

Goodwill

In a merger in which one company acquires another company (for simplicity, assume purchase of 100% of the company, and the acquired firm ceases operations), goodwill may be recorded.  Goodwill may only be recorded in a business combination accounted for using the purchase method.  

· Definition:  if the purchase price paid exceeds the sum of the fair values of the acquired assets and liabilities, then the excess purchase price is labeled as goodwill.  

· Goodwill is not systematically amortized.  

· Rather, it must be reviewed, at least annually, for possible impairment

· We learned how to assess intangible assets other than goodwill for impairment in Chapter 8.  .  

Example.  The Roth Company purchased all assets and liabilities of the Jackson Co. for $10,000,000 in cash, and the Jackson Co. ceased operations.  Further, assume that the Jackson Company only had one asset with a book value of $8,000,000 and fair value of $9,000,000, and had one liability of $2,000,000 (book value and fair value the same).  Roth would make the following journal entry to record the purchase.  

	Assets (1)
	9,000,000
	

	Goodwill (2)
	3,000,000
	

	     Liabilities (1)
	
	2,000,000

	     Cash
	
	10,000,000


(1) Recorded at fair value.  Note:  for convenience, we use two account titles.  Individual asset and liability accounts should be recorded at their fair values.  
(2) $10,000,000 – ($9,000,000 fair value of assets - $2,000,000 fair value of liabilities) = $3,000,000
Goodwill Impairment

Goodwill is only recorded in a business combination accounted for using the purchase method.  Goodwill equals the excess of the purchase price paid over the sum of the fair values of the identifiable net assets acquired (net assets = assets – liabilities).  How to compute goodwill impairment is beyond the scope of the text.  However, if the accounting staff determined that a goodwill impairment of $50,000,000 had been incurred, then the following journal entry would be made.  Goodwill impairment expense is reported as an operating expense in the income statement.  

	Goodwill impairment expense
	50,000,000
	

	     Goodwill
	
	50,000,000


EXAMPLE:  COMPARE AND CONTRAST COST AND EQUITY METHODS
On January 1, 2014, the Burgoon Co. purchased at $20 per share 50,000 shares of the Anderson Co. common stock, which represented 15% of Anderson’s outstanding common stock.  During 2014, Anderson reported comprehensive income of $11,000,000 ($10,000,000 in net income and $1,000,000 unrealized gain on AFS securities) and declared and paid dividends of $2,000,000.  
Make the appropriate journal entries on Burgoon’s books to reflect the investment in common stock under two independent assumptions (1) Burgoon has no significant influence and intends to hold the securities for the foreseeable future and (2) Burgoon has significant influence.  Market values for Anderson’s stock are readily available.  At December 31, 2014, Anderson common sold for $19 per share.  Assume that for case (1) (the no significant influence case), the security is classified as the default classification, available-for-sale.
COST METHOD (No Significant Influence) (<20%)
Available-For-Sale Classification (AFS)
The default classification is as AFS.  

.
To Record the Purchase
	Investments in common stock – AFS
	1,000,000
	

	Cash
	
	1,000,000


50,000 shares x $20 = $1,000,000

Note:  available-for-sale is the default classification

To Record Dividends
	Cash
	300,000
	

	Dividend income
	
	300,000

	$2,000,000 x 15% = $300,000


No journal entry when investee reports comprehensive income.

Year-End Entry Adjusting Journal Entry (AJE)
	Unrealized holding gain/loss - AFS- other Comprehensive Income (Loss)

	50,000
	

	Allowance to Value at Fair Value – AFS (1)
	
	50,000


The textbook uses the account “Investments in AFS Securities” for the account credited.  The example above illustrates how to use a “valuation account,” which keeps the investment account at its cost basis.  Either process is acceptable.    Therefore, the following journal entry is consistent with the textbook.

	Unrealized holding gain/loss - AFS - other Comprehensive Income (Loss)

	50,000
	

	Investments in common stock – AFS
	
	50,000


The fair value of the securities has decreased, which leads to an unrealized loss:  $19 (year-end fair value) - $20 cost = $1 per share unrealized holding loss, and 50,000 shares x $1 = $50,000 total holding loss
NOTE:  The unrealized loss for available-for-sale securities decreases other comprehensive income but does not affect net income.  The securities are presented on the balance sheet at $19 x 50,000 = $950,000.

Trading Security Classification

Change the Facts

If the investment had been accounted for as a trading security, the following year-end adjusting journal entry would have been made.  This change is presented for illustrative purposes so that you can compare and contrast the accounting for available-for-sale and trading securities.  The trading securities classification is not appropriate in the situation where the stock is held for an entire year.  
To Record the Purchase
	Investments in common stock – trading securities
	1,000,000
	

	Cash
	
	1,000,000


50,000 shares x $20 = $1,000,000

Note:  available-for-sale is the default classification

To Record Dividends
	Cash
	300,000
	

	Dividend income
	
	300,000

	$2,000,000 x 15% = $300,000


Year-End Entry Adjusting Journal Entry (AJE)
	Unrealized holding gain/loss - trading securities

	50,000
	

	Allowance to Value at Fair Value – trading securities
	
	50,000


Alternative journal entry

	Unrealized holding gain/loss - trading securities

	50,000
	

	Investments in common stock – trading securities
	
	50,000


The fair value of the securities has decreased, which leads to an unrealized loss:  $19 (year-end fair value) - $20 cost = $1 per share unrealized holding loss, and 50,000 shares x $1 = $50,000 total holding
NOTE:  The unrealized loss for trading securities would affect net income but would not affect other comprehensive income.  The securities are presented on the balance sheet at $19 x 50,000 = $950,000.
Recall from Chapter 11 the format for Stockholders’ Equity

CONTRIBUTED CAPITAL

· Common stock

· Preferred stock

· Additional contributed capital accounts

RETAINED EARNINGS (1) 
ACCUMULATED OTHER COMPREHENSEIVE INCOME (2) 
(1) Beginning balance plus net income minus dividends = ending balance

(2) Beginning balance ± other comprehensive income (loss) = ending balance

Unrealized gains/losses on available for sale securities affect other comprehensive income, and do not affect net income.

Unrealized gains/losses on trading securities affect other income on the income statement, and thus also affect net income.  

Comparative Effects on Income Statement and Balance Sheet of Trading and Available-For-Sale Classifications

For the previous example, the effects on the balance sheet, statement of comprehensive income, and income statement are shown below (income taxes are ignored).

	
	Trading
	Available-For-Sale

	INCOME STATEMENT
	
	

	Other Income (Loss)
	
	

	     Dividend income
	300,000
	300,000

	     Unrealized gain (loss) on trading securities
	(50,000)
	N/A

	          Effect on Net Income (ignoring income taxes)
	250,000
	300,000

	
	
	

	STATEMENT OF COMPREHENSIVE INCOME
	
	

	Net income (effect; see above) (ignoring income taxes)
	250,000
	300,000

	Other Comprehensive Income (Loss)
	
	

	      Unrealized gain (loss) on available-for-sale securities
	N/A
	(50,000)

	          Effect on Comprehensive Income (ignoring income taxes)
	250,000
	250,000

	
	
	

	BALANCE SHEET (SELECTED ACCOUNTS)
	
	

	Investment in trading securities
	$950,000
	N/A

	Investment in available for sale securities
	N/A
	$950,000

	Retained earnings (effect on net income) (ignoring income taxes)
	250,000
	300,000

	Accumulated other comprehensive income (loss) (ignoring income taxes)
	
	(50,000)

	          Effect of comprehensive income on Stockholders’ Equity
	250,000
	250,000


EQUITY METHOD (Significant Influence) (presumed to be ≥ 20% - ≤50% common stock ownership)
To Record the Purchase
	Investments in common stock--equity method (1)
	1,000,000
	

	Cash
	
	1,000,000


(1) Text uses account title “Investments in Affiliates”
To Record Pro Rata Share of Investee Earnings


	Investments in common stock--equity method
	1,650,000
	

	          Equity in Affiliate Earnings (1)
	
	1,500,000

	          Equity in Affiliate Other Comprehensive Income (2)
	
	150,000

	(1) $10,000,000 x 15% = $1,500,000
(2) $1,000,000 x 15% = $150,000


*Alternative account titles are Investment Income and Equity in Subsidiary Earnings.
To Record Dividends
	Cash
	300,000
	

	Investments in common stock--equity method
	
	300,000

	$2,000,000 x 15% = $300,000


Year-End Adjusting Journal Entry
Note: because the equity method is used, the security is not marked to market.  Other adjusting entries may be made that are beyond the scope of this course.
Balance Sheet Presentation and Income Statement Presentation.  

The investment is reported on the year-end balance sheet at $1,000,000 + $1,500,000 + 150,000 - $300,000 = $2,350,000.

The income statement reports income of $1,500,000 as Burgoon’s pro rata share of investee net income.  

The Statement of Comprehensive Income reports other comprehensive income of $150,000, Burgoon’s pro rata share of investee other comprehensive income.  

The following shows the financial statements effects of the transactions.  

	
	

	INCOME STATEMENT
	

	Other income (loss)
	

	     Equity in Affiliate Earnings (Loss) (1)
	1,500,000

	          Effect on Net Income (ignoring income taxes)
	1,500,000

	STATEMENT OF COMPREHENSIVE INCOME
	

	Net income effect (ignoring taxes, see above)
	1,500,000

	Other Comprehensive Income (Loss)
	

	     Equity in Affiliate Other Comprehensive Income
	150,000

	          Effect on Comprehensive Income (ignoring income taxes)
	1,650,000

	BALANCE SHEET
	

	Noncurrent Assets
	

	Equity Method Investments 
	2,350,000

	Stockholders’ Equity
	

	Retained Earnings (effect on net income) (ignoring income taxes)
	1,500,000

	Accumulated Other Comprehensive Income (effect on other comprehensive income) (ignoring income taxes)
	150,000


(1).  Alternatively, Investment Revenue (Loss)

BONDS:  AVAILABLE-FOR-SALE VERSUS HELD TO MATURITY CLASSIFICATION.  Note:  the material in this section is not discussed in the text, but is included for completeness.  
On pp. 7-11, we demonstrated accounting for long-term investments in bonds using the effective interest method.  That method results in amortized cost.  How would the accounting have changed if the Kulsrud bond investment had been classified as available-for-sale?  We would still use the effective interest method.  However, we need fair values for the bond investments on March 31 and June 30.  Assume that the March and June 30 fair values for the bond investments were $21,900,000 and $22,050,000, respectively. .  The amortization schedule from that previous bond problem is shown below.  Recall that the bond problem assumes quarterly adjusting journal entries.  
	Payment
	Date
	Cash Paid (1)
	Interest Income
	Premium Amortization
	Carrying Value of Bond

	
	1.1.2014
	
	
	
	22,184,918

	1
	3.31.2014
	600,000
	554,623
	45,377
	22,139,541

	2
	6.30.2014
	600,000
	553,489
	46,511
	22,093,030


March 31, 2014
The same journal entry as before is made to amortize bond premium, which reduces the amortized cost basis to $22,139,541 on March 31 (see computation above). 
	Interest receivable
	600,000
	

	     Bond investments - AFS
	
	45,377

	     Interest income
	
	554,623


Additionally, the bond investment would be marked to market

	Unrealized gain/loss—available for sale securities
	239,541
	

	     Allowance to value AFS securities at market (1)
	
	239,541


(1) $21,900,000 fair value - $22,139,541 amortized cost = $239,541 desired ending credit balance in allowance to value at market.  With no beginning balance in the allowance account, the change in the account balance is equal to $239,541.
	Allowance to Value AFS Securities at Market

	
	January 1, 2014 balance                                0

	
	Required March 31, 2014 AJE             239,541

	
	Desired March 31, 2014 balance         239,541


	Note:  if a long-term bond investment is classified as available-for-sale, then amortization of premium/discount each period changes amortized cost, and mark-to-market accounting changes the balance sheet valuation from amortized cost to market value.  




June 30, 2014
The same journal entry as before is made to amortize bond premium on June 30. 

	Interest receivable
	600,000
	

	     Bond investments - AFS
	
	46,511

	     Interest income
	
	553,489


Note the ending amortized cost = $22,139,541 – $46,511 = $22,093,030. 
Additionally, the following AJE would be made to mark to market.

	Allowance to value AFS securities at market
	196,511
	

	      Unrealized gain/loss—available for sale securities
	
	196,511


$22,050,000 fair value - $22,093,030 amortized cost = $43,030 desired ending credit balance in the allowance to value at market account.  However, the existing balance in the account (from March 31) = $239,541.  Therefore, and adjustment of $196,511 is needed.  Note that this journal entry reduces the allowance account balance.  To help understand the March 31 and June 30 journals entries, see the following T Account.
	Allowance to Value AFS Securities at Market

	
	January 1, 2014 balance                                0

	
	Required March 31, 2014 AJE             239,541

	
	Desired March 31, 2014 balance         239,541

	Required June 30, 2014 AJE               196,511
	

	
	Desired June 30, 2014 balance            $43,030


Amount reflected in AJE.  
INVESTMENTS IN COMMON STOCK WITH CONTROL:  CONSOLIDATIONS


Learning how to account for consolidated financial statements is beyond the scope of this course.  In the simplest terms, the net assets of the investor and investee companies are added together, stockholders’ equity of the investee is eliminated, and the investment in the investee by the investor is eliminated.  Students are not responsible for consolidated financial statements and consolidation accounting.  

RATIOS
Economic Return from Investing 

	Economic Return on Investing
	=
	Dividends Received + Interest Received 
± Changes in Fair Value of Investment (1) (3)

	
	
	Fair Value of Investments (Beginning of Period) (2) (3)


(1) To simplify, the authors use the average of beginning and ending balances.  In practice, would adjust for investment contributions and outflows during the period.  For example, if the fair value of the ending investments from the prior year was $25,000,000 and the company made a $5,000,000 investment on January 1, then the $30,000,000 should be used as the adjusted beginning balance in the computation of change in fair value.  
(2) Many analysts would use average fair value during the period.  The denominator would be adjusted for investments and sales (see explanation in (1) above)
(3) If the company makes additional investments or has sales during the period, then the numerator and denominator should be adjusted to reflect those changes.  

REVIEW ROA
Return on Assets (ROA) is the major ratio introduced in Chapter 5.  Although not discussed in Chapter 5, it is good to review ROA given the Appendix’s discussion of assets.  
ROA (pp. 245-248) is a common summary statistic used to track firm performance.  ROA reports net income per dollar of average total assets.
	ROA 
	=
	Net Income

	
	
	Average Total Assets


ROA can be decomposed into profit drivers (profit levers), which are other ratios (decomposing ROA is sometimes called DuPont analysis or decomposition analysis).

	ROA
	=
	Net Profit Margin
	X
	Total Asset Turnover (1)

	
	
	
	
	

	Net Income
	=
	Net Income
	X
	Net Sales

	Average Total Assets
	
	Net Sales
	
	Average Total Assets


(1) Also called Asset Turnover
The following shows how the algebra works as the two ratios combine into ROA.

	ROA
	=
	Net Profit Margin
	X
	Total Asset Turnover

	
	
	
	
	

	Net Income
	=
	Net Income
	X
	Net Sales

	Average Total Assets
	
	Net Sales
	
	Average  Total Assets


NET PROFIT MARGIN (also called net profit margin ratio or profit margin ratio) equals the amount of net income generated by each dollar of net sales.  All other things being equal (e.g., a static analysis), net profit margin can be increased (decreased) by:

· Increasing (decreasing) sales volume

· Increasing (decreasing) sales prices

· Decreasing (increasing) cost of goods sold and operating expenses
TOTAL ASSET TURNOVER (or asset turnover ratio) is an efficiency measure, the amount of sales per dollar of average total assets.  All other things being equal (e.g., a static analysis), total asset turnover increased (decreased) by:

· Collecting accounts receivable more quickly (less quickly)

· Reducing (increasing) inventory on hand

See ROA and component computations for Microsoft on p. 249 (demonstration problem).

STATEMENT OF CASH FLOWS
The items below were discussed in this Appendix, and the effect on cash flow from financing activities is as follows.

Operating Activities

Net Income

Add (Deduct) Adjustments:


Losses (Gains) on sale of investments


Unrealized losses (gains) on trading securities

Goodwill impairment


Equity in net income of subsidiary companies

Decreases (increases) in dividends receivable (cost method investments)

Investing Activities
Sale of investments
(Purchase of investments)

As an example,

	Cash Flow From Operating Activities
	

	Net Income
	

	Adjustments:  
	

	Decrease in dividends receivable (1)
	50,000 

	Loss on sale of investments
	500,000 

	Equity in net income of affiliates 
	(1,000,000) 

	Unrealized gain on trading securities  
	(125,000)

	
	

	Net cash flow from operating activities
	

	Cash Flow From Financing Activities
	

	Sale of investments
	10,000,000 

	Purchase of investments
	(22,000,000)

	
	

	Net cash flow from financing activities
	


(1) Cash received from dividends from cost method investments is treated as an operating cash flow.  

CHAPTER SUMMARY (From Textbook Authors)
A company may make investments in the stock or bonds of another corporation. A common motivation to invest in other companies is to receive a return on otherwise idle funds.

The measuring and reporting of investments in the stock of another company are determined by the percent of shares owned in relation to the total number of shares outstanding. If the ownership level of voting shares is less than 20%, the market value method is used. Under this method, the investment is reported at the current market value. Unrealized gains and losses on securities in the trading portfolio are reported on the income statement while unrealized gains and losses on securities in the available-for-sale portfolio are reported as a component of stockholders' equity.

If the ownership is at least 20%, but not more than 50%, the equity method should be used. Under this method, the investment is recorded at cost by the investor at the date of acquisition. Each period thereafter, the investment account is increased (or decreased) by the proportionate interest in the income (or loss) reported by the investee corporation and decreased by the proportionate share of the dividends declared by the investee corporation. Each period the investor recognizes as revenue its proportionate share of the income (or loss) reported by the investee company.

Consolidated financial statements are presented when one corporation owns more than 50% of the outstanding voting stock of another corporation. The concept of consolidation is based on the view that a parent company and its subsidiaries constitute one economic entity. Therefore, their separate income statements, balance sheets, and statements of cash flows should be combined each period on an item-by-item basis as a single set of consolidated financial statements.

CHAPTER LEARNING OBJECTIVES (From Textbook Authors)
	Learning Objectives
	PowerPoint® Slides

	1.
Analyze and report investments in debt securities held to maturity.
	12-1 through 12-10

	2.
Analyze and report passive investments in securities using the fair value method.
	12-11 through 12-23

	3.
Analyze and report investments involving significant influence using the equity method.
	12-24 through 12-31

	4.
Analyze and report investments in controlling interests.
	12-32 through 12-39


CHAPTER TAKE-AWAYS (From Textbook Authors)
After studying this material, you should be able to:

E-1 Analyze and report investments in debt securities held to maturity. 
E-2 Analyze and report passive investments in securities using the fair value

method. 
E-3 Analyze and report investments involving significant influence using

the equity method. 
E-4 Analyze and report investments in controlling interests. 
1.
Analyze and report investments in debt securities held to maturity.

When management intends to an investment in a debt security (such as a bond or note) until it matures, the held-to-maturity security is recorded at cost when acquired and reported at amortized cost on the balance sheet. Any interest earned during the period is reported on the income statement.

2.
Analyze and report passive investments in securities using the fair value method.

·   Acquiring debt securities not held to maturity or less than 20 percent of the outstanding voting shares of another company’s common stock is presumed to be a passive stock investment. Passive investments may be classified as 

· Trading securities (actively traded to maximize return) or 

· Securities available for sale (earn a return but are not as actively traded), depending on management’s intent. 

·   The investments are recorded at cost and adjusted to fair value at year-end. The resulting unrealized gain or loss is recorded.

· For trading securities, the net unrealized gains and losses are reported in net income.

· For securities available for sale, the net unrealized gains and losses are reported as a component of stockholders’ equity in other comprehensive income. 

·   Any dividends earned are reported as revenue, and any gains or losses on sales of passive investments are reported on the income statement. 

3.
Analyze and report investments involving significant influence using the equity method.

If between 20 and 50 percent of the outstanding voting shares are owned, significant influence over the affiliate firm’s operating and financing policies is presumed, and the equity method is applied.  Under the equity method, the investor records the investment at cost on the acquisition date.  Each period thereafter, the investment amount is increased (or decreased) by the proportionate interest in the income (or loss) reported by the affiliate corporation and decreased by the proportionate share of the dividends declared by the affiliate corporation. 

4.
Analyze and report investments in controlling interests.

Mergers occur when one company purchases all of the net assets of another and the target company ceases to exist as a separate legal entity.  Mergers and ownership of a controlling interest of another corporation (more than 50 percent of the outstanding voting shares) must be accounted for using the purchase method. The acquired company’s assets and liabilities are measured at their fair values on the date of the transaction. Any amount paid above the fair value of the assets less liabilities is reported as goodwill by the buyer. 

CHAPTER LECTURE OUTLINE (From Textbook Authors)
I. UNDERSTANDING THE BUSINESS

A. General

1. Management may decide to invest idle cash in passive investments to earn a return on idle funds. We say these investments are passive because the managers are not interested in influencing or controlling the other companies.

2. At other times, management may desire to influence or control another company's policies and activities.

B. Types of Investments and Accounting Methods

1. Passive investments in debt and equity securities:

a. Goal is to earn a high rate of return on funds that may be needed in the near future.

b. Includes both investments in debt and equity securities.

1. Passive Investments in Debt

a. Investments may be made in another corporation's debt. 

b. These debt investments may be held to maturity using the amortized cost method of reporting. 

c. On the other hand, these investments may be intended to be sold before the maturity dates and should be reported using the market value method.

2. Passive Investments in Stock

a. Investments in equity securities are presumed to be passive if the investment consists of less than 20% of the outstanding voting stock of another company. 

b. The market value method is used to measure and report these investments.

2. Investments in stock for significant influence
a. Significant influence is the ability of the investor to have an important impact on the operating and financing policies of the investee. Significant influence by the investor (the one owning voting stock of another) may be achieved by:

1. Membership on the board of directors of the investee.

2. Participation in the policy-making process of the investee.

3. Material transactions between the two companies.

4. Interchange of management personnel between the two companies.

5. Technological dependency between the two companies.

b. The presumption of significant influence is when the investor owns outstanding voting stock of at least 20%, but not more than 50%. 

c. The equity method is used to measure and report these investments.

3. Investments in stock for control
a. Investments are made with the intent to exert control over another corporation. 

1. Control is the investor's ability to determine the operating and financing policies of the investee. 

2. This is achieved when the investor owns more than 50% (the majority) of the outstanding voting stock of the investee. 

3. The consolidation method is appropriate for reporting these investments. The accounting method for an investment is based on the level of ownership. 

b. Thus, the relationship between the investor corporation and the investee corporation is a critical factor for determining the appropriate accounting treatment.

1. Market value method - Neither significant influence nor control of an equity interest is achieved. Therefore, the investment is considered passive.

2. Equity method - Significant influence of the equity interest is achieved but control is not.

3. Consolidated statement method - Control of the equity interest is achieved.

4. Amortized cost method - The investment in debt is always passive. Ownership is not applicable for this type of investment. If held to maturity, a debt investment is adjusted by amortizing a premium or discount that existed at the purchase date.  If the intent is to sell the bond before the maturity date, then the market value method should be used.

II. ANALYZE AND REPORT BOND INVESTMENTS HELD TO MATURITY.

1. Intent: Management may intend to hold a debt investment until it matures. In that case, the investment is reported at its cost adjusted for the amortization of premium or discount.

2. Bonds Purchases: Bond investments may be purchased for par (the maturity value), at a discount (at less than the maturity value), or at a premium (at more than the maturity value). The cost principle requires that the investment be recorded at cost.

3. Interest Earned: Interest earned (revenue) is reported as accrued. The interest rate and the principal of the debt investment are the primary determinants of interest earned.

4. Principal at Maturity: If the investment is made "at par", the recovery of cash when the debt matures will be equal to the original investment.

III. ANALYZE AND REPORT PASSIVE INVESTMENTS IN SECURITIES USING THE MARKET VALUE METHOD.

A. Passive Investors

1. Investors are typically passive investors when they own less than 20% of the outstanding voting stock in another company. 

2. The presumption at this level of ownership is that no significant influence over the investee exists. 

3. The market value method is the appropriate way to account for and report these investments.

4. For investments in trading securities and securities available-for-sale, a departure from the cost principle is appropriate for balance sheet reporting. 

a. Investments in trading securities and securities available-for-sale are reported on the balance sheet at their current market values at the balance sheet date. 

b. There are two primary reasons for current market reporting.

1. Relevance - Analysts who study financial statements often attempt to forecast the future cash flows of a company. One source of cash is the sale of investments. The best estimate of cash to be generated by investments in trading securities and securities available-for-sale is their current market values. This treatment differs from the presentation for most other assets owned by a company.

2. Measurability - Financial statement dollar valuations for items are based on the reliability of those amounts (verifiable and unbiased valuations). Many assets owned by a company are not actively traded, such as fixed assets. On the other hand, securities have established market exchanges where they are traded each day. Therefore, it is relatively easy to ascertain current market values for these assets.

c. Trading Securities are shown as current assets on the Balance Sheet.

d. Securities Available for Sale are classified as either current or non-current depending upon the intent of the company.

B. Recording of unrealized holding gains and losses:

1. This is a departure from the revenue recognition principle since gains (losses) are recorded before the earnings process is complete (before the sale). 

2. These are amounts associated with price changes of securities that are currently held. 

3. The impact of unrealized holding gains and losses depends on the classification of the investment as trading securities or available-for-sale securities.

C. Classifying Passive Stock Investments

1. Trading securities
a. Actively traded with the objective of generating profits. Part of the company’s active trading portfolio.

b. Classified as a current asset on the balance sheet, valued at fair market value at the balance sheet date.

c. Unrealized holding gains and losses are reported on the income statement. They increase or decrease net income.

d. At the time of sale, the realized gain or loss is the difference between what is received a the time of the sale and the book value of Trading Securities net of the Allowance to Value at Market.

2. Securities available-for-sale: 
a. Not part of the company’s active trading portfolio.

b. Classified as current asset or non-current asset depending on whether management intends to sell within the next year, valued at fair market value at the balance sheet date.

c. Unrealized holding gains and losses are reported in the stockholders' equity section of the balance sheet. They increase or decrease stockholders' equity. They do not affect net income currently.

D. Purchase of Stock

· Regardless of how the stock is classified, the investment is debited for the full cost (cost principle) of the stock, including any broker’s charge.

E. Dividends Earned

· Investments earn a return from two sources: price appreciation and dividend income. 

a. Price appreciation is analyzed at each year-end and when the security is sold. 

b. Dividends earned are reported on the income statement as investment income.

F. Year-End Valuation

1. Passive investments are reported at fair market value on the balance sheet date. 

2. A separate "adjustment" account is maintained for the changes in the investment account and the current price. 

a. This is done rather than changing the investment account itself. Since no exchange has taken place, there is an unrealized holding gain or loss for the difference.

b. If the current market value exceeds cost for the investment, the journal entry debits the allowance to value at market account and credits the unrealized holding gain/loss account.

c. If the cost exceeds current market value for the investment, the journal entry debits the unrealized holding gain/loss account and credits the allowance to value at market account.

G. Sale of Stock

1. Available-for-sale

a. The available-for-sale investment account is compared with the cash received to determine a gain or loss on the sale. 

b. Additionally, the unrealized loss/gain and valuation allowance account are eliminated. 

2. Trading

a. The sale of a trading security is similar except there is no unrealized loss/gain account in stockholders’ equity since it has been closed to Retained Earnings. 

b. Instead, any unrealized loss/gain amounts in a previous period were reported on the income statement in that period.

c. Since the Unrealized Gain or Loss is shown on the Income Statement and, subsequently, is closed to Retained Earnings, at the time of sale the realized gain or loss is the difference between the Investment in Trading Securities net of the Allowance to Value at Market and the cash received at the time of the sale.

H. Comparing Trading and Available-for-Sale Securities

1. Each investment is recorded at cost (cost principle). Each investment is reported on the balance sheet at fair market value.

2. The net unrealized holding gains and losses for available-for-sale securities is a component of stockholders’ equity. The income statement is only impacted upon the sale of the stock as the difference of the sales proceeds and original cost.

3. The net unrealized holding gains and losses for trading securities are included on the income statement. The income statement is also impacted upon the sale of the stock investment as the difference of the sales proceeds and the investment account net of the allowance to value at market account.

IV. ANALYZE AND REPORT INVESTMENTS INVOLVING SIGNIFICANT INFLUENCE USING THE EQUITY METHOD.

A. Equity Method

1. An investor may desire the ability to exert significant influence over another company without obtaining control (majority ownership).

2. This is typically the case when the investor owns 20% to 50% of the outstanding voting stock of the investee. The presumption in this case is that the investment was made for a long-term strategic purpose.

B. Recording Investments under the Equity Method

1. Purchase of stock: The initial purchase of the investment is recorded at cost in conformity with the cost principle.
2. Investee earnings
a. It is appropriate to determine investment income recognition on the percentage of the investee's reported earnings because the investor often is involved in operating and financing decisions of the investee.

b. When the investee earns income, the investment account (Investment in Affiliated Companies) is debited and Equity in Investee Earnings account (a revenue) is credited for the proportional ownership amount.

c. If the investee reports a loss, the Equity in Investee Earnings account is debited and the Investment in Affiliated Companies account is credited.

3. Dividends received

a. Dividends are essentially a return of part of the investment. Therefore, they reduce the Investment in Affiliated Companies account. 

b. When dividends are received from the investee, cash is debited and the Investment in Affiliated Companies account is credited.

4. Reporting Investments Under the Equity Method

a. Investments under the equity method (unlike the market value method) of reporting are not reported at the fair market value. Instead, they are reported at the investor's cost plus a percentage of the investee's earnings (losses) since the investment was made reduced by any dividend distributions to the investor to date.

b. When the investment is sold, the gain or loss is determined as the difference of the sale proceeds and the investment account balance.

V. ANALYZE AND REPORT INVESTMENTS IN CONTROLLING INTERESTS.

A. Investors have various motives for owning the controlling interest in another company.

1. Vertical integration is when the acquiring company purchases the controlling interest in a company at a different level in the distribution channel. This can secure valuable suppliers or customers.

2. Horizontal growth is when the acquiring company purchases the controlling interest in a company at the same level in the distribution channel. This can lead to greater market share.

3. Synergy is when the acquiring company purchases the controlling interest in a company to make the operations of the two companies together more profitable in a combined manner than the two companies separately considered.

B. Consolidated Statements

1. Consolidated financial statements are required when the acquiring company (parent) obtains control of another corporation (subsidiary). Consolidated financial statements combine the operations of two or more companies into a single set of statements. This reporting is based on substance (one economic entity) over form (more than one legal entity).

2. Intercompany accounts and intercompany transactions are eliminated when consolidated statements are prepared. The underlying concept is that a company can neither owe itself nor report revenues/expenses when dealing with itself.

3. Purchasing 100% of the outstanding stock results in a wholly owned subsidiary. If less than 100% of the stock is purchased, a minority interest will result with the parent as the majority interest.

C. Recording a Merger

1. A merger occurs when one company purchases the net assets of another company (target company). The target company is dissolved. That is, two companies become one with the purchasing company as the survivor.

2. The purchasing company records the net assets (assets purchased and the liabilities assumed) at the purchase price following the cost principle. This is called the purchase method.

3. Often the purchase price exceeds the fair market value of the target company's identifiable net assets. This excess is called goodwill representing cost in excess of net assets acquired.

D. Reporting a Merger

1. The post-merger balance sheet reports the acquired assets and liabilities at their fair market values, goodwill for the cost in excess of net assets acquired, and cash is reduced by the amount equal to the purchase price. If stock is given instead of cash, contributed capital is increased for the amount of the purchase price.

2. The post-merger income statement reports all revenues and expenses from the combined company. Expenses will include depreciation based on the fair market value of assets acquired. Goodwill is not amortized, but it should be reviewed periodically to determine if an impairment loss should be considered in the future.

