CHAPTER 12

Investments

Overview 
In this chapter, you learn that investments that companies make in the stock and debt securities of other companies are accounted for differently depending on the nature of the investments.  For instance, you see that investment securities categorized as “securities held-to-maturity,” are reported at amortized cost, while “securities available-for-sale” and “trading securities” are reported at their fair values.  

In the second part of the chapter, you study the equity method – a completely different way to record and report investments in stock when specific characteristics indicate that the investor can “significantly influence” the operating and financial policies of the investee.

This chapter concludes the presentation of assets and begins the coverage of financial instruments.

Learning Objectives

1.
Demonstrate how to identify and account for investments classified for reporting purposes as held-to-maturity. 


2.
Demonstrate how to identify and account for investments classified for reporting purposes as available-for-sale. 


3.
Demonstrate how to identify and account for investments classified for reporting purposes as trading securities.


4.
Explain what constitutes significant influence by the investor over the operating and financial policies of the investee.


5.
Understand the way investments are recorded and reported by the equity method.


6.
Explain the adjustments made in the equity method when the fair value of the net assets underlying the investment exceeds their book value.

Lecture Outline

Overview (T12-1)

I.
If the investor controls the investee, consolidation is appropriate (discussed briefly in Part B, more in depth elsewhere in the curriculum).
II.
If the investor can “significantly influence” the operating and financial policies of the investee, the equity method is appropriate (discussed in Part B).
III.
Otherwise, we have an “investment security” (discussed in Part A) to be accounted for as:

A.
Held-to-maturity 

B.
Securities available-for-sale 

C.
Trading securities 

Part A: Accounting for Investment Securities (T12-2)
I.
Securities to be Held-to-Maturity (T12-3)
A.
A bond or other debt security – unlike a share of stock, has a specified date on which it matures.

B.
Changes in market value are irrelevant to an investor who will hold a security to its maturity regardless of those changes.

C. If an investor has the “positive intent and ability” to hold the securities to maturity, investments in debt securities are reported at amortized cost in the balance sheet.  

1. All investment securities are initially recorded at cost.

2. Interest is recorded each period as the effective market rate of interest multiplied by the outstanding balance of the investment.
II.
Investment Securities 

A.
Reported at the fair value of the investment securities on the reporting date.

B.
Fair value information is more relevant than for investments to be held-to-maturity.

C.
All investment securities are initially recorded at cost.

D.
Dividend and interest income from all investment securities is included in earnings.  

E.
Realized gains and losses are included in earnings.

F.
Reporting unrealized holding gains and losses in the financial statements depends on whether the investments are classified as “securities available-for-sale” or as “trading securities.”

1.
Securities Available-for-Sale (T12-4)

a.
All investments in debt and equity securities that don’t fit the definitions of the other reporting categories. 

b.
Classified as either current or noncurrent assets, depending on how long they’re likely to be held.  

c.
Holding gains and losses from retaining securities during periods of price change are not included in the determination of income (accumulated and reported as a separate component of shareholders’ equity). (T12-5, 6, 7, 8, 9)

d.
Holding gains and losses from securities available-for-sale are included in earnings when they are realized by selling the securities. 

e.
A loss inherent in an “other-than-temporary” impairment is recognized in earnings even though the security hasn’t been sold.

2.
Trading Securities (T12-10)

a.
Actively managed in a trading account for the purpose of profiting from short-term price changes.

b.
Relatively few investments are classified this way because only banks and other financial operations invest in trading securities.

c.
Holding gains and losses from trading securities are included in the determination of income.

d.
Because holding gains and losses are included in earnings when they occur, only gains and losses that occur since the last reporting date are recognized during the current reporting period. (T12-11, 12)

e.
A loss inherent in an “other-than-temporary” impairment is recognized in earnings even though the security hasn’t been sold.

G.
A transfer of a security between reporting categories is accounted for at fair value and in accordance with the new reporting classification.  (T12-13)

III.
Financial Statement Presentation and Disclosure (T12-14)
A.
It’s not necessary that a company report individual amounts for the three categories of investments – held-to-maturity, available-for-sale, or trading – on the face of the balance sheet as long as that information is presented in the disclosure notes.

B.
Investors should disclose the following in the disclosure notes for each year presented:

1.
 Aggregate fair value

2.
 Gross realized and unrealized holding gains

3.
 Gross realized and unrealized holding losses

4.
 The change in net unrealized holding gains and losses, and 

5.
 Amortized cost basis by major security type.  

C.
Information about maturities should be reported for debt securities, by disclosing the fair value and cost.

Part B:  The Equity Method

I.
Significant Influence

A.
The equity method is used when an investor can’t control, but can “significantly influence” the investee.  (T12-15)

B.
Usually an investor can exercise “significant influence” over the investee when it owns between 20% and 50% of the investee's voting shares.

II.
A “One-Line Consolidation”

A.
Much like consolidation, the equity method views the investor and investee collectively as a special type of single entity (as if the two companies were one company).  (T12-16)

B.
The investor’s ownership interest in individual assets and liabilities of the investee is represented by a single investment account.  

C.
The investor recognizes investment income equal to its percentage share (based on share ownership) of the net income earned by the investee.

D.
The investment account subsequently is: (T12-17)

1.
Increased by the investor's percentage share of the investee’s net income (or decreased by its share of a loss).

2.
Decreased by dividends declared. 

E.
When the cost of an investment exceeds the book value of the underlying net assets acquired, additional adjustments to both the investment account and investment revenue might be needed.  (T12-18)

1.
Both the investment account and investment revenue are adjusted for differences between net income reported by the investee and what that amount would have been if consolidation procedures had been followed.   

2.
Consolidated financial statements report (a) the acquired company’s assets at their fair market values rather than their book values and (b) “goodwill” for the excess of the acquisition price over the fair value of the acquired net assets.  

a.
Increasing asset balances to their fair values usually will result in higher expenses. 

b.
Recording goodwill will not result in higher expenses.

III.
Reporting the Investment (T12-19)
A.
The investment account is reported at its original cost:

1.
Increased by the investor’s share of the investee's net income (adjusted for additional expenses like depreciation and amortization).

2.
Decreased by the portion of those earnings actually received as dividends.  

B.
Thus, the investment account represents the investor’s share of the investee's net assets initially acquired, adjusted for the investor’s share of the subsequent increase in the investee's net assets (net assets earned and not yet distributed as dividends).

IV.
A Change in Methods (T12-20)
A.
When the investor's level of influence changes, it may be necessary to change from the equity method to another method.  

1.
No adjustment is made to the remaining carrying amount of the investment.

2.
The equity method is simply discontinued and the new method applied from then on.

B.
When the investor's level of influence changes, it may be necessary to change from another method to the equity method.  

1.
The investment account is retroactively adjusted to the equity method.  

2.
Both the investment and retained earnings would be increased by the investor’s share of the undistributed earnings in years prior to a change to the equity method.

Decision-Makers’ Perspective

A.
It is critical that both managers and external decision makers clearly understand the impact of investment accounting on income and various financial ratios and to make decisions accordingly.  

1.
The way we account for an investment has little effect on a company’s cash flows.  

2.
So, despite the lack of “real” impact on cash flows, the accounting method affects net income, including calculations of earnings per share and any rate of return ratios.

3.
When analyzing a company’s profitability, lenders and investors should be alert to the way accounting methods affect reported net income.  (T12-21)

4.
An analyst should be particularly wary if the method changes from one year to the next.  

B.
The equity method actually was designed in part to prevent the manipulation of income that would be possible if investing corporations that have significant influence over investee’s recognized income only when received as dividends. 

1.
The equity method limits that potential way of managing earnings.

2.
But the discretion management has in classifying investments creates other potential abuses.

Appendix 12-A: Other Investments (Special Purpose Funds, Investments in Life Insurance Policies)
A.
Special Purpose Funds

1.
Some special purchase funds – like petty cash – are current assets.

2.
A special purchase fund can be established for virtually any purpose.

3.
Noncurrent special purchase funds are reported within the category “Investments and funds.”

4.
Any investment revenue from these funds is reported as such on the income statement.

B.
Investments in Life Insurance Policies

1.
Certain life insurance policies can be surrendered while the insured is still alive in exchange for its cash surrender value. 

2.
Part of each insurance premium represents an increase in the cash surrender value, so part of each premium payment – the investment portion – is recorded as an asset.  (T12-22) 

Appendix 12-B:  Impairment of an Investment in a Receivable Due to a Troubled Debt Restructuring
A.
If a creditor’s investment in a receivable becomes impaired, the receivable is remeasured based on the discounted present value of currently expected cash flows at the loan’s original effective rate (regardless of the extent to which expected cash receipts have been reduced). 
B.
When the terms of a debt agreement are changed as a result of financial difficulties experienced by the debtor (borrower), the new arrangement is referred to as a troubled debt restructuring. 

1.
When the receivable is settled outright at the time of the restructuring the creditor simply records a loss for the difference between the carrying amount of the receivable and the fair value of the asset(s) or equity securities received.  (T12-23) 

2.
When the receivable is continued, but with modified terms, the difference between the receivable’s carrying amount and the discounted present value of the cash flows after the restructuring is reported as a loss. (T12-24) 

CHAPTER 13

CURRENT LIABILITIES AND CONTINGENCIES

Overview
With the discussion of investments in the previous chapter we concluded our six-chapter coverage of assets that began in Chapter 7 with cash and receivables.  This is the first of six chapters devoted to liabilities.  Here, we focus on short-term liabilities.  Bonds and long-term notes are discussed in the next chapter.  Obligations relating to leases, income taxes, pensions, and other postretirement benefits are the subjects of the following four chapters.  In Part A of this chapter, we discuss open accounts and notes, accrued liabilities, and other liabilities that are classified appropriately as current.  In Part B we turn our attention to situations in which there is uncertainty as to whether an obligation really exists.  These are designated as loss contingencies.  

Learning Objectives
1.
Define liabilities and distinguish between current and long-term liabilities.

2.
Account for the issuance and payment of various forms of notes and record the interest on the notes.

3.
Characterize accrued liabilities and liabilities from advance collection, and describe when and how they should be recorded.

4.
Determine when a liability can be classified as a noncurrent obligation.

5.
Identify situations that constitute contingencies and the circumstances under which they should be accrued.

6.
Demonstrate the appropriate accounting treatment for contingencies, including unasserted claims and assessments.

Lecture Outline

Part A: Current Liabilities

I.
Characteristics of Liabilities  (T13-1)
A.
Most liabilities obligate the debtor to pay cash at specified times and result from legally enforceable agreements.

B.
Some liabilities are not contractual obligations and may not be payable in cash.  

C.
A liability is a present obligation to sacrifice assets in the future because of something that already has occurred.

II.
What is a Current Liability? (T13-2)
A.
Classifying liabilities as either current or long-term helps investors and creditors assess the relative risk of a business’s liabilities.  

B.
Current liabilities are expected to require current assets and usually are payable within one year.  

C.
Current liabilities ordinarily are reported at their maturity amounts. (T13-3)

1.
Practical expediency 

2.
Conceptually, liabilities should be recorded at their present values.

3.
Relatively short time to maturity 

III.
Accounts Payable and Notes 

A.
Open accounts and notes

1.
Accounts payable – Buying merchandise on account in the ordinary course of business creates accounts payable

2.
Trade notes payable – Formally recognized by a written promissory note; sometimes bear interest

B.
Short-term notes payable

1.
Line of credit – allows a company to borrow cash without having to follow formal loan procedures and paperwork

2.
Interest on notes – face amount  x  annual rate  x  time to maturity  (T13-4)

3.
Noninterest-bearing notes – interest is “discounted” from the face amount of a note; the effective interest rate is higher than the stated discount rate (T13-5)

4.
Secured loans – a specified asset (often inventory or accounts receivable) is pledged as collateral or security for the loan

C.
Commercial paper (Exercise 13-4)

1.
Large, highly rated firms 

2.
Lower rate than through a bank loan

3.
Unsecured notes sold in minimum denominations of $25,000

4.
Maturities ranging from 30 to 270 days

5.
Interest often discounted at the issuance of the note

6.
Usually backed by a line of credit 

7.
Recording its issuance and payment exactly the same as forms of notes payable

IV.
Accrued Liabilities (T13-6)
A.
Represent expenses already incurred, but for which cash has yet to be paid (accrued expenses)
B.
Recorded by adjusting entries at the end of the reporting period
C.
Common examples: salaries and wages payable, income taxes payable, and interest payable (T13-7)

D.
An employer accrues an expense and related liability for employees' compensation for future absences such as vacation pay if the obligation meets four conditions: 

1. 
The obligation is attributable to employees' services already performed.

2. 
The paid absence can be taken in a later year – the benefit vests (will be compensated even if employment is terminated) or the benefit can be accumulated over time. 

3. 
Payment is probable.

4. 
The amount can be reasonably estimated.

V.
Liabilities from Advance Collection

A.
Deposits and advances from customers (T13-8)
1.
Collecting cash from a customer as a refundable deposit or as an advance payment for products or services

2.
Creates a liability to return the deposit or to supply the products or services. 

B.
Collections for third parties
1.
Sales taxes collected from customers represent liabilities until remitted.  

2.
Payroll-related deductions such as withholding taxes, social security taxes, employee insurance, employee contributions to retirement plans, and union dues [discussed in the Appendix]  

VI.
A Closer Look at the Current and Noncurrent Classification
A.
Current maturities of long-term debt (Exercise 13-9)
1.
The currently maturing portion of a long-term debt must be reported as a current liability.
2.
Long-term liabilities that are due on demand – by terms of the contract or violation of contract covenants – must be reported as current liabilities.
B.
Short-term obligations can be reported as noncurrent liabilities if the company:

1.
Intends to refinance on a long-term basis and 
2.
Demonstrates the ability to do so by a refinancing agreement or by actual financing. (T13-9)
Part B: Contingencies

I.
Loss Contingencies (T13-10)
A.
Involves an existing uncertainty as to whether a loss really exists, where the uncertainty will be resolved only when some future event occurs

B.
Accrued only if a loss is 

1.
Probable and 

2.
The amount can reasonably be estimated. (T13-11)

C.
The contingent liability for product warranties almost always is accrued. (Exercise 13-10)

D.
The contingent liability for premiums (like cash rebates) almost always is accrued. (T13-12)

E.
When the cause of a loss contingency occurs before the year-end, a clarifying event before financial statements are issued can be used to determine how the contingency is reported. (T13-13)
II.
Unasserted Claims and Assessments  (T13-14)
A.
It must be probable that an unasserted claim or assessment or an unfiled lawsuit will occur before considering whether and how to report the possible loss.  
1.
Is a claim or assessment probable? {If not, no disclosure is needed.} 
2.
Only if a claim or assessment is probable should we evaluate (a) the likelihood of an unfavorable outcome and (b) whether the dollar amount can be estimated.
B.
If the conclusion of step 1 is that the claim or assessment is not probable, no further action is required.  

III.
Gain Contingencies (T13-15)
A.
Gain contingencies are not accrued.  
B.
Conservatism
Decision-Makers’ Perspective (T13-16)
A.
Liabilities impact a company’s liquidity.  

B.
Liquidity refers to a company's cash position and overall ability to obtain cash in the normal course of business.  

C.
Critical that managers as well as outside investors and creditors maintain close scrutiny of a company’s liquidity

D.
The current ratio is a measure of short-term solvency.

1.
Determined by dividing current assets by current liabilities
2.
Should be evaluated in the context of the industry in which the company operates and other specific circumstances
3.
But one indication of liquidity
4.
Acid-test or quick ratio, by eliminating current assets such as inventories and prepaid expenses that are less readily convertible into cash, provides a more rigorous indication of a company's short-term solvency.
E.
Outside analysts as well as managers should actively monitor risk management activities.

CHAPTER 14

BONDS AND LONG-TERM NOTES

Overview
This chapter continues the presentation of liabilities.  Specifically, the discussion focuses on the accounting treatment of long-term liabilities.  Long-term notes and bonds are discussed, as well as the extinguishment of debt and troubled debt restructuring.  
Learning Objectives
1. Identify the underlying characteristics of debt instruments and describe the basic approach to accounting for debt.
2. Account for bonds issued at par, at a discount, or at a premium, recording interest at the effective rate or by the straight-line method.
3. Characterize the accounting treatment of notes, including installment notes, issued for cash or for noncash consideration.
4. Describe the disclosures appropriate to long-term debt in its various forms.

5. Record the early extinguishment of debt and its conversion into equity securities.
Lecture Outline

Part A: Bonds 

I.
Nature of Long-Term Debt  (T14-1)
A.
Liabilities signify creditors’ interest in a company’s assets.

B.
Debt requires the future payment of cash in specified (or estimated) amounts, at specified (or projected) dates.

C.
As time passes, interest accrues on debt.  

D.
Periodic interest is the effective interest rate times the amount of the debt outstanding during the interest period.  

E.
Reported at present value of its related cash flows (principal and/or interest payments), discounted at the effective rate of interest at issuance.

II.
Bonds  

A.
Divide a large liability into many smaller liabilities (usually $1,000 per bond).

B.
Obligate a company to repay a stated amount at a specified maturity date and periodic interest between the issue date and maturity.

C.
Require periodic interest as a stated percentage of the face amount.

D.
Pay interest semiannually (usually) on designated interest dates beginning six months after the day the bonds are “dated”  

E.
Make specific promises to bondholders who are described in a document called a bond indenture. (T14-2)
F.
Represent a liability to the corporation that issues the bonds and an asset to a company that buys the bonds as an investment. (T14-3)
Issuer

Cash 

xxx

Bonds payable (face amount)


xxx

Investor
Investment in bonds (face amount)

xxx

Cash


xxx

G.
All bonds sell at their price plus any interest that has accrued since the last interest date. (T14-4)

III.
Pricing of Bonds  (T14-5)

A.
Supply and demand cause a bond to be priced to yield the market rate of interest for securities of similar risk and maturity.

1.
Price can be calculated as the present value of all the cash flows required (principal and interest).

2.
The discount rate is the market rate. 

B.
Other things being equal, the lower the perceived riskiness of the corporation issuing bonds, the higher the price those bonds will command.

C.
When bond prices are quoted in financial media, they typically are stated in terms of a percentage of face amount.  So, a price quote of 97 means a $1,000 bond will sell for $970; a bond priced at 102 will sell for $1,020.

IV.
Interest
A.
Interest accrues at the effective market rate of interest multiplied by the outstanding balance (during the interest period).  (T14-6)

B.
When only a portion of an expense is paid by the periodic cash interest payment, the remainder becomes a liability (or an addition to the already outstanding liability).  So the difference increases the liability and is reflected as a reduction in the discount (a valuation account). (T14-7)

C.
Because the balance of the debt changes each period, the dollar amount of interest (balance x rate) also will change each period.  To keep up with the changing amounts, it usually is convenient to prepare a schedule that reflects the changes in the debt over its term to maturity.  (T14-8)

D.
If an accounting period ends between interest dates, it is necessary to record interest that has accrued since the last interest date.  (T14-9)

E. Alternatively, a company is permitted to allocate a discount or a premium equally to each period over the term to maturity if doing so produces results that are not materially different from the interest method. (T14-10)

V.
Zero-Coupon Bonds
A zero-coupon bond pays no interest but, instead, offers a return in the form of a “deep discount” from the face amount.  
VI.
Debt Issue Costs Are Incurred in Connection with Issuing Bonds or Notes (T14-11)
A.
They include legal and accounting fees and printing costs in addition to registration and underwriting fees.  

B.
Costs of issuing debt securities are recorded as a debit to an asset account, "debt issue costs." 

C.
The cost is amortized to expense over the term to maturity. 
Part B: Long-Term Notes

I.

Accounting for Notes  
A.
In concept, notes are accounted for in precisely the same way as bonds.  (T14-12)
B.
When a note is issued with an unrealistic interest rate, the effective market rate is used both to determine the amount recorded in the transaction and to record periodic interest thereafter. (T14-13)

1.
Substance over form.

2.
Accounting treatment is the same whether the amount is determined directly from the market value of the asset acquired (and thus the note, also) or indirectly as the present value of the note (and thus the value of the asset.

3.
Also, both parties to the transaction should record periodic interest (interest expense to the borrower, interest revenue to the lender) at the effective rate, rather than the stated rate.

C.
Installment notes are paid in installments, rather than by a single amount at maturity.  (T14-14)

1.
Installment payments are equal amounts each period.  

2.
Each payment includes both an amount that represents interest and an amount that represents a reduction of principal.  

3.
The periodic reduction of principal is sufficient that, at maturity, the note is completely paid.  

4. The installment amount is easily calculated by dividing the amount of the loan by the appropriate discount factor for the present value of an annuity.  

II.

Financial Statement Disclosure  (T14-15)
A.
On the balance sheet, disclosure should include, for all long-term borrowings, the aggregate amounts maturing and sinking fund requirements (if any) for each of the next five years.  

B.
Supplemental disclosures are needed for: 

1.
Off-balance-sheet credit or market risk. 

2.
Concentrations of credit risk.

3.
The fair value of financial instruments. 

Decision-Makers’ Perspective (T14-16)
A.
Failure to properly consider risk in business decisions is one of the most costly, yet one of the most common, mistakes investors and creditors can make.  

B.
Long-term debt is one of the first places decision makers should look when trying to get a handle on risk.  

C.
Generally speaking, debt increases risk.  

1.
The debt to equity ratio, total liabilities/shareholders’ equity, often is calculated to measure the degree of risk.  

2.
Other things being equal, the higher the debt to equity ratio, the higher the risk.  

D.
Debt also can be an advantage by enhancing the return to shareholders.  

1.
This concept is known as leverage.

2.
“Favorable financial leverage” occurs when a company earns a return on borrowed funds in excess of the cost of borrowing the funds, shareholders are provided with a total return greater than what could have been earned with equity funds alone.  

E.
Failure to pay interest as scheduled may cause several adverse consequences including bankruptcy.  

1.
One way to measure a company's ability to pay its obligations is by comparing interest payments with income available to pay those charges.  

2.
The times interest earned ratio is determined by dividing income before subtracting interest expense or income tax expense by interest expense.

F. “Off-balance-sheet” financing and other commitments can increase risk. 

Part C: Debt Retired Early, Convertible into Stock, or Providing an Option to Buy Stock
I.
Early Extinguishment of Debt 

A.
A gain or loss on early extinguishment of debt should be recorded for the difference between the reacquisition price and the carrying amount of the debt.  

B. The gain or loss should be classified on the income statement as an extraordinary item. Only if it meets criteria for such reporting by being both (1) unusual and (2) infrequent.(T14-17)

II.
Convertible Debt 

A. Convertible bonds are accounted for as straight debt.  

B. Stock or other financial instruments that a company is obligated to buy back (manditorily redeemable), must be reported in the balance sheet as a liability, not as shareholders’ equity.

III.
Bonds With Detachable Warrants 

The value of the equity feature is recorded separately for bonds issued with detachable warrants. 

