CHAPTER 15
investments and fair value accounting

  EYE OPENERS

1.
A business might invest in another company’s stock to earn dividends or in expectation of market price increases. In addition, a business may want to purchase another company outright for strategic reasons, such as (1) reducing costs, (2) replacing management, (3) expanding operations, or (4) integrating operations.  

2.
The accrued interest represents interest earned by the seller; thus, the cash paid for the bond must include a payment for the accrued interest. The accrued interest, represented by interest receivable, will be received on the subsequent interest receipt date by the buyer. 

3.
A gain or loss can occur when the fair value of the bond upon sale differs from the cost. The price of bond investments can change due to changes in the market rate of interest. As the market interest rate increases, the fair value of the bond investment will decline. As market interest rates decrease, the fair value of the bond will increase.  

4.
The cost method is used for equity investments representing less than 20% of the outstanding shares of the investee.  

5.
Under the cost method, a dividend received is treated as dividend revenue. Under the equity method, a dividend received is not treated as dividend revenue, but is treated as a reduction in the book value of the investment. Thus, a dividend under the cost method has an income statement impact, while a dividend under the equity method does not.

6.
Brokerage commissions are added to the price of an equity investment upon purchase and subtracted from the proceeds upon sale.  

7.
The income of the investor is impacted by their proportional share of the net income or loss of the equity method investee.
8.
An investment greater than 50% of the investee is considered to be an investment that exerts control. Thus, the financial statements of the investee are consolidated (combined) with that of the investor. 

9.
Google Inc. is the parent company, and YouTube is the subsidiary company.
10.
Both portfolios are reported at fair value.  However, changes in the fair value for trading securities over a period of time are reported as an unrealized gain or loss on     the income statement. Such changes for available-for-sale securities are reported in stockholders’ equity and, thus, are not recognized as part of net income. 
11.
A credit balance in Valuation Allowance for Trading Investments is subtracted from Trading Investments (at cost). The net reported number is the trading securities at fair value.
12.
Held-to-maturity securities are debt investments (b).
13.
A debit balance in Unrealized Gain (Loss) on Available-for-Sale Investments would be disclosed as a reduction in the Stockholders’ Equity section of the balance sheet after Retained Earnings.
14.
The change in Unrealized Gain (Loss) from Available-for-Sale Investments is due to a change in the fair value of the available-for-sale security portfolio. In this case, the fair value of the portfolio must have increased by $13,000 ($12,000 + $1,000) as reflected in Valuation Allowance for Available-for-Sale Investments.
15.
Current GAAP require fair value accounting for impaired assets. Current GAAP allow financial assets and liabilities to be reported at fair values, and these assets are becoming a more significant portion of many companies’ balance sheets. Lastly, International Accounting Standards are moving more aggressively toward fair value accounting than is the United States. As a result of the desire to converge U.S. and international standards, the United States is also beginning to move toward fair value reporting. 
16.
Fair values may not be readily obtainable for some assets or liabilities, which causes financial statement valuations to become more subjective. In addition, comparability between financial statements among different companies may be hampered due to different methods of determining fair value.  Lastly, using fair value can result in greater fluctuations in reported results, making predictions of future trends potentially more difficult. 

  PRACTICE EXERCISES

PE 15–1A

a.

Investments—Hart Industries Bonds

90,000


Interest Receivable

  1,050




Cash



91,050

b.

Cash

3,150*


Interest Receivable


1,050



Interest Revenue


2,100


*$90,000 × 7% × ½
c.

Cash

61,950*


Interest Revenue


750



Gain on Sale of Investments

                 
  1,200



Investments—Hart Industries Bonds
           

60,000


*Sale proceeds ($60,000 × 102%)

$61,200

   

Accrued interest

        750
   

Total proceeds from sale

$61,950

PE 15–1B

a.   

Investments—Medford City Bonds

400,000



Interest Receivable

     4,500




Cash



404,500

b.

Cash

10,000*


Interest Receivable


4,500



Interest Revenue


5,500
*$400,000 × 5% × ½
c.

Cash

244,300*


Loss on Sale of Investments

    7,500



Interest Revenue


1,800


Investments—Medford City Bonds


250,000

*Sale proceeds ($250,000 × 97%)

$242,500



Accrued interest

     1,800
   

Total proceeds from sale

$244,300  

PE 15–2A

Aug. 
15
Investments—Collins Company Stock

127,625*



Cash


127,625


*(2,500 shares × $51 per share) + $125

Sept. 
10
Cash

2,750*




Dividend Revenue


2,750


*$1.10 per share × 2,500 shares

Oct. 
5
Cash

44,950*



Loss on Sale of Investments

    6,100

      


Investments—Collins Company Stock


        51,050**



*(1,000 shares × $45) – $50

              
**1,000 shares × ($127,625/2,500 shares) 

PE 15–2B
Feb. 
12
Investments—Gilbert Company Stock

132,240*



Cash


132,240


*(6,000 shares × $22 per share) + $240

Apr. 
22
Cash

2,520*




Dividend Revenue


2,520


*$0.42 per share × 6,000 shares

May 
10
Cash

111,840*




Gain on Sale of Investments

          
23,680

                  
Investments—Gilbert Company Stock


          88,160**



*(4,000 shares × $28) – $160

              
**4,000 shares × ($132,240/6,000 shares) 

PE 15–3A

Jan. 
2
Investment in Bristol Company Stock

350,000




Cash

    
350,000

Dec. 
31
Investment in Bristol Company Stock
  
27,000




Income of Bristol Company

       
27,000

      



Record 30% of Bristol Company income, 



30% × $90,000.
Dec. 
31
Cash

8,400*



Investment in Bristol Company Stock
              

8,400



*30% × $28,000

PE 15–3B

Jan. 
2
Investment in Manning Company Stock

205,000




Cash

    
205,000

Dec. 
31
Investment in Manning Company Stock
  
19,200




Income of Manning Company

      
19,200

                   
       Record 40% of Manning Company income,  



40% × $48,000.
Dec. 
31
Cash

5,600*



Investment in Manning Company Stock
           

5,600



*40% × $14,000

PE 15–4A

2010

Dec. 
31
Valuation Allowance for Trading Investments
         
9,300*




Unrealized Gain on Trading Investments
     

9,300


 

To record increase in fair value of



trading investments. 

Valuation allowance for trading investments, January 1, 2010


$8,700  Cr.


Trading investments at cost, December 31, 2010


$52,400


Trading investments at fair value, December 31, 2010

 
53,000


Valuation allowance for trading investments, 


December 31, 2010
                        

   600   Dr.
*Adjustment


$9,300   Dr.
PE 15–4B

2010

Dec. 
31
Unrealized Loss on Trading Investments
         
7,200



Valuation Allowance for Trading Investments
     

7,200*

 

To record decrease in fair value of




trading investments. 

Valuation allowance for trading investments, January 1, 2010


$1,200  Cr.


Trading investments at cost, December 31, 2010


$99,600


Trading investments at fair value, December 31, 2010

 
91,200


Valuation allowance for trading investments, 


December 31, 2010
                        

8,400   Cr.
*Adjustment


$7,200   Cr.
PE 15–5A

2010

Dec. 
31
Valuation Allowance for Available-for-Sale 


Investments
         
200*




Unrealized Gain (Loss) on Available-for-Sale




Investments
     

200


 

To record increase in fair value of




available-for-sale securities. 

Valuation allowance for available-for-sale investments, 
January 1, 2010


$1,500   Dr.


Available-for-sale investments at cost, 

December 31, 2010


$67,500


Available-for-sale investments at fair value, 


December 31, 2010

 
69,200


Valuation allowance for available-for-sale investments, 


December 31, 2010
                        

1,700   Dr.
*Adjustment


$   200   Dr.
PE 15–5B

2010

Dec. 
31
Unrealized Gain (Loss) on Available-for-Sale 


Investments
         
2,200




Valuation Allowance for Available-for-Sale




Investments
     

2,200*


 

To record decrease in fair value of




available-for-sale securities. 

Valuation allowance for available-for-sale investments, 
January 1, 2010


$3,400  Cr.


Available-for-sale investments at cost, 

December 31, 2010


$35,700


Available-for-sale investments at fair value, 


December 31, 2010

 
30,100


Valuation allowance for available-for-sale investments, 


December 31, 2010
                        

5,600   Cr.
*Adjustment


$2,200   Cr.
  EXERCISES

Ex. 15–1
a.
2010

Sept.
1
Investments—Jericho Corp. Bonds

120,000





Cash

     
120,000

b.
2010


Dec.
31
Interest Receivable

2,400





Interest Revenue


2,400






Accrued interest, $120,000 × 6% × 4/12.
c.
2011

Mar.
1
Cash

3,600




Interest Receivable


2,400





Interest Revenue


1,200*



*$120,000 × 6% × 2/12
d.
2011


Mar. 
1
Cash

40,800*




Gain on Sale of Investments

     
800




Investments—Jericho Corp. Bonds
   

40,000 




*$40,000 × 102% 
Ex. 15–2 

a.
2010


July 
12
Investments—Bergen County Bonds

36,000

       

Interest Receivable

432*





Cash


36,432



*$36,000 × 6% × 72/360

b.
May 
1
Cash

1,080*




Interest Receivable


432




Interest Revenue


648



*$36,000 × 6% × ½


Nov. 
1
Cash

1,080





Interest Revenue


1,080

c.
Dec. 
1
Cash

14,050*




Loss on Sale of Investments

20





Interest Revenue


70





Investments—Bergen County Bonds


14,000



*Bond sale ($14,000 × 1.02)

$14,280

   


Accrued interest

70

   


Less brokerage commission

  
   (300)
   


Total proceeds

$14,050


d.
Dec.
31
Interest Receivable

220





Interest Revenue


220





To accrue interest. 
Ex. 15–3

a.
2010

Jan.
21
Investments—Government Bonds

           30,000




Interest Receivable

                100*





Cash


     30,100




*$30,000 × 6% × 20/360



June
30
Cash

900*




Interest Receivable


100





Interest Revenue


800



*$30,000 × 6% × ½ 

Sept.
5
Cash

11,894*



Loss on Sale of Investments

     240





Interest Revenue


134




Investments—Government Bonds
   

12,000

*Bond sale ($12,000 × 98%)

$11,760

   


Accrued interest

       134
   


Total proceeds from sale

$11,894

b.
2010

Dec.
31
Interest Receivable

540




Interest Revenue


540




Accrued interest, $18,000 × 6% × ½. 
Ex. 15–4
Interest earned (May 1 to September 1)

$1,4001
Interest earned on sold bonds (September 1 to October 1)

1252
Interest earned on remaining bonds (September 1 to December 1)


9003
Total interest earned in 2010

$2,425
1$84,000 × 5% × 4/12

2$30,000 × 5% × 1/12 

3$54,000 × 5% × 4/12

Ex. 15–5

a.
Feb.
17
Investments—Dan Co. Stock

87,000*





Cash


87,000



*(3,000 shares × $28.90) + $300
b.
July
11
Cash

2,850*




Dividend Revenue


2,850



*($0.95 × 3,000 shares)

c.
Dec.
4
Cash

35,875*




Gain on Sale of Investments


6,875




Investments—Dan Co. Stock


29,000**




*(1,000 shares × $36) – $125




**($87,000/3,000 shares) × 1,000 shares

Ex. 15–6


Jan.
12
Investments—Baxter Company Stock

101,790*




Cash


101,790



*(1,800 shares × $56.50) + $90

Apr.
10
Cash

450*




Dividend Revenue


450



*($0.25 × 1,800 shares)


June
3
Cash

55,135*



Loss on Sale of Investments

12,725




Investments—Baxter Company Stock


67,860**




*(1,200 shares × $46) – $65





**1,200 shares × ($101,790/1,800 shares) 

Ex. 15–7

Feb. 
2
Investments—Devon Inc. Stock

49,050*





Cash


49,050



*(900 shares × $54) + $450

Apr. 
16
Cash

   225*



Dividend Revenue

     
225



*900 shares × $0.25
June 
17
Investments—Devon Inc. Stock

39,300*





Cash


39,300



*(600 shares × $65) + $300

Aug. 
19
Cash

69,500*



Gain on Sale of Investments


  13,900



Investments—Devon Inc. Stock

  
55,600** 



*(1,000 shares × $70) – $500



**900 shares purchased

$49,050
  

100 shares × ($39,300/600 shares)
 
  
  6,550
  

Total cost

$55,600



Nov. 
14
Cash

150*



Dividend Revenue


150


*500 shares × $0.30

Ex. 15–8

a.
Available-for-Sale Investments—Tekniks Inc. Stock

78,400

       Available-for-Sale Investments—Lakeshore Corp. 


Stock

16,800




Cash


95,200

b.
Cash

800




Dividend Revenue


800

Ex. 15–9

a.
Investment in Costello Corporation Stock

320,000




Income of Costello Corporation


320,000




Record 25% share of Costello Corp. 




net income, $1,280,000 × (50,000 shares/




200,000 shares).
b.
Cash

70,000*



Investment in Costello Corp. Stock


70,000



*50,000 shares × $1.40
Ex. 15–10

a.

2010

Jan.
15
Investment in Krypton Labs Inc. Stock

4,400,000*



Cash


4,400,000



*80,000 shares × $55 per share
July 
2
Cash

69,440*



Investment in Krypton Labs Inc. Stock


69,440



*$217,000 × (80,000 shares/250,000 shares)
Dec.
31
Investment in Krypton Labs Inc. Stock

235,200



Income of Krypton Labs Inc.


235,200




Record 32% share of Krypton Labs Inc. 



net income, $735,000 × (80,000 shares/



250,000 shares).
b.
Initial acquisition cost

$4,400,000


Equity earnings for 2010

235,200

Cash dividends received


(69,440)

Investment in Krypton Labs Inc. Stock balance, 



December 31, 2010

$4,565,760
Ex. 15–11




(in millions)

Investment in Mid-American Company stock, December 31, 2010


$90

Plus equity earnings in Mid-American Company


10

Less dividends received


(2)*

Investment in Mid-American Company stock, December 31, 2011

 
$98
*The Mid-American Company investment is accounted for under the equity method. Since there were no purchases or sales of Mid-American Company stock, a dividend must have been received. This would explain how the ending balance of the investment account went from $90 to $98.  Since the investment is accounted for under the equity method, the fair value is not used for valuation purposes.

Ex. 15–12
a.
$32,000

$47,000 – $15,000

b.
$15,000

$9,000 – ($6,000)

c.
$47,000

$192,000 – $145,000

d.
$117,000

$123,000 – $6,000

e.
$16,000

$2,000 + $14,000

f.
$155,000

$146,000 + $9,000

g.
$7,000

$9,000 – $2,000

h.
$179,000

$172,000 + $7,000

i.
$206,000 

$192,000 + $14,000

Ex. 15–13

a.

2010

Dec. 31 


Valuation Allowance for Trading Investments

60,000




Unrealized Gain on Trading Investments


60,000





To record increase in fair value of 




trading investments, 12,000 shares × 




($21 per share – $16 per share).

2011

Dec. 31


Unrealized Loss on Trading Investments

12,000



Valuation Allowance for Trading Investments


12,000





To record decrease in fair value of 




trading investments, 12,000 shares × 




($21 per share – $20 per share).
b.
The unrealized gain or unrealized loss for trading investments is disclosed in the income statement as “other income” (or a separate item if significant).  Unrealized losses would be deducted in determining net income, while unrealized gains would be added in determining net income.

Ex. 15–14
a.
2009

Dec. 31

Unrealized Loss on Trading Investments

2,300



Valuation Allowance for Trading Investments


2,300





To record decrease in fair value of trading 




investments, $45,700 – $48,000.
b.
2010

Apr. 3 


Trading Investments—Cable, Inc.

15,100*



Cash


15,100

 
*(500 shares × $30 per share) + $100

c.
2010

Dec. 31 


Valuation Allowance for Trading Investments.

7,500*




Unrealized Gain on Trading Investments.


7,500





To record increase in fair value of trading 




investments.



Valuation allowance for trading investments, 

January 1, 2010


$2,300     Cr.



Trading investments at cost, December 31, 2010


$63,100



Trading investments at fair value, December 31, 2010

 
68,300



Valuation allowance for trading investments, 



December 31, 2010
                        

5,200     Dr.

*Adjustment


$7,500     Dr.
Ex. 15–15

a.

1.
2009

Dec. 31

Valuation Allowance for Trading Investments

18,400*



Unrealized Gain on Trading Investments.


18,400





To record increase in fair value of trading 




investments.


*$134,900 – $116,500, as determined from the following schedule:



Fair Value

Cost
(Dec. 31, 2009)
B&T Transportation, Inc. 


$
67,100
$
85,0001
Citrus Foods, Inc. 


29,700

31,5002
Stuart Housewares, Inc. 


19,700
   
18,4003

Total

$116,500
 
$134,900
13,400 shares × $25.00 per share

21,800 shares × $17.50 per share

3800 shares × $23.00 per share

2.
2010

Dec. 31

Unrealized Loss on Trading Investments.

4,900




Valuation Allowance for Trading Investments


4,900*




To record decrease in fair value of trading 




investments.


Valuation allowance for trading investments, 

January 1, 2010


$18,400   Dr.



Trading investments at cost, December 31, 2010


$116,500



Trading investments at fair value, December 31, 2010

  
130,000**



Valuation allowance for trading investments, 



December 31, 2010
                      
13,500   Dr.

*Adjustment

 $
4,900   Cr.
Ex. 15–15
Concluded



**Fair Value

Cost
(Dec. 31, 2010)
B&T Transportation, Inc. 


$
67,100
$
81,6001
Citrus Foods, Inc. 


29,700

32,4002
Stuart Housewares, Inc. 


19,700
   
16,0003

Total

$116,500
 
$130,000
13,400 shares × $24.00 per share

21,800 shares × $18.00 per share

3800 shares × $20.00 per share

b. 
The $4,900 Unrealized Loss on Trading Investments would reduce the 2010 earnings. The unrealized loss would be disclosed in the Other Income section of the income statement (unless the amount was significant, in which case, it would be disclosed separately). 
Ex. 15–16
a.



Retained earnings, December 31, 2009

 $
823,000


Plus net income


322,000



$1,145,000


Less dividends


43,000

Retained earnings, December 31, 2010


$1,102,000
b.



Valuation allowance for trading investments, 


December 31, 2009


$68,000
Dr.

Less unrealized loss from trading investments

  
  23,000

Valuation allowance for trading investments, 


December 31, 2010


$45,000
Dr.
Ex. 15–17
a.
$64,000
$68,000 – $4,000

b.
$68,000
$232,000 – $164,000

c.
$83,000
$78,000 + $5,000

d.
$5,000
Same as valuation allowance for available-for-sale investments

e.
$62,000
$68,000 – $6,000

f.
($6,000)
Same as valuation allowance for available-for-sale investments

g.
($3,000) 
($11,000) + $8,000

h.
($7,000) 
Same as unrealized gain (loss) from available-for-sale investments

i.
$88,000
$95,000 – $7,000

j.
$221,000
$232,000 – $11,000

Ex. 15–18
a. 
2010

Dec. 31

Unrealized Gain (Loss) on Available-for-


Sale Investments

70,000




Valuation Allowance for Available-for-Sale




Investments


70,000





To record decrease in fair value of 




available-for-sale investments, 10,000 shares × 




($30 per share – $23 per share).

2011

Dec. 31

Valuation Allowance for Available-for-Sale


Investments

40,000




Unrealized Gain (Loss) on Available-for Sale




Investments


40,000





To record increase in fair value of 




available-for-sale investments, 10,000 shares × 




($27 per share – $23 per share).
b.
Dec. 31, 2010

Unrealized gain (loss) on available-for-sale investments


($70,000)



Dec. 31, 2011

Unrealized gain (loss) on available-for-sale investments


($30,000)*


*($70,000) + $40,000 = ($30,000)

Ex. 15–18
Concluded
c.
Unrealized Gain (Loss) on Available-for-Sale Investments is disclosed in the Stockholders’ Equity section of the balance sheet, separately from the retained earnings or paid-in capital accounts.

Ex. 15–19
a.
2009

Dec. 31

Valuation Allowance for Available-for-



Sale Investments

1,300




Unrealized Gain (Loss) on Available-for-




Sale Investments


1,300




To record increase in fair value of available-




for-sale investments, $63,800 – $62,500.
b.
2010

May 10 


Available-for-Sale Investments—Nova Inc.

35,150*




Cash


35,150


*(700 shares × $50 per share) + $150

c.
2010

Dec. 31 


Valuation Allowance for Available-for-



Sale Investments

2,550*



Unrealized Gain (Loss) on Available-for-




Sale Investments


2,550




To record increase in fair value of available-




for-sale investments.


Valuation allowance for trading investments, 

January 1, 2010


$1,300  Dr.



Available-for-sale investments at cost, 



December 31, 2010

$
97,650



Available-for-sale investments at fair value, 




December 31, 2010


101,500



Valuation allowance for available-for-sale investments, 



December 31, 2010
                        

3,850   Dr.

*Adjustment


$2,550   Dr.
Ex. 15–20
a.

1.
2009

Dec. 31

Valuation Allowance for Available-for-Sale


Investments

4,300*



Unrealized Gain (Loss) on Available-for-Sale



Investments


4,300




To record increase in fair value of available-




for-sale investments.


*$141,100 – $136,800, as determined from the following schedule:



Fair Value

Cost
(Dec. 31, 2009)
Barns Electronics, Inc. 


$
42,500
$
46,5001
Ryan Co. 


28,200

30,8002
Sharon Co. 


66,100
   
63,8003

Total

$136,800
 
$141,100
11,500 shares × $31.00 per share

2400 shares × $77.00 per share

32,200 shares × $29.00 per share

2.
2010

Dec. 31

Unrealized Gain (Loss) on Available-for-Sale

Investments

15,100



Valuation Allowance for Available-for-Sale




Investments


15,100*
         

To record decrease in fair value of available-




for-sale investments.


Valuation allowance for available-for-sale investments, 


January 1, 2010

$
4,300  Dr.



Available-for-sale investments at cost, 



December 31, 2010


$136,800


Available-for-sale investments at fair value, 


December 31, 2010

  
126,000**



Valuation allowance for available-for-sale investments, 


December 31, 2010
                      
10,800  Cr.

*Adjustment


$15,100  Cr.
Ex. 15–20
Concluded


**Fair Value

Cost
(Dec. 31, 2010)
Barns Electronics, Inc. 


$
42,500
$
42,0001
Ryan Co. 


28,200

26,8002
Sharon Co. 


66,100
   
57,2003

Total

$136,800
 
$126,000
11,500 shares × $28.00 per share

2400 shares × $67.00 per share

32,200 shares × $26.00 per share

b. 
There is no income statement impact from the December 31, 2010, adjusting entry. Unrealized Gain (Loss) on Available-for-Sale Investments is disclosed in the Stockholders’ Equity section of the balance sheet. On December 31, 2010, Unrealized Gain or Loss on Available-for-Sale Investments would be disclosed as follows:


Unrealized gain (loss) on available-for-sale investments


($10,800)

Ex. 15–21
a.

MYRON COMPANY

Balance Sheet (selected items)

December 31, 2010

Assets


Current assets:



Available-for-sale investments, at cost

$70,000



Plus valuation allowance for available-for-sale




investments

 
2,300*
$72,300


*Computation:



Market:




Olson Products, Inc.: 700 shares × $49


$34,300



Reynolds Co.: 1,900 shares × $20


 
38,000




$72,300


Cost ($29,000 + $41,000)


 
70,000


Unrealized gain


 $
2,300
b.
MYRON COMPANY

Balance Sheet (selected items)

December 31, 2010

Stockholders’ Equity


Retained earnings


$225,000


Unrealized gain (loss) on available-for-sale



investments


2,300

Ex. 15–22
TONEY CORPORATION

Stockholders’ Equity

December 31, 2010


Common stock


$
40,000


Paid-in capital in excess of par value


300,000


Retained earnings


570,000*

Unrealized gain (loss) on available-for-sale investments



(10,000)**





Total


$900,000

*$395,000 + $175,000


**$35,000 + ($180,000 – $225,000) 
Appendix 1 Ex. 15–23
a.
2010

Jan. 2

Investments—Government Bonds

83,200*



Cash


83,200


*1.04 × $80,000

b.
2010

Dec. 31

Interest Revenue

320*





Investments—Government Bonds 


320





To amortize premium on bond investment.

Purchase price of bonds (1.04 × $80,000)

$
83,200


Face amount of bonds
 

80,000

Premium on bond investment

$
3,200

*Premium amortization: $3,200/10 years = $320

c.
The market rate of interest was less than the coupon rate of the bond, thus making the bond attractive to the buyer. This causes the bond price to increase, causing a premium. The amortization of the premium reduces the interest revenue earned on the bond through the adjusting journal entry shown in part (b). Ultimately, the buyer earns the market rate of interest, regardless of the coupon rate.

Appendix 1 Ex. 15–24
a.
2010

Sept. 1

Investments—Marvin Company Bonds

145,500*



Cash


145,500


*0.97 × $150,000

b.
2010

Dec. 31

Investments—Marvin Company Bonds

75*





Interest Revenue 


75





To amortize discount on bond investment.

Purchase price of bonds (0.97 × $150,000)

$145,500


Face amount of bonds
 

150,000

Discount on bond investment

$
4,500

*Discount amortization: ($4,500/240 mos.) × 4 mos. = $75

c.
The market rate of interest was more than the coupon rate of the bond, thus making the bond less attractive to the buyer. This causes the bond price to decrease, causing a discount. The amortization of the discount increases the interest revenue earned on the bond through the adjusting journal entry shown in part (b). Ultimately, the buyer earns the market rate of interest, regardless of the coupon rate.

Appendix 1 Ex. 15–25
a.
2010


May 1


Investments—Government Bonds

61,800*




Cash


61,800


*$60,000 × 1.03

b.
2010


Nov. 1


Cash

1,500*





Interest Revenue 


1,500


*$60,000 × 5% × ½ 

c.
2010


Dec. 31


Interest Receivable

500





Interest Revenue 


500





To accrue interest revenue, $60,000 × 5% × 2/12. 

d.
2010


Dec. 31


Interest Revenue

120*





Investments—Government Bonds


120





To amortize premium on bond investment.

Purchase price of bonds ($60,000 × 1.03)

$
61,800


Face amount of bonds
 

60,000

Premium on bond investment

$
1,800

*Premium amortization: $1,800/120 mos. × 8 mos. = $120

e.
2020

May 1

Cash

60,000





Investments—Government Bonds


60,000

Appendix 1 Ex. 15–26

a.
2010


June 1


Investments—Barron Company Bonds

117,600*




Cash


117,600


*$120,000 × 0.98

b.
2010


Dec. 1


Cash

3,600*





Interest Revenue 


3,600


*$120,000 × 6% × ½ 

c.
2010


Dec. 31


Interest Receivable

600





Interest Revenue 


600





To accrue interest revenue, $120,000 × 6% × 1/12.

d.
2010


Dec. 31


Investments—Barron Company Bonds

140





Interest Revenue 


140





To amortize discount on bond investment.

Purchase price of bonds ($120,000 × 0.98)

$117,600


Face amount of bonds

 
120,000

Discount on bond investment

$
2,400

*Discount amortization: $2,400/120 mos. × 7 mos. = $140
e.
2020


June 1


Cash

120,000





Investments—Barron Company Bonds 


120,000

Appendix 2 Ex. 15–27
ALBERT CO.

Statement of Comprehensive Income

For the Year Ended December 31, 2010

Net income

$70,000

Other comprehensive income (loss):


Unrealized gain on available-for-sale investments

 
15,000*
Comprehensive income

$85,000
*1,500 shares × ($65 per share – $55 per share)

Appendix 2 Ex. 15–28
PHOENIX CO.

Statement of Comprehensive Income

For the Year Ended December 31, 2010

Net income

$135,000

Other comprehensive income (loss):


Unrealized loss on available-for-sale investments


(19,000)*

Comprehensive income

$116,000


*$120,000 – $101,000

Ex. 15–29
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Ex. 15–30
a.
2006: Dividend Yield = $0.37/$29.86 = 1.24%


2007: Dividend Yield = $0.41/$35.60 = 1.15%

b.
Dividends per share increased from $0.37 in 2006 to $0.41 in 2007.  In addition, the dividend yield declined from 1.24% in 2006 to 1.15% in 2007.  The decrease in the dividend yield is a result of a slight increase in the dividend per share of $0.04 ($0.41 – $0.37) combined with a significant increase in the closing stock price of $5.74 per share ($35.60 – $29.86).  Microsoft thus provides a small return to the shareholder in terms of a dividend yield and an additional return in terms of price appreciation of the stock.  

Ex. 15–31
The investor would receive a return on the investment through share price appreciation as internally generated funds are used to fund growth and earnings opportunities. Thus, investors in eBay would likely approve of this policy, because the company is able to earn superior returns with internally generated earnings beyond what investors could likely earn on their own by investing dividend distributions.

  PROBLEMS
Prob. 15–1A

1. 

2010

Jan. 
3
Available-for-Sale Investments—Whalen Inc. 

138,000*



Cash


138,000



*3,000 shares × $46 per share
July 
6
Memo, Whalen Inc. stock split 2:1; 6,000 shares outstanding at a cost of 




$23 per share, or one-half of $46 per share.

 
6
Cash

3,600*



Dividend Revenue


3,600



*6,000 shares × $0.60 per share

Oct.
14
Cash

22,450*




Gain on Sale of Investments


1,750





Available-for-Sale Investments—Whalen Inc.

20,700**



*(900 shares × $25 per share) – $50



**900 shares × $23 per share (see July 6, 2010, memo entry)

Dec. 
9
Cash

3,060*



Dividend Revenue


3,060



*(6,000 shares – 900 shares) × $0.60


31
Unrealized Gain (Loss) on Available-for-Sale



Investments

10,200




Valuation Allowance for Available-for-




Sale Investments


10,200

                


 To record decrease in fair value of available-

                 

for-sale investments, 5,100 shares × ($23 – $21).
2011

Jan. 
5
Investment in Tasmania Co. Stock

620,000




Cash


620,000

July 
8
Cash

3,570*



Dividend Revenue


3,570

 

*5,100 shares × $0.70 per share

Prob. 15–1A
Continued
2011

Dec. 
8
Cash

4,335*



Dividend Revenue


4,335



*5,100 shares × ($0.70 + $0.15)


31
Cash

18,000




Investment in Tasmania Co. Stock


18,000


31
Investment in Tasmania Co. Stock

29,600




Income of Tasmania Co.


29,600 




To record 40% of Tasmania Co. income

       


$74,000 × (60,000 shares/150,000 shares).

31
Valuation Allowance on Available-for-Sale



Investments

25,500*





Unrealized Gain (Loss) on Available-




for-Sale Investments


25,500



To record increase in fair value of 



available-for-sale investments.

Valuation allowance for available-for-sale investments, 
December 31, 2010


$10,200  Cr.


Available-for-sale investments at cost, 


December 31, 2011


$117,3001


Available-for-sale investments at fair value, 



December 31, 2011


132,6002


Valuation allowance for available-for-sale investments, 


December 31, 2011
                      

15,300   Dr.
*Adjustment


$25,500   Dr.
15,100 shares × $23 per share

25,100 shares × $26 per share

Prob. 15–1A
Concluded

2.




ROMAN PRODUCTS, INC.

Balance Sheet (selected items)

December 31, 2011


Current assets:

Available-for-sale investments (at cost)

$117,3001





Plus valuation allowance for available-for-sale



investments


15,300



Available-for-sale investments (at fair value)


$132,6002




Noncurrent assets:

Investment in Tasmania Co. stock


$631,6003




Stockholders’ equity:

Retained earnings


$455,000




Plus unrealized gain (loss) on available-for-sale



investments


15,300
15,100 shares × $23 per share

25,100 shares × $26 per share

3$620,000 + $29,600 – $18,000

Prob. 15–2A

1.

2010

Feb. 
3
Trading Investments—Titan Inc.

88,000*



Cash


88,000



*(2,500 shares × $35 per share) + $500

Mar.
12
Trading Investments—Quick Tyme Inc.

17,040*



Cash


17,040



*(1,200 shares × $14 per share) + $240

May
15
Cash

21,520*




Gain on Sale of Investments


400




Trading Investments—Titan Inc. 


21,120**



*(600 shares × $36 per share) – $80

           

**600 shares × ($88,000/2,500 shares)

June
12 
Cash

228*



Dividend Revenue


228



*(2,500 shares – 600 shares) × $0.12

Dec.
31
Valuation Allowance for Trading Investments

8,180*



Unrealized Gain on Trading Investments


8,180

                

To record increase in fair value of 



trading investments.

Valuation allowance for trading investments, January 1, 2010

$
0

Trading investments at cost, December 31, 2010


$83,9201



Trading investments at fair value, December 31, 2010

  
92,1002


Valuation allowance for trading investments, 


December 31, 2010
                      

8,180  Dr.
*Adjustment


$8,180  Dr.


Number
Cost


of
per
Fair Value

Fair


Shares
Share
per Share
Cost1
Value2
Quick Tyme Inc. 

1,200
$14.203
$15
$17,040
$18,000
Titan Inc. 

 
1,900

35.204

39

66,880

74,100

Total





$83,920
$92,100
3$17,040/1,200 = $14.20 per share

4$88,000/2,500 = $35.20 per share
Prob. 15–2A
Continued

2011

Apr.
9
Trading Investments—Aspire Inc. 

45,265*



Cash


45,265



*(1,100 shares × $41 per share) + $165

June
15 
Cash

285*



Dividend Revenue


285



*(1,900 shares × $0.15 per share)

Aug.
20
Cash

6,940*



Loss on Sale of Investment

1,290




Trading Investments—Aspire Inc. 


8,230**



*(200 shares × $35 per share) – $60




**200 shares × ($45,265/1,100 shares)

Dec. 
31
Unrealized Loss on Trading Investments

11,735




Valuation Allowance for Trading Investments


11,735*

    
To record decrease in fair value of 



trading investments.

Valuation allowance for trading investments, 


December 31, 2010

$
8,180  Dr.

Trading investments at cost, December 31, 2011


$120,9551



Trading investments at fair value, December 31, 2011

  
117,4002


Valuation allowance for trading investments, 


December 31, 2011
                      
3,555  Cr.
*Adjustment


$11,735  Cr.


Number
Cost


of
per
Fair Value

Fair


Shares
Share
per Share
Cost1
Value2
Aspire Inc. 

900
$41.153
$31
$
37,035
 $
27,900
Quick Tyme Inc. 

1,200
14.204
16
17,040
19,200
Titan Inc. 

 
1,900

35.205

37

66,880

70,300

Total





$
120,955
$117,400
3$45,265/1,100 = $41.15 per share
4$17,040/1,200 = $14.20 per share

5$88,000/2,500 = $35.20 per share

Prob. 15–2A
Concluded

2.

WESTERN CAPITAL INC.

Balance Sheet (selected items)

December 31, 2011

Current assets:

Trading investments (at cost)

$120,955




Less valuation allowance for trading investments
    
3,555



Trading investments (at fair value)

$117,400

3. 
Unrealized gains or losses are disclosed in the income statement, often as “Other Income (Losses).” For 2010, Western Capital Inc. would have disclosed an unrealized gain of $8,180 as “Other Income.” For 2011, Western Capital Inc. would have disclosed an unrealized loss of $11,735 as “Other Losses.” If unrealized gains and losses were significant for Western Capital, then they would be separately disclosed on the income statement. 
Prob. 15–3A

1.

2010

May 
1
Available-for-Sale Investments—Elkin City Bonds
60,000



Interest Receivable

400





Cash


60,400          
June
16 
Available-for-Sale Investments—Morgan Co. 

             

Bonds

112,000



Interest Receivable

280



Cash


112,280


   
Sept. 
1
Cash

1,200*




Interest Receivable


400




Interest Revenue


800



*$60,000 × 4% × ½

Oct. 
1
Cash

24,800*




Interest Revenue


80



Gain on Sale of Investment


720




Available-for-Sale Investments—Elkin City 



Bonds


24,000




*($24,000 × 1.03) + $80

Dec.
1
Cash

3,360*





Interest Receivable


280




Interest Revenue


3,080



*$112,000 × 6% × ½ 


31
Interest Receivable

480




Interest Revenue


480

             


Accrued interest.

31
Interest Receivable

560




Interest Revenue


560

             


Accrued interest.
Prob. 15–3A
Continued
2010
Dec.
31
Valuation Allowance for Available-for-Sale 



Investments

1,840*



Unrealized Gain (Loss) on Available-for-




Sale Investments


1,840




To record increase in fair value of 



available-for-sale investments.
Valuation allowance for available-for-sale investments, 


January 1, 2010

$
0

Available-for-sale investments at cost, 



December 31, 2010


$148,0001



Available-for-sale investments at fair value, 



December 31, 2010

  
149,8402


Valuation allowance for available-for-sale investments, 


December 31, 2010
                      

1,840  Dr.
*Adjustment


$1,840  Dr.

Market Price


per $1,000 of



Face Value
Cost1
Fair Value2
Elkin City Bonds

102
$
36,000
$
36,7203
Morgan Co. Bonds

101

112,000
  113,1204

Total

$148,000
 
$149,840
3$36,000 × 1.02
4$112,000 × 1.01
2011

Mar.
1
Cash

720*




Interest Receivable


480




Interest Revenue


240



*$36,000 × 4% × ½

June 
1
Cash

3,360*




Interest Receivable


560




Interest Revenue


2,800



*$112,000 × 6% × ½

Prob. 15–3A
Concluded
2011
Dec.
31
Unrealized Gain (Loss) on Available-for-



Sale Investments

2,200




Valuation Allowance for Available-for-




Sale Investments


2,200*



To record decrease in fair value of 



available-for-sale investments.
Valuation allowance for available-for-sale investments, 


December 31, 2010

$
1,840  Dr.

Available-for-sale investments at cost, 



December 31, 2011


$148,0001



Available-for-sale investments at fair value, 



December 31, 2011

  
147,6402


Valuation allowance for available-for-sale investments, 


December 31, 2011
                      

360  Cr.
*Adjustment


$2,200  Cr.

Market Price


per $1,000 of



Face Value
Cost1
Fair Value2
Elkin City Bonds

99
$
36,000
$
35,6403
Morgan Co. Bonds

100

112,000
  112,0004

Total

$148,000
 
$147,640
3$36,000 × 0.99
4$112,000 × 1.00
2.

DOLLAR-MART INC.

Balance Sheet (selected items)

December 31, 2011

Current assets:

Available-for-sale investments (at cost)

$148,000




Less valuation allowance for available-for-sale


investments
    
360
Available-for-sale investments (at fair value)


$147,640

Stockholders’ equity:

Retained earnings


$310,000
Less unrealized gain (loss) on available-for-sale


investments


(360)
Prob. 15–4A

1.
a.
$50,045 (see table)


b.
$6,115 (see table)


c.
$56,160 (see table)




Cost per



No. of
Share (or


Shares (or
$1,000 of
Market
aTotal
cFair


par value)
par value)
Value
Cost
Value
Tyndale Inc. stock

600
$24.00
$28

$14,400
 
$16,800
UR-Smart Inc. stock

1,200
$18.00
$20
21,600
24,000
Vegas Resorts, Inc., 

stock

 
300

$20.15

$24

6,045

7,200
Vita-Mighty Co. bonds

$8,000
               100

102

8,000

8,160






$50,045
$56,160

Valuation allowance for available-for-sale investments, 


December 31, 2010

$
4,000   Dr.

Available-for-sale investments at cost, 



December 31, 2011


$50,045



Available-for-sale investments at fair value, 



December 31, 2011

  
56,160


Valuation allowance for available-for-sale investments, 


December 31, 2011
                      

6,115b  Dr.
Adjustment


$2,115   Dr.
d.
$140
$8,000 × 7% × 3/12

e.
$53,500
$48,000 + ($40,000 × 36%) – $8,900

f. 
$344,800

g.
$71,785
$53,100 + $18,685
h.
$6,115 
same as (b)
i.
$344,800

Prob. 15–4A
Continued
The completed comparative unclassified balance sheets are as follows:

MIRANDA INC

Balance Sheet

December 31, 2011 and 2010

Dec. 31,
Dec. 31,

2011
2010

Cash


$
104,000
$
98,000
Accounts receivable


71,000


67,500
Available-for-sale investments (at cost)—Note 1

$
50,045
$
36,000
Plus valuation allowance for available-for-sale


investments


6,115

4,000
Available-for-sale investments (fair value)

$
56,160
$
40,000
Interest receivable

$
140

—
Investment in Denver Co. stock—Note 2


53,500
$
48,000
Office equipment (net)


60,000

65,000

Total assets

$344,800
 
$318,500
Accounts payable

$
56,900
$
51,400
Common stock


50,000

50,000
Excess of issue price over par


160,000

160,000
Retained earnings


71,785

53,100
Plus unrealized gain (loss) on available-for-sale


investments


6,115

4,000

Total liabilities and stockholders’ equity


$344,800

$318,500

Note 1. Investments are classified as available for sale. The investments at cost and fair value on December 31, 2010, are as follows:




No. of
Cost per
Total
Total Fair



Shares
Share
Cost
Value
Tyndale Inc. Stock

600
$24
$14,400
$16,000
UR-Smart Inc. Stock


1,200

$18


21,600

24,000






$36,000
$40,000
Prob. 15–4A
Concluded

For December 31, 2011:



Cost per



No. of
Share (or





Shares (or
$1,000 of
Market
Total
Total

Investments
par value)
par value)
Value
Cost
Fair Value
Tyndale Inc. stock

600
$24.00
$28

$14,400
 
$16,800

UR-Smart Inc. stock

1,200
$18.00
$20
21,600
24,000
Vegas Resorts, Inc., 

stock

 
300

$20.15

$24

6,045

7,200
Vita-Mighty Co. bonds

$8,000

100
102

8,000

8,160






$50,045
$56,160

Note 2. The Investment in Denver Co. stock is an equity method investment representing 36% of the outstanding shares of Denver Co.

Prob. 15–1B

1. 

2010

Jan.
10
Available-for-Sale Investments—Crystal Inc. 

180,000*



Cash


180,000



*5,000 shares × $36 per share
Mar.
12
Cash

4,000*



Dividend Revenue


4,000



*5,000 shares × $0.80 per share

Sept. 
9 
Memo, Crystal Inc. stock split 2:1; 10,000 shares outstanding at a cost 



of $18 per share, or one-half of $36 per share.

 
9
Cash

4,000*



Dividend Revenue


4,000



*10,000 shares × $0.40

Oct.
14
Cash

14,900*



Loss on Sale of Investments

3,100




Available-for-Sale Investments—Crystal Inc.


18,000**



*(1,000 shares × $15 per share) – $100



**1,000 shares × $18 per share (see September 9 memo entry)

Dec.
31
Valuation Allowance for Available-for-



Sale Investments 

9,000





Unrealized Gain (Loss) on Available-for-Sale




Investments


9,000

                 
To record increase in fair value of available-

                  
for-sale investments, 9,000 shares × ($19 – $18).
2011

Jan. 
5
Investment in Bulls Eye Inc. Stock

410,000




Cash


410,000

Mar. 
8
Cash

4,050*



Dividend Revenue


4,050



*9,000 shares × $0.45 per share

Prob. 15–1B
Continued
Sept.
10
Cash

4,950*



Dividend Revenue


4,950



*9,000 shares × ($0.45 + $0.10)

Dec.
31
Cash

35,000




Investment in Bulls Eye Inc. Stock


35,000

Dec.
31
Investment in Bulls Eye Inc. Stock

31,500




Income of Bulls Eye Inc. 


31,500 


     
    To record 25% of Bulls Eye Inc. income

 

    
$126,000 × (50,000 shares/200,000 shares).

31
Unrealized Gain (Loss) on Available-



for-Sale Investments

36,000






Valuation Allowance for Available-for-Sale




Investments


36,000*





To record decrease in fair value of 



available-for-sale investments.
Valuation allowance for available-for-sale investments, 


December 31, 2010

$
9,000  Dr.

Available-for-sale investments at cost, 



December 31, 2011


$162,0001



Available-for-sale investments at fair value, 



December 31, 2011

  
135,0002


Valuation allowance for available-for-sale investments, 


December 31, 2011
                      
27,000  Cr.
*Adjustment


$36,000  Cr.
19,000 shares × $18 per share

29,000 shares × $15 per share

Prob. 15–1B
Concluded

2.

BROADWAY ARTS INC.

Balance Sheet (selected items)

December 31, 2011

Current assets:

Available-for-sale investments (at cost)

$162,0001




Less valuation allowance for available-for-sale


investments
    
27,000
Available-for-sale investments (at fair value)


$135,0002
Noncurrent assets:

Investment in Bulls Eye Inc. Stock


$406,5003
Stockholders’ equity:

Retained earnings


$390,000
Less unrealized gain (loss) on available-for-sale


investments


(27,000)
19,000 shares × $18 per share

29,000 shares × $15 per share

3$410,000 + $31,500 – $35,000

Prob. 15–2B

1.

2010

Feb.
21
Trading Investments—Loral Inc. 

75,600*



Cash


75,600



*(3,000 shares × $25 per share) + $600

Mar. 
2
Trading Investments—Monarch Inc.

46,980*



Cash


46,980



*(900 shares × $52 per share) + $180

May 
3
Cash

18,720*



Loss on Sale of Investments

1,440




Trading Investments—Loral Inc.


20,160**



*(800 shares × $23.50 per share) – $80

           

**800 shares × ($75,600/3,000 shares)

June 
8 
Cash

396*



Dividend Revenue


396



*(3,000 shares – 800 shares) × $0.18

Dec.
31
Unrealized Loss on Trading Investments

6,420




Valuation Allowance for Trading Investments

6,420*




To record decrease in fair value of trading 



investments.
Valuation allowance for trading investments, January 1, 2010

$
0  

Trading investments at cost, December 31, 2010


$102,4201



Trading investments at fair value, December 31, 2010

  
96,0002


Valuation allowance for trading investments, 


December 31, 2010
                      

6,420  Cr.
*Adjustment


$6,420  Cr.


Number
Cost


of
per
Fair Value

Fair


Shares
Share
per Share
Cost1
Value2
Loral Inc. 

2,200
$25.203
$24
$
55,440
 
$52,800

Monarch Inc. 

900
52.204
48

46,980

43,200

Total





$102,420
$96,000
3$75,600/3,000 = $25.20 per share
4$46,980/900 = $52.20 per share

Prob. 15–2B
Continued
2011

May 
11
Trading Investments—Echelon Inc. 

28,960*



Cash


28,960



*(1,600 shares × $18 per share) + $160

June
11
Cash

440*



Dividend Revenue


440



*(2,200 shares × $0.20 per share)

Aug.
14
Cash

7,920*




Gain on Sale of Investment


680




Trading Investments—Echelon Inc. 


7,240**



*(400 shares × $20 per share) – $80




**400 shares × ($28,960/1,600 shares)

Dec. 
31
Valuation Allowance for Trading Investments

3,380*



Unrealized Gain on Trading Investments


3,380


    
To increase trading investments to 



fair value.
Valuation allowance for trading investments, 


December 31, 2010

$
6,420  Cr.

Trading investments at cost, December 31, 2011


$124,1401



Trading investments at fair value, December 31, 2011

  
121,1002


Valuation allowance for trading investments, 


December 31, 2011
                      

3,040  Cr.
*Adjustment


$3,380  Dr.


Number
Cost


of
per
Fair Value

Fair


Shares
Share
per Share
Cost1
Value2
Echelon Inc. 

1,200
$18.103
$22
$
21,720
 $
26,400

Loral Inc.

2,200
25.204
23

55,440

50,600

Monarch Inc. 

900
52.205
49

46,980
      
44,100

Total





$124,140
$121,100
3$28,960/1,600 = $18.10 per share
4$75,600/3,000 = $25.20 per share
5$46,980/900 = $52.20 per share

Prob. 15–2B
Concluded
2.

JUPITER INSURANCE CO.

Balance Sheet (selected items)

December 31, 2011

Current assets:

Trading investments (at cost)

$124,140




Less valuation allowance for trading investments
    

3,040
Trading investments (at fair value)


$121,100
3. 
Unrealized gains or losses are disclosed in the income statement, often as “Other Income (Losses).” For 2010, Jupiter Insurance Co. would have disclosed an unrealized loss of $6,420 as “Other Loss.” For 2011, Jupiter Insurance Co. would have disclosed an unrealized gain of $3,380 as “Other Income.” If unrealized gains and losses were significant for Jupiter Insurance, then they would be separately disclosed on the income statement.  
Prob. 15–3B

1.

2010

Mar. 
1
Available-for-Sale Investments—Noble Co. 



Bonds

80,000



Interest Receivable

400





Cash


80,400             
Apr.
16
Available-for-Sale Investments—Mason City

            

Bonds

105,000



Interest Receivable

175



Cash


105,175


   
Aug. 
1
Cash

2,400*




Interest Receivable


400




Interest Revenue


2,000



*$80,000 × 6% × ½

Sept. 
1
Cash

29,850*



Loss on Sale of Investment

300





Interest Revenue


150



Available-for-Sale Investments—Noble Co. 



Bonds


30,000


*($30,000 × 0.99) + $150

Oct.
1
Cash

2,100*




Interest Receivable


175




Interest Revenue


1,925



*$105,000 × 4% × ½ 

Dec.
31
Interest Receivable

1,250




Interest Revenue


1,250

             


Accrued interest.

31
Interest Receivable

1,050




Interest Revenue


1,050

             


Accrued interest.
Prob. 15–3B
Continued
2010
Dec.
31
Unrealized Gain (Loss) on Available-for-



Sale Investments

2,600




Valuation Allowance for Available-for-Sale 




Investments


2,600*



To record decrease in fair value of 



available-for-sale investments.
Valuation allowance for available-for-sale investments, 


January 1, 2010

$
0  

Available-for-sale investments at cost, 



December 31, 2010


$155,0001



Available-for-sale investments at fair value, 



December 31, 2010

  
152,4002


Valuation allowance for available-for-sale investments, 


December 31, 2010
                      

2,600  Cr.
*Adjustment


$2,600  Cr.

Market Price


per $1,000 of



Face Value
Cost1
Fair Value2
Mason City Bonds

98
$
105,000
$
102,9003
Noble Co. Bonds

99

50,000
  
49,5004

Total

$155,000
 
$152,400
3$105,000 × 0.98
4$50,000 × 0.99
2011

Feb. 
1
Cash

1,500*




Interest Receivable


1,250




Interest Revenue


250



*$50,000 × 6% × ½

Apr. 
1
Cash

2,100*




Interest Receivable


1,050




Interest Revenue


1,050



*$105,000 × 4% × ½

Prob. 15–3B
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2011
Dec.
31
Valuation Allowance for Available-for-



Sale Investments

3,600*



Unrealized Gain (Loss) on Available-for-




Sale Investments


3,600




To record increase in fair value of 



available-for-sale investments.
Valuation allowance for available-for-sale investments, 


December 31, 2010

$
2,600  Cr.

Available-for-sale investments at cost, 



December 31, 2011


$155,0001



Available-for-sale investments at fair value, 



December 31, 2011

  
156,0002


Valuation allowance for available-for-sale investments, 


December 31, 2011
                      

1,000  Dr.
*Adjustment


$3,600  Dr.

Market Price


per $1,000 of



Face Value
Cost1
Fair Value2
Mason City Bonds

100
$
105,000
$
105,0003
Noble Co. Bonds

102

50,000
  
51,0004

Total

$155,000
 
$156,000
3$105,000 × 1.00
4$50,000 × 1.02
2.

ECLIPSE INC.

Balance Sheet (selected items)

December 31, 2011

Current assets:

Available-for-sale investments (at cost)

$155,000




Plus valuation allowance for available-for-sale


investments
    

1,000
Available-for-sale investment (at fair value)


$156,000

Stockholders’ equity:

Retained earnings


$490,000




Plus unrealized gain (loss) on available-for-sale


investments
    


1,000
Prob. 15–4B

1.
a.
$86,000 (see table)


b.
($6,040) (see table)


c.
$79,960 (see table)




Cost per



No. of
Share (or





Shares (or
$1,000 of
Market
aTotal


Investments
par value)
par value)
Value
Cost
cFair Value
Barns Co. stock

1,600
$12.00
$10

$19,200
 
$16,000
Dynasty Co. stock

900
$38.00
$35
34,200
31,500
High-Star Inc. stock

 
500

$29.20

$30

14,600

15,000
Opus Co. bonds

$18,000
                100

$97

18,000

17,460






$86,000
$79,960
Valuation allowance for available-for-sale investments, 


December 31, 2010

$
2,400   Cr.

Available-for-sale investments at cost, 



December 31, 2011


$86,000



Available-for-sale investments at fair value, 



December 31, 2011

  
79,960


Valuation allowance for available-for-sale investments, 


December 31, 2011
                      

6,040b  Cr.
*Adjustment


$3,640   Cr.
d.
$300
$18,000 × 5% × 4/12

e.
$77,500
$64,000 + ($60,000 × 32%) – $5,700

f.
$531,760

g.
$270,900
$206,000 + $64,900

h.
($6,040) 
same as (b)
i.
$531,760

Prob. 15–4B
Continued
The completed comparative unclassified balance sheets are as follows:

SCHOLAR HOUSE, INC.
Balance Sheet

December 31, 2011 and 2010

Dec. 31,
Dec. 31,

2011
2010

Cash


$
178,000
$
157,000

Accounts receivable (net)


106,000

98,000
Available-for-sale investments (at cost)—Note 1

$
86,000
$
53,400
Less valuation allowance for available-for-sale


investments


6,040

2,400
Available-for-sale investments (fair value)

$
79,960
$
51,000
Interest receivable

$
300

—

Investment in Nahum Co. stock—Note 2


77,500
$
64,000

Office equipment (net)


90,000

95,000

Total assets

$531,760
 
$465,000
Accounts payable

$
56,900
$
51,400

Common stock


50,000

50,000

Excess of issue price over par


160,000

160,000

Retained earnings


270,900

206,000
Less unrealized gain (loss) on available-for-sale


investments


(6,040)

(2,400)

Total liabilities and stockholders’ equity


$531,760

$465,000
Note 1. Investments are classified as available for sale. The investments at cost and fair value on December 31, 2010, are as follows:




No. of
Cost per
Total
Total Fair



Shares
Share
Cost
Value
Barns Co. Stock

1,600
$12
$19,200
$18,000
Dynasty Co. Stock


900

38


34,200

33,000






$53,400
$51,000
Prob. 15–4B
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For December 31, 2011:




Cost per



No. of
Share (or





Shares (or
$1,000 of
Market
Total
Total

Investments
par value)
par value)
Value
Cost
Fair Value
Barns Co. stock

1,600
$12.00
$10

$19,200
 
$16,000

Dynasty Co. stock

900
$38.00
$35
34,200
31,500
High-Star Inc. stock

 
500

$29.20

$30

14,600

15,000
Opus Co. bonds

$18,000
                100

$97

18,000

17,460






$86,000
$79,960
Note 2. The investment in Nahum Co. stock is an equity method investment representing 32% of the outstanding shares of Nahum Co.

  Comprehensive Problem 4

1.
a.
Cash

696,000




Common Stock


435,000




Paid-In Capital in Excess of Par—Common 




Stock


261,000

b.
Cash

1,040,000




Preferred Stock


960,000




Paid-In Capital in Excess of Par—





Preferred Stock


80,000


c.
Cash

8,800,000*




Bonds Payable


8,000,000




Premium on Bonds Payable


800,000



*$8,000,000 × 1.10

d.
Cash Dividends

78,000*




Cash Dividends Payable


78,000




*120,000 shares × $0.65 per share




Cash Dividends

40,500*





Cash Dividends Payable


40,500




*22,500 shares × $1.80 per share

e.
Cash Dividends Payable

118,500




Cash


118,500

f.
Available-for-Sale Investments—Avocado Corp.

374,400*




Cash


374,400




*(12,000 shares × $31 per share) + $2,400

g.
Treasury Stock

494,000*




Cash


494,000



*9,500 shares × $52 per share


h.
Investment in Amigo Co. Stock

7,140,000*




Cash


7,140,000




*340,000 shares × $21 per share
Comp. Prob. 4

Continued



i.
Stock Dividends

121,550*




Cash Dividends

40,500




Stock Dividends Distributable


66,300




Paid-In Capital in Excess of Par—Common




Stock


55,250




Cash Dividends Payable


40,500



*120,000 – 9,500 = 110,500



110,500 × 2% = 2,210



2,210 × $55 = $121,550

j.
Stock Dividends Distributable

66,300



Cash Dividends Payable

40,500




Common Stock


66,300




Cash


40,500


k.
Cash

272,000





Investment in Amigo Co. Stock 


272,000

l.
Investments—Game Gear Inc. Bonds

86,000



Interest Receivable

950




Cash


86,950

m.
Cash

226,100*




Treasury Stock


197,600**




Paid-In Capital from Sale of Treasury Stock


28,500




*3,800 shares × $59.50 per share




**3,800 shares × $52.00 per share


n.
Cash

17,400





Dividend Revenue


17,400




*12,000 shares × $1.45 per share


o.
Cash

65,600





Gain on Sale of Investment


3,200





Available-for-Sale Investments—Avocado Corp.

62,400*




*2,000 shares × ($374,400/12,000 shares)


Comp. Prob. 4
Continued


p.
Interest Expense

240,000



Premium on Bonds Payable

40,000




Cash


280,000



Computations:




Semiannual interest payment ($8,000,000 × 7% × ½)

$280,000




Less amortization premium [($800,000/10 years)





× ½] 



40,000



Interest expense


$240,000

q.
Interest Receivable

1,290




Interest Revenue


1,290




Interest accrued for three months.




Computation: $86,000 × 6% × 3/12 = $1,290


r.
Investment in Amigo Co. Stock

162,520




Income from Amigo Co.


162,520




Record 34% share of Amigo Co. net income.

s.
Unrealized Gain (Loss) on Available-for-Sale




Investments

27,000




Valuation Allowance for Available-for-Sale





Investments


27,000






To record decrease in fair value of 





available-for-sale investments,




10,000 shares × ($31.20 – $28.50).
Comp. Prob. 4

Continued

2.
a.
JORDAN PRODUCTS INC.

Income Statement

For the Year Ended December 31, 2010

Sales






$5,580,000
Cost of merchandise sold






3,240,000
Gross profit






$2,340,000
Operating expenses:

Selling expenses:

Sales salaries expense


$345,000




Sales commissions


182,000






Advertising expense


125,000





Depreciation expense—store buildings




and equipment


95,000







Delivery expense


29,000







Store supplies expense


22,000







Miscellaneous selling expense


13,750

$811,750




Administrative expenses:









Office salaries expense


$140,000







Office rent expense


50,000







Depreciation expense—office buildings




and equipment


26,000







Office supplies expense


10,000







Miscellaneous administrative expense


7,500

233,500



Total operating expenses






1,045,250
Income from operations






$1,294,750
Other expenses and income:








Dividend revenue



$
17,400



Interest revenue




1,650




Income from Amigo Co. investment




162,520




Gain on sale of investment




3,200




Interest expense




(384,000)



Income before income tax






(199,230)
Income tax






$1,095,520
Net income






306,700








$
788,820

Earnings per common share:



Net income

$5.22*
*($788,820 – $162,000 preferred dividends)/120,000 common shares.

Comp. Prob. 4

Continued

b.
JORDAN PRODUCTS INC.

Retained Earnings Statement

For the Year Ended December 31, 2010

Retained earnings, January 1, 2010






$4,420,800
Net income for year




$788,820



Less dividends:









Cash dividends


$478,310




Stock dividends


121,550

599,860



Increase in retained earnings






188,960
Retained earnings, December 31, 2010






$4,609,760
Comp. Prob. 4
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c.
JORDAN PRODUCTS INC.

Balance Sheet

December 31, 2010


Assets
Current assets:
Cash



$
240,000


Available-for-sale investments


$312,000





Less valuation allowance for available-for-



sale investment


27,000

285,000


Accounts receivable


$543,000






Less allowance for doubtful accounts


8,150

534,850




Merchandise inventory, at lower of cost 


(FIFO) or market




780,000




Interest receivable




1,290




Prepaid expenses




26,500





Total current assets





$
1,867,640
Investments:








Investment in Amigo Co. stock






7,030,520

Investment in Game Gear Inc. bonds






86,000
Property, plant, and equipment:








Store buildings and equipment


$12,560,000






Less accumulated depreciation


4,126,000

$8,434,000



Office buildings and equipment

$
4,320,000





Less accumulated depreciation


1,580,000

  2,740,000






Total property, plant, and equipment






11,174,000
Intangible assets:









Goodwill






510,000


Total assets






$20,668,160
Comp. Prob. 4
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JORDAN PRODUCTS INC.

Balance Sheet

December 31, 2010


Liabilities

Current liabilities:
Accounts payable



$
195,000
Income tax payable




40,000



Total current liabilities





$
235,000
Long-term liabilities:






Bonds payable, 7%, due 2020



$
8,000,000



Add premium on bonds payable




760,000

8,760,000
Total liabilities





$
8,995,000

Stockholders’ Equity

Paid-in capital:
Preferred 6% stock, $120 par (30,000 shares

authorized; 22,500 shares issued)


$2,700,000

Excess of issue price over par


150,000
$
2,850,000


Common stock, $30 par (400,000 shares

authorized; 122,210 shares issued,

116,510 shares outstanding)


$3,666,300




Excess of issue price over par


842,000

4,508,300



From sale of treasury stock




28,500



Total paid-in capital



$
7,386,800



Retained earnings




4,609,760



Less unrealized gain (loss) on available-for-sale

investments




(27,000)


Total




$11,969,560



Deduct treasury common stock (5,700 shares

at cost)




296,400



Total stockholders’ equity






11,673,160
Total liabilities and stockholders’ equity






$20,668,160
  Special Activities

Activity 15–1

1.
Under generally accepted accounting principles, the land would be reported at $300,000 for Parson Corp. and $2,000,000 for Mobile Air, Inc. These valuations reflect their historical costs.  

2.
The historical cost valuation reduces the ability to compare the two companies. In this scenario, both companies have nearly identical land holdings.  Parson Corp. purchased its land in 1995; thus, the land is valued according to a 1995 valuation. Mobile Air, Inc., purchased its land in 2010, reflecting a more current valuation. Thus, both companies have a similar asset; however, the balance sheet reports very different valuations (Parson’s valuation is 15% of Mobile Air’s). Therefore, comparability is reduced. If the land were valued at fair market value, then both companies would report the land at nearly identical valuations, which is a better reflection of reality.  

Activity 15–2

1.
There is an emerging trend toward more uniform accounting standards world-wide. This is caused by companies participating in multiple capital markets.  For example, many companies not only have their stock trade on the New York Stock Exchange, but might also have their stock trade in London or Japan. In these cases, companies must provide financial reports that conform to the laws of the country in which their stock trades. Lack of accounting uniformity causes unnecessary reporting expenses for companies that wish to broaden the market for their stock worldwide, while making financial statements less comparable for users around the world. Thus, the United States and the European Union are working to align their financial accounting standards. When the International Accounting Standards Board (IASB, European Union) releases a standard such as IAS No. 16, it influences U.S. GAAP.  In this case, the United States does not embrace IAS No. 16, so it is not U.S. GAAP. However, as the United States and Europe work to converge standards, we might see the substance of IAS No. 16 reflected in a future FASB pronouncement.  

2.
Fair value reporting for property, plant, and equipment is a very aggressive fair value position. This is because property, plant, and equipment fair values are usually very subjective. Given this subjectivity, there is concern that the reported balance sheet amounts for property, plant, and equipment would be subject to manipulation and possible abuse. Moreover, the lack of objective fair values for these types of assets could reduce the comparability of financial statements across companies, depending on the subjective assumptions selected in the valuation.

3.
The different treatment for increases and decreases in fair value is an example of the accounting principle of conservatism. Conservatism biases disclosure so that, when given a choice, it favors increased expenses, decreased revenues, increased liabilities, and decreased assets. The adage of conservatism is to “anticipate no profit, but anticipate all losses.” If the property, plant, or equipment fair value increases, then the increase is reported in stockholders’ equity. This is similar to unrealized gains and losses from available-for-sale investments. The increase bypasses the income statement and is reported directly in stockholders’ equity. Thus, increases in property, plant, and equipment fair values would not be reported in earnings (anticipate no profit).  Decreases in fair value are reported on the income statement as an expense (anticipate all losses). Income statement treatment is similar to the treatment for unrealized gains and losses from trading securities. If the property, plant, and equipment fair value declines, the income statement impact of this decline is fully disclosed (impacts earnings negatively).   

Activity 15–3


Since many complex and exotic investment vehicles do not have ready market values, management must value these investments using mathematical models, using subjective inputs and risk assessments. These mathematically determined valuations are subject to wide variation, depending on the assumptions. Therein lies the ethical challenge. Since the valuation is subjective, it is possible for managers to over- or under-estimate fair values to meet their personal objectives.  Moreover, the ability for auditors to verify these values independently is difficult, since there is a lack of agreed-upon objectivity. Auditors will often take a conservative (see Activity 15–2 solution for a definition of conservatism) view with respect to the subjective valuation. That is, they will bias in favor of lower fair values in a range of supportable valuations.  

Activity 15–4

1.
“Look-through” earnings is a Warren Buffett term that is the GAAP net income plus an adjustment for the equity earnings (the “forgotten-but-not-gone” earnings) in <20% owned investees. Thus, look-through earnings would be significantly greater than GAAP net income for a company that held a large portfolio of <20% owned investments (which Berkshire does).

2.
Buffett makes the case that there is no reason for the equity method to be used only for 20%–50% investees, but that the rationale for the equity method applies equally well for <20% investees. Thus, Berkshire Hathaway provides an additional non-GAAP disclosure to its investors, which essentially adds the after-tax equity earnings of its <20% investees to its net income. In so doing, Buffett argues that the earning power of all of his investments is properly disclosed in look-through earnings. He argues that the dividends that he receives from his <20% owned investees do not reflect the earning power of his investment, even though that is what is required by GAAP.    

Activity 15–5

The following are portions of Notes 3 and 4 from the financial statements dated June 30, 2007, for Microsoft. 

NOTE 3    INVESTMENTS 
The components of investments were as follows: 














       

Equity








Unrealized
Unrealized 

Recorded
   Cash and
Short-Term
    and Other

(In millions



Cost Basis
Gains
Losses

Basis
Equivalents
Investments
Investments

	June 30, 2007
	  
	 
	  
	 
	  
	 
	 
	 
	 
	  
	 
	  
	 
	 
	 
	 

	Cash
	  
	
	$  3,040
	
	
	$     —
	
	
	$    —
	
	
	
	$  3,040
	
	
	$3,040
	
	
	$       —
	
	
	
	$         —

	Mutual funds
	  
	 
	       398
	
	
	4
	
	
	(1)
	
	
	
	401
	
	
	132
	
	
	205
	
	
	
	64

	Commercial paper
	  
	 
	       227
	
	
	—
	
	
	—
	
	
	
	227
	
	
	179
	
	
	48
	
	
	
	—

	Certificates of deposit
	  
	 
	98
	
	
	—
	
	
	—
	
	
	
	98
	
	
	—
	
	
	98
	
	
	
	—

	U.S. Government and Agency securities
	  
	 
	3,085
	
	
	4
	
	
	(12)
	
	
	
	3,077
	
	
	1
	
	
	3,002
	
	
	
	74

	Foreign government bonds
	  
	 
	3,845
	
	
	2
	
	
	(63)
	
	
	
	3,784
	
	
	—
	
	
	3,784
	
	
	
	—

	Mortgage backed securities
	  
	 
	3,236
	
	
	4
	
	
	(49)
	
	
	
	3,191
	
	
	—
	
	
	3,191
	
	
	
	—

	Corporate notes and bonds
	  
	 
	7,184
	
	
	14
	
	
	(18)
	
	
	
	7,180
	
	
	2,425
	
	
	4,753
	
	
	
	2

	Municipal securities
	  
	 
	2,639
	
	
	3
	
	
	(25)
	
	
	
	2,617
	
	
	334
	
	
	2,283
	
	
	
	—

	Common stock and equivalents
	  
	 
	7,290
	
	
	2,309
	
	
	(18)
	
	
	
	9,581
	
	
	—
	
	
	—
	
	
	
	9,581

	Preferred stock
	  
	 
	62
	
	
	12
	
	
	—
	
	
	
	74
	
	
	—
	
	
	—
	
	
	
	74

	Other investments
	  
	 
	       258
	
	
	       —
	
	
	      —
	
	
	
	       258
	
	
	       —
	
	
	        (64)
	
	
	
	       322

	Total
	  
	
	$31,362
	
	
	$2,352
	
	
	$(186
	
	
	
	$33,528
	
	
	$6,111
	
	
	$17,300
	
	
	
	$10,117


 
 

 

	
	  
	
	
	  
	 
	 


Activity 15–5
Continued

NOTE 4    INVESTMENT INCOME AND OTHER 
The components of investment income and other were as follows: 
(In millions)








	Year Ended June 30
	 
	2007
	 
	 
	2006
	 
	  
	2005
	

	Dividends and interest
	
	
	$1,319
	 
	 
	
	$1,510
	 
	  
	
	$1,460
	

	Net gains on investments
	
	
	650
	 
	 
	 
	161
	 
	  
	 
	856
	 

	Net losses on derivatives
	
	
	(358
	)
	 
	 
	(99
	)
	  
	 
	(262)
	

	Income/(losses) from equity investees and other
	
	
	      (34
	)
	 
	 
	     218
	
	  
	 
	       13
	

	Investment income and other
	
	
	$1,577
	 
	
	
	$1,790
	
	
	
	$2,067
	


Note to Instructors: This solution is provided as a guide.  Students may have different numbers depending on the date of the financial statements.   

1.
$31,362
2.
$33,528
3.
$2,352
4.
($186)
5.
a.
($6,111/$33,528) = 18.2%


b.
($17,300/$33,528) = 51.6%


c.
($10,117/$33,528) = 30.2%

6.
$1,319
7.
$650
8.
($34)
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