CHAPTER 12: REPORTING AND INTERPRETING INVESTMENTS IN OTHER
CORPORATIONS

CHAPTER SUMMARY

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 OBJECTIVES

LO1 Analyze and report bond investments held to maturity.

LO2 Analyze and report passive investments in securities using the market value method.
LO3 Analyze and report investments involving significant influence using the equity method.
LO4 Analyze and report investments in controlling interests.

LOS5 Analyze and interpret the return on assets ratio.



CHAPTER OUTLINE

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. Atother 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. Goalisto 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. Onthe 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:

Membership on the board of directors of the investee.

Participation in the policy-making process of the investee.

Material transactions between the two companies.

Interchange of management personnel between the two companies.

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. Controlis the investor's ability to determine the operating and financing policies of the
investee.

2. Thisis 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.

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.
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1. LO1 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.

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.

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.

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.

. LO2 ANALYZE AND REPORT PASSIVE INVESTMENTS IN SECURITIES USING THE MARKET VALUE METHOD.
A. Passive Investors

1.

w

Investors are typically passive investors when they own less than 20% of the outstanding voting

stock in another company.

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

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

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).

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

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. Atthe 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
e 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
e 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. Aseparate "adjustment" account is maintained for the changes in the investment account and the
current price.
a. Thisis 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.



V. LO3 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).

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.

Investee earnings

a. Itis 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. Iftheinvestee reports a loss, the Equity in Investee Earnings account is debited and the
Investment in Affiliated Companies account is credited.

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.

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. LO4 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.

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.

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).

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.

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.



D.

E.

VI.

VII.

A.

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.

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.

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.

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.

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.

LOS5 ANALYZE AND INTERPRET THE RETURN ON ASSETS RATIO.

Netlncome

Returnon Assets=
Average Total Assets

1. A measure of profitability.

2. Answers the question: For every dollar of fixed assets, how much is earned?

3. Doesn’t distinguish between assets financed through debt and assets financed through equity.

CHAPTER SUPPLEMENT A

Preparing Consolidated Statements

1. When one company acquires another company and both continue to exist, consolidated financial
statements must be presented.

2. The statements of two or more companies are reported as a single set of statements as if they

were a single company.

Recording Acquisition of a Controlling Interest

1.
2.

When a parent acquires control of a subsidiary, both entities continue to exist (unlike a merger).
The acquisition is recorded at the purchase price (not the book value). This exemplifies the cost
principle.

The investment account reflects the market value of the acquired shares of stock of the investee.
The transaction is often a cash-for-stock transfer with the investee's shareholders and usually has
no effect on the investee's accounts.

In some combinations, the parent may exchange shares of its stock for the investee's stock from
the investee's shareholders.

The journal entry requires a debit to the investment account (for the purchase price) and a credit
to cash (or contributed capital) for the same amount.



C. Preparing Consolidated Financial Statements After Acquisition

1.

If financial statements are prepared on the date of acquisition, fair market values for assets and

liabilities of the investee are combined with the investor's general ledger account balances as if a

single entity were reporting.

Some accounts are eliminated on the date of purchase.

a. These accounts include intercompany receivables/payables.

b. In addition, the investment account is eliminated.

c. The fair market value at the date of purchase represented by the investment account is
eliminated against the stockholders' equity of the investee, which is a book value amount.
The difference between the investment account (a fair market value amount) and
stockholders' equity of the investee (a book value amount) is assigned to specific assets in the
elimination process.

d. First, any difference of fair market value and book value of the investee's net assets absorbs
this difference. Any amount remaining is assigned to goodwill.

In consolidating the separate companies’ income statements into a single statement, the

revenues and expenses generated by the parent company must be combined with the revenues

and expenses of the subsidiary to make it appear as if a single company exists.

a. Exclude any investment income from the subsidiary in the parent's accounts.

b. Additional expenses may be reported for depreciation of the subsidiary's assets considered at
fair market value (in excess of book value).

Goodwill should be considered for a possible impairment loss in the future.

Spreadsheet programs are helpful in the preparation of appropriate account balances to be

presented on consolidated financial statements.



