CHAPTER 17

Investments

ASSIGNMENT CLASSIFICATION TABLE (BY TOPIC)

	Topics
	Questions
	Brief

Exercises
	Exercises
	
Problems
	Concepts for Analysis

	    1.
Debt securities.
	1, 2, 3, 13
	
	1
	
	6

	
(a)
Held-to-maturity.
	4, 5, 7, 8, 
10, 13, 21
	1, 3
	2, 3, 5
	1, 7
	

	
(b)
Trading.
	4, 6, 7, 8, 
10, 21
	4
	
	
	1

	
(c)
Available-for-sale.
	4, 7, 8, 9, 
10, 11, 21
	2, 10
	4
	1, 2, 3, 4, 7
	1

	    2.
Bond amortization.
	8, 9
	1, 2, 3
	3, 4, 5
	1, 2, 3
	

	    3.
Equity securities.
	1, 12, 16
	
	1
	
	6

	
(a)
less than 20%
	7, 10, 11, 
15, 21
	5, 6, 8
	6, 7, 8, 9, 11, 12, 16, 
19, 20
	3, 5, 6 , 8, 9, 
10, 11 
	1, 2, 3

	
(b)
20 – 50% (Equity method).
	6, 7, 8, 10, 15, 16, 17, 18,
19, 20
	6, 7
	6, 12, 13, 14, 15, 16, 17, 19, 20
	6, 8
	1, 3, 4, 5

	    4.
Comprehensive income.
	22
	9
	10
	9, 11
	

	    5.
Disclosures of investments.
	18
	
	10
	5, 8, 9, 10, 
11
	

	    6.
Fair value option.
	25, 26, 27
	11,12
	19, 20, 21
	
	

	    7.
Impairments.
	24
	10,13
	18, 22
	
	3

	    8.
Transfers between 
categories.
	23
	
	
	
	1, 3, 6

	  *9.
Derivatives.
	28, 29, 30, 31, 32, 33, 34, 35 
	
	23, 24, 25, 26, 27, 28
	12, 13, 14, 15, 16, 17
	

	
	
	
	
	
	


*This material is dealt with in an Appendix to the chapter.

 ASSIGNMENT CLASSIFICATION TABLE (BY LEARNING OBJECTIVE)

	
Learning Objectives
	Questions
	
Brief Exercises
	
Exercises
	Problems
	Concepts for Analysis

	1. Understand the accounting for investments in debt securities. 
	1, 2, 3, 4, 5, 6, 7, 8, 9, 10, 11
	1, 2, 3, 4
	1, 2, 3, 4, 5, 9, 21
	1, 2, 3, 4, 7
	1

	2.
Understand the accounting for investments in equity securities.
	12, 13, 14, 15
	5, 6, 8, 9, 
	1, 6, 7, 8, 11, 12, 14, 15, 16, 19, 20, 21
	3, 5, 6, 8, 9, 10, 11
	1, 2, 3, 5

	3.
Explain the equity and consolidation methods of accounting.   
	16, 17, 18, 19, 20, 25
	7
	12, 13, 
16, 17
	8
	4

	4.
Evaluate other major issues related to investments in debt and equity securities.
	21, 22, 23, 24, 26, 27
	9, 10, 11, 12,
13
	10, 18, 19, 20, 21, 22
	9, 11 
	6

	*5.
Describe the uses of and accounting for derivatives. 
	28, 29
	
	23, 27
	12, 13, 14
	

	*6.
Explain to the accounting for hedges.
	30, 31, 33, 34
	
	24, 25, 26, 28
	15, 16, 17
	

	*7.
Identify special reporting issues for derivatives that cause unique accounting problems. 
	32, 33, 34, 35
	
	
	16
	

	*8.
Describe required fair value disclosures.
	
	
	
	
	

	
	
	
	
	
	


ASSIGNMENT CHARACTERISTICS TABLE

	Item
	
	Description
	Level of

Difficulty
	Time
(minutes)

	
E17-1
	
	Investment classifications.
	Moderate
	5–10

	
E17-2
	
	Entries for held-to-maturity securities.
	Simple
	10–15

	
E17-3
	
	Entries for held-to-maturity securities.
	Moderate
	15–20

	
E17-4
	
	Entries for available-for-sale securities.
	Moderate
	10–15

	
E17-5
	
	Effective-interest versus straight-line bond amortization.
	Moderate
	20–30

	
E17-6
	
	Entries for equity securities.
	Simple
	10–15

	
E17-7
	
	Equity securities entries.
	Moderate
	10–15

	
E17-8
	
	Equity securities entries and reporting.
	Simple
	  5–10

	
E17-9
	
	Available-for-sale debt securities entries and financial statement presentation.
	Moderate
	10–15

	
E17-10
	
	Comprehensive income disclosure.
	Moderate
	20–25

	
E17-11
	
	Equity securities entries.
	Moderate
	20–25

	
E17-12
	
	Journal entries for fair value and equity methods.
	Moderate
	15–20

	
E17-13
	
	Equity method.
	Moderate
	8–10

	
E17-14
	
	Equity investment.
	Moderate
	8–10

	
E17-15
	
	Equity investments
	Moderate
	15–20

	
E17-16
	
	Fair value and equity method compared.
	Moderate
	15–20

	
E17-17
	
	Equity method.
	Simple
	10–15

	
E17-18
	
	Impairment of debt securities.
	Moderate
	15–20

	
E17-19
	
	Fair value measurement.
	Moderate
	15–20

	
E17-20
	
	Fair value measurement issues. 
	Moderate
	15–20

	
E17-21
	
	Fair value option.
	Moderate
	15–20

	 E 17-22

*E17-23
	
	Impairment
Derivative transaction.
	Moderate
Moderate
	20–25
15–20

	*E17-24
	
	Fair value hedge.
	Moderate
	15–20

	*E17-25
	
	Cash flow hedge.
	Moderate
	15–20

	*E17-26
	
	Fair value hedge.
	Moderate
	15–20

	*E17-27
	
	Call option.
	Moderate
	20–25

	*E17-28
	
	Cash flow hedge.
	Moderate
	25–30

	
	
	
	
	

	
P17-1
	
	Debt securities.
	Moderate
	20–30

	
P17-2
	
	Available-for-sale debt investments.
	Moderate
	30–40

	
P17-3
	
	Debt and equity investments.
	Moderate
	25–30

	
P17-4
	
	Debt investments.
	Moderate
	25–35

	
P17-5
	
	Equity securities entries and disclosures.
	Moderate
	25–35

	
P17-6
	
	Equity securities entries.
	Simple
	25–35

	
P17-7
	
	Available-for-sale and held-to-maturity debt securities entries.
	Moderate
	25–35

	
P17-8
	
	Fair value and equity methods.
	Moderate
	20–30

	
	
	
	
	


ASSIGNMENT CHARACTERISTICS TABLE (Continued)

	Item
	
	Description
	Level of

Difficulty
	Time
(minutes)

	
P17-9
	
	Gain on sale of investments and comprehensive income.
	Moderate
	20–30

	
P17-10
	
	Equity investments.
	Complex
	30–40

	
P17-11
	
	Equity securities—statement presentation.
	Moderate
	20–30

	*P17-12
	
	Derivative financial instrument.
	Moderate
	20–25

	*P17-13
	
	Derivative financial instrument.
	Moderate
	20–25

	*P17-14
	
	Free-standing derivative.
	Moderate
	20–25

	*P17-15
	
	Fair value hedge interest rate swap.
	Complex
	30–40

	*P17-16
	
	Cash flow hedge.
	Moderate
	25–35

	*P17-17
	
	Fair value hedge.
	Moderate
	25–35

	
	
	
	
	

	
CA17-1
	
	Issues raised about investment securities.
	Moderate
	25–30

	
CA17-2
	
	Equity securities.
	Moderate
	25–30

	
CA17-3
	
	Financial statement effect of securities.
	Moderate
	20–30

	
CA17-4
	
	Investment accounted for under the equity method.
	Moderate
	15–25

	
CA17-5
	
	Equity investment.
	Simple
	15–25

	
CA17-6
	
	Fair value.
	Moderate
	25–35

	
	
	
	
	


ANSWERS TO QUESTIONS

  1.
A debt security is an instrument representing a creditor relationship with an entity. Debt securities include U.S. government securities, municipal securities, corporate bonds, convertible debt, and commercial paper. Trade accounts receivable and loans receivable are not debt securi​ties because they do not meet the definition of a security.


An equity security is described as a security representing an ownership interest such as common, preferred, or other capital stock. It also includes rights to acquire or dispose of an ownership interest at an agreed-upon or determinable price, such as warrants, rights, and call options or put options. Convertible debt securities and redeemable preferred stocks are not treated as equity securities.

LO: 1, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  2.
The variety in bond features along with the variability in interest rates permits investors to shop for exactly the investment that satisfies their risk, yield, and marketability desires, and permits issuers to create a debt instrument best suited to their needs.

LO: 1, Bloom: K, Difficulty: Simple, Time: 5-10, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  3.
Cost of a long-term investment in bonds includes the total consideration to acquire the investment, including brokerage fees and other costs incidental to the purchase.

LO: 1, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  4.
The three types of classifications for debt investments are:


Held-to-maturity:
Debt investments that the company has the positive intent and ability to hold to maturity.


Trading:
Debt investments bought and held primarily for sale in the near term to generate income on short-term price differences.


Available-for-sale:
Debt investments not classified as held-to-maturity or trading securities.

LO: 1, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  5.
A debt investment should be classified as held-to-maturity only if the company has both: (1) the positive intent and (2) the ability to hold those securities to maturity.

LO: 1, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  6.
Debt investments classified as trading are reported at fair value, with unrealized holding gains and losses reported as part of net income. Any discount or premium is amortized.

LO: 1, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  7.
Trading and available-for-sale debt securities should be reported at fair value, whereas held-to-maturity debt securities should be reported at amortized cost.

LO: 1, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  8.
$3,500,000 X 10% = $350,000; $350,000 ÷ 2 = $175,000. Wheeler would make the following entry:



Cash ($4,000,000 X 8% X 1/2)

160,000



Debt Investments

15,000




Interest Revenue ($3,500,000 X 10% X 1/2)


175,000

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
Questions Chapter 17 (Continued)

  9.
Fair Value Adjustment

89,000



Unrealized Holding Gain or Loss—Equity



    [$3,604,000 – ($3,500,000 + $15,000)*]


89,000



*See number 8.

LO: 1, Bloom: K, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: None

10.
Unrealized holding gains and losses for trading debt securities should be included in net income for the current period. Unrealized holding gains and losses for available-for-sale debt securities should be reported as other comprehensive income and as a separate component of stockholders’ equity. Unrealized holding gains and losses are not recognized for held-to-maturity securities.

LO: 1, Bloom: K, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  11.
(a)
Unrealized Holding Gain or Loss—Equity

60,000




Fair Value Adjustment


60,000


(b)
Unrealized Holding Gain or Loss—Equity

70,000




Fair Value Adjustment ($60,000 + $10,000)


70,000

LO: 1, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
  12.
Investments in equity securities can be classified as follows:


(a)
Holdings of less than 20% (fair value method)—investor has passive interest.


(b)
Holdings between 20% and 50% (equity method)—investor has significant influence.


(c)
Holdings of more than 50% (consolidated statements)—investor has controlling interest.

If an equity investment is not publicly traded and is nonmarketable, a company values the investment and reports it at cost in periods subsequent to acquisition. This approach is often referred to as the cost approach. Companies recognize dividends when received and only recognize gains and losses when selling the securities.

LO: 2, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  13.
Investments in stock do not have a maturity date and therefore cannot be classified as held-to-maturity securities.

LO: 2, Bloom: K, Difficulty: Simple, Time: 1-3, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  14.
Selling price of 10,000 shares at $27.50

$275,000


Less:  Brokerage commissions

      1,770

Proceeds from sale

  273,230


Cost of 10,000 shares

 (260,000)


Gain on sale of investments

$  13,230

Cash

273,230



Equity Investments


260,000



Gain on Sale of Investments


  13,230

LO: 2, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
  15.
Marketable equity securities are reported at fair value. Any unrealized holding gain or loss is reported in net income. Nonmarketable securities are reported at cost less impairments. A company is encouraged to adjust for observable price changes subsequent to recording the investment at cost if it can determine prices in orderly transactions for identical investments or from similar investments of the same issuer.
LO: 2, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

Questions Chapter 17 (Continued)

  16.
Significant influence over an investee may result from representation on the board of directors, participation in policy-making processes, material intercompany transactions, interchange of managerial personnel, or technological dependency. An investment (direct or indirect) of 20% or more of the voting stock of an investee constitutes significant influence unless there exists evidence to the contrary.

LO: 3, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  17.
Under the equity method, the investment is originally recorded at cost, but is adjusted for changes in the investee’s net assets. The investment account is increased (decreased) by the investor’s proportionate share of the earnings (losses) of the investee and decreased by all dividends received by the investor from the investee.

LO: 3, Bloom: K, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  18.
The 20% rule is that an investment (direct or indirect) of 20 percent or more of the voting stock of an investee leads to the presumption that an investor has the ability to exercise significant influence over an investee and the equity method should be used. However, there are other factors, when considered, may indicate that ownership of 20 percent or more may not enable an investor to exercise significant influence.


An investor with ownership just below 20% may be able to exercise significant influence based on representation on the board of directors, participation in policy-making processes, material intercompany transactions, interchange of managerial personnel, or technological dependency. Another important consideration is the extent of ownership by an investor in relation to the concentration of other shareholdings.

Factors that could lead to a conclusion of no significant ownership, when ownership is above 20 percent include: (1) The investee opposes the investor’s acquisition of its stock; (2) The investor and investee sign an agreement under which the investor surrenders significant shareholder rights; (3) The investor’s ownership share does not result in “significant influence” because majority ownership of the investee is concentrated among a small group of shareholders who operate the investee without regard to the views of the investor; (4) The investor tries and fails to obtain representation on the investee’s board of directors.

LO: 3, Bloom: K, Difficulty: Simple, Time: 5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  19.
Dividends subsequent to acquisition should be accounted for as a reduction in the Equity Investment account.

LO: 3, Bloom: C, Difficulty: Simple, Time: 1-2, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  20.
Ordinarily, Raleigh Corp. should discontinue applying the equity method and not provide for additional losses beyond the carrying value of $170,000. However, if Raleigh Corp.’s loss is not limited to its investment (due to a guarantee of Borg’s obligations or other commitment to provide further financial support or if imminent return to profitable operations by Borg appears to be assured), it is appropriate for Raleigh Corp. to provide for its entire $186,000 ($620,000 × .30) share of the $620,000 loss.

LO: 3, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  21.
Trading securities should be reported at aggregate fair value as current assets. Individual held-to-maturity and available-for-sale securities are classified as current or noncurrent depending upon the circumstances. Held-to-maturity securities generally should be classified as current or noncurrent, based on the maturity date of the individual securities. Debt securities identified as available-for-sale should be classified as current or noncurrent, based on maturities and expectations as to sales and redemptions in the following year. 
LO: 4, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

Questions Chapter 17 (Continued)

  22.
Reclassification adjustments are necessary to insure that double counting does not result when realized gains or losses are reported as part of net income but also are shown as part of other comprehensive income in the current period or in previous periods.

LO: 4, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  23.
When a security is transferred from one category to another, the transfer should be recorded at fair value, which in this case becomes the new basis for the security. Any unrealized gain or loss at the date of the transfer increases or decreases stockholders’ equity. The unrealized gain or loss at the date of the transfer to the trading category is recognized in income.

LO: 4, Bloom: C, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  24.
A debt security is impaired when “it is probable that the investor will be unable to collect all amounts due according to the contractual terms.” When an impairment has occurred, the security is written down to its fair value, which is also the security’s new cost basis. The amount of the writedown is accounted for as a realized loss.

LO: 4, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  25.
Fair value is defined as “the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date.” Fair value is therefore a market-based measure.

LO: 3, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  26.
The fair value option gives companies the option to report most financial instruments at fair value with all gains and losses related to changes in fair value reported in the income statement. This option is applied on an instrument by instrument basis. The fair value option is generally available only at the time a company first purchases the financial asset or incurs a financial liability. If a company chooses to use the fair value option, it must measure this instrument at fair value until the company no longer has ownership.

LO: 4, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

  27.
No. The fair value option is generally available only at the time a company first purchases the financial asset or incurs a financial liability. If a company chooses to use the fair value option, it must measure this instrument at fair value until the company no longer has ownership.

LO: 4, Bloom: C, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*28.
An underlying is a special interest rate, security price, commodity price, index of prices or rates, or other market-related variable. Changes in the underlying determine changes in the value of the derivative. Payment is determined by the interaction of the underlying with the face amount and the number of shares, or other units specified in the derivative contract (these elements are referred to as notional amounts).

LO: 5, Bloom: K, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*29.
See illustration below:

	Feature
	Traditional Financial Instrument 
(e.g., Trading Security)
	Derivative Financial Instrument (e.g., Call Option)

	Payment Provision
	Stock price times the number 
of shares.
	Change in stock price (underlying) times number of shares (notional amount).

	Initial Investment
	Investor pays full cost.
	Initial investment is less than full cost.

	Settlement
	Deliver stock to receive cash.
	Receive cash equivalent, based on changes in stock price times the number of shares.


Questions Chapter 17 (Continued)


For a traditional financial instrument, an investor generally must pay the full cost, while derivatives require little initial investment. In addition, the holder of a traditional security is exposed to all risks of ownership, while most derivatives are not exposed to all risks associated with ownership in the underlying. For example, the intrinsic value of a call option only can increase in value. Finally, unlike a traditional financial instrument, the holder of a derivative could realize a profit without ever having to take possession of the underlying. This feature is referred to as net settlement and serves to reduce the transaction costs associated with derivatives.

LO: 5, Bloom: K, Difficulty: Moderate, Time: 5-7, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*30.
The purpose of a fair value hedge is to offset the exposure to changes in the fair value of a recognized asset or liability or of an unrecognized firm commitment.

LO: 6, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*31.
The unrealized holding gain or loss on inventory should be reported as income when this inventory is designated as a hedged item in a qualifying fair value hedge. If the hedge meets the special hedge accounting criteria (designation, documentation, and effectiveness), 
the unrealized holding gain or loss is reported as income.

LO: 6, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*32.
Entering into an interest rate swap is likely a setting where the company is hedging the fair value of a fixed-rate debt obligation. The fixed payments received on the swap will offset fixed payments on the debt obligation. As a result, if interest rates decline, the value of the swap contract increases (a gain), while at the same time the fixed-rate debt obligation increases (a loss). The swap is an effective risk management tool in this setting because its value is related to the same underlying (interest rates) that will affect the value of the fixed-rate bond payable. Thus, if the value of the swap goes up, it offsets the loss in the value of the debt obligation.

LO: 7, Bloom: C, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*33.
A cash flow hedge is used to hedge exposures to cash flow risk, which is exposure to the variability in cash flows. The cash flows received on the hedging instrument (derivative) will offset the cash flows received on the hedged item. Generally, the hedged item is a transaction that is planned some time in the future (an anticipated transaction).

LO: 6, 7, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*34.
Derivatives used in cash flow hedges are accounted for at fair value on the balance sheet but gains or losses are recorded in equity as part of other comprehensive income.

LO: 6, 7, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

*35.
A hybrid security is a security that has characteristics of both debt and equity and often is a combination of traditional and derivative financial instruments. A convertible bond is a hybrid security because it is comprised of a debt security, referred to as the host security, combined with an option to convert the bond to shares of common stock, the embedded derivative.

LO: 7, Bloom: K, Difficulty: Moderate, Time: 3-5, AACSB: Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication

SOLUTIONS TO BRIEF EXERCISES

BRIEF EXERCISE 17-1






January 1, 2017
(a)
Debt Investments 

74,086



Cash


74,086

                                              December 31, 2017


(b)
Cash ($80,000 X .09)

  7,200


Debt Investments

     949



Interest Revenue ($74,086 X .11)


  8,149

LO: 1, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-2

                                                   January 1, 2017
(a)
Debt Investments

74,086



Cash


74,086
                                              December 31, 2017  
(b)
Cash ($80,000 X .09)

  7,200


Debt Investments

     949



Interest Revenue ($74,086 X .11)


  8,149
                                              December 31, 2017
(c)
Fair Value Adjustment 

     465



Unrealized Holding Gain or Loss—Equity



 [($74,086 + $949) – $75,500]


465

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 5-7, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-3






January 1, 2017

(a)
Debt Investments

65,118



Cash


65,118






June 30, 2017

(b)
Cash ($60,000 X .08 X 6/12)

2,400



Debt Investments


446 



Interest Revenue ($65,118 X .06 X 6/12)


1,954

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-4

(a)
Debt Investments

50,000



Cash


50,000

(b)
Cash

  2,000



Interest Revenue


  2,000

(c)
Unrealized Holding Gain or Loss—Income

  2,600



Fair Value Adjustment 



 ($50,000 – $47,400)


2,600

LO: 1, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-5

(a)
Equity Investments

13,200



Cash


13,200

(b)
Cash

   1,300



Dividend Revenue (400 X $3.25)


1,300

(c)
Fair Value Adjustment

600



Unrealized Holding Gain or Loss—Income


 [(400 X $34.50) – $13,200]


600

LO: 2, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-6

(a)
Equity Investments 

13,200



Cash


13,200

(b)
Cash

1,300



Dividend Revenue (400 X $3.25)


1,300

(c)
No adjustment to fair value is reported because the equity security is nonmarketable.
LO: 2, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-7

Equity Investments

300,000


Cash


300,000

Equity Investments

  54,000


Investment Income (30% X $180,000)


 54,000

Cash

  18,000


Equity Investments (30% X $60,000)


  18,000

LO: 3, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-8

	Fair Value Adjustment 

	Bal.
200
	

	
500

	

	Bal.

700*
	


*$4,000 − $3,300

Fair Value Adjustment

500



Unrealized Holding Gain or Loss—Income

500

LO: 2, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-9

(a)
Other comprehensive loss for 2017 of $10.9 million.
(b)
Comprehensive income for 2017: $1,234.8 million or ($1,245.7 – $10.9).
(c)
Accumulated other comprehensive income: $46.3 million or ($57.2 – $10.9).
LO: 2, 4, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-10


Loss on Impairment ($70,000 − $60,000)

10,000



Allowance for Loss on Debt Investment

10,000

In this case, an impairment has occurred and the individual security should be written down. 
LO: 4, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving

BRIEF EXERCISE 17-11

(a)
January 1, 2017


Debt Investments 

10,000,000



Cash


10,000,000


December 31, 2017


Interest Receivable ($10,000,000 X .05)

500,000



Interest Revenue 


500,000


Fair Value Adjustment


    ($10,600,000 - $10,000,000)

600,000



Unrealized Holding Gain or Loss—Equity


600,000

(b)
January 1, 2017


Debt Investments 

10,000,000



Cash


10,000,000


December 31, 2017


Interest Receivable ($10,000,000 X .05)

500,000



Interest Revenue 


500,000


Debt Investment ($10,600,000 - $10,000,000)

600,000



Unrealized Holding Gain or Loss—Income


600,000

Note: One difference here relates to the third entry. Under the fair value option, the specific investment is adjusted (under general available-for-sale guidance, fair value adjustments are recorded on a portfolio basis – an allowance account, Fair Value Adjustment, is used). In addition, under the fair value option, unrealized gains and losses are recorded in income.
LO: 4, Bloom: AP, Difficulty: Simple, Time: 5-10, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-12

(a)
December 31, 2017


Interest Receivable ($2,000,000 X .06)

120,000



Interest Revenue


120,000


December 31, 2019


Interest Receivable ($2,000,000 X .06)

120,000



Interest Revenue


120,000

(b)
December 31, 2017


Interest Receivable ($2,000,000 X .06)

120,000



Interest Revenue


120,000



Debt Investments ($2,050,000 − $2,000,000)

50,000



Unrealized Holding Gain or Loss—

                         Income


50,000

December 31, 2019


Interest Receivable ($2,000,000 X .06)

120,000



Interest Revenue


120,000



Unrealized Holding Gain or Loss—Income
 
20,000




Debt Investments 

                       ($2,020,000 − $2,000,000)

 
20,000

Note: The Debt Investment account is adjusted because the company is using the fair value option.

LO: 4, Bloom: AP, Difficulty: Simple, Time: 5-10, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
BRIEF EXERCISE 17-13
Case 1  The impairment loss is $10,000 ($40,000 - $30,000). The loss is limited by the lower of amortized cost or fair value.

Case 2  No impairment results, because the fair value is greater than amortized cost.

LO: 4, Bloom: AN, Difficulty: Simple, Time: 3-5, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
SOLUTIONS TO EXERCISES

EXERCISE 17-1 (5–10 minutes)

(a)  1.
(b)  4.
(c)  1.
(d)  2.
(e)  4.
(f)  3.
LO: 1, Bloom: AN, Difficulty: Moderate, Time: 5-10, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-2 (10–15 minutes)

(a)
January 1, 2017

Debt Investments

300,000



Cash


300,000

(b)
December 31, 2017

Interest Receivable

18,000



Interest Revenue (6% x 300,000)


  18,000

(c)
January 1, 2018

Cash

18,000



Interest Receivable 


  18,000

LO: 1, Bloom: AP, Difficulty: Simple, Time: 10-15, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
EXERCISE 17-3 (15–20 minutes)

(a)
January 1, 2017

Debt Investments

322,744.44



Cash


322,744.44

EXERCISE 17-3 (Continued)

(b)
Schedule of Interest Revenue and Bond Premium Amortization

Effective-Interest Method

12% Bonds Sold to Yield 10%

	Date
	Cash Received
	Interest Revenue
	Premium Amortized
	Carrying Amount of Bonds

	1/1/17
	—
	—
	—
	$322,744.44

	1/1/18
	$36,000*
	$32,274.44**
	$3,725.56
	319,018.88

	1/1/19
	36,000
	31,901.89
	4,098.11
	314,920.77

	1/1/20
	36,000
	31,492.08
	4,507.92
	310,412.85

	1/1/21
	36,000
	31,041.29
	4,958.71
	305,454.14

	1/1/22
	36,000
	30,545.86***
	*5,454.14
	300,000.00



*$300,000 × .12


**$322,744.44 × .10


***Rounded by 45¢.

(c)
December 31, 2017

Interest Receivable 

36,000



Debt Investments


    3,725.56



Interest Revenue


  32,274.44

(d)
December 31, 2018

Interest Receivable 

36,000



Debt Investments


4,098.11



Interest Revenue


31,901.89

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-4 (10–15 minutes)

(a)
January 1, 2017

Debt Investments

322,744.44



Cash


322,744.44

EXERCISE 17-4 (Continued)

(b)
December 31, 2017

Interest Receivable 

36,000



Debt Investments


3,725.56



Interest Revenue ($322,744.44 X .10)


32,274.44


Fair Value Adjustment  

1,481.12


Unrealized Holding Gain or Loss—Equity


   ($320,500.00 – $319,018.88)


1,481.12
(c)
December 31, 2018

Unrealized Holding Gain or Loss—Equity

7,401.89



Fair Value Adjustment 


7,401.89
	
	Amortized 
Cost
	Fair Value
	Unrealized Gain (Loss)

	Available-for-sale bonds
	$314,920.77
	$309,000.00
	$(5,920.77)

	Previous fair value adjustment—Dr.
	
	
	   1,481.12

	Fair value adjustment—Cr.
	
	
	$(7,401.89)


LO: 1, Bloom: AN, Difficulty: Simple, Time: 10-15, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-5 (20–30 minutes)

(a)
Schedule of Interest Revenue and Bond Discount Amortization

Straight-line Method

9% Bond Purchased to Yield 12%

	Date
	Cash Received
	Interest Revenue
	Bond Discount Amortization
	Carrying Amount of Bonds

	1/1/17
	—
	—
	—
	$185,589

	1/1/18 
	$18,000
	$22,804
	*$4,804*
	190,393

	1/1/19 
	18,000
	22,804
	4,804
	195,197

	1/1/20 
	18,000
	22,803**
	4,803
	200,000



**($200,000 – $185,589) ÷ 3 = $4,804


**Rounded by $1.

EXERCISE 17-5 (Continued)

(b)
Schedule of Interest Revenue and Bond Discount Amortization

Effective-Interest Method

9% Bond Purchased to Yield 12%

	Date
	Cash Received
	Interest Revenue
	Bond Discount Amortization
	Carrying Amount of Bonds

	1/1/17
	—
	—
	—
	$185,589.00

	1/1/18
	$18,000
	$22,270.68*
	$4,270.68
	189,859.68

	1/1/19
	18,000
	22,783.16
	4,783.16
	194,642.84

	1/1/20 
	18,000
	23,357.16**
	5,357.16
	200,000.00



**$185,589 X .12 = $22,270.68


**Rounded by $.02.

(c)
December 31, 2018

Interest Receivable

18,000.00


Debt Investments

  4,804.00



Interest Revenue


22,804.00

(d)
December 31, 2018

Interest Receivable

18,000.00


Debt Investments

  4,783.16



Interest Revenue


22,783.16

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 20-30, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-6 (10–15 minutes)

(a)
Fair Value Adjustment ($70,000 − $65,000)

5,000


Unrealized Holding Gain or Loss—Income


5,000

(b)
The Unrealized Holding Gain or Loss—Income account is reported in the income statement under Other Revenues and Gains. The Fair Value Adjustment account is added to the cost of the Equity Investment account to arrive at fair value.
LO: 2, Bloom: AP, Difficulty: Simple, Time: 10-15, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-7 (10–15 minutes)

(a)
December 31, 2017

Unrealized Holding Gain or Loss—Income

1,400



Fair Value Adjustment 


  1,400

(b)
During 2018

Cash

9,400


Loss on Sale of Investments

   600



Equity Investments 


10,000

(c)
December 31, 2018
	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Clemson Corp. stock
	$20,000
	$19,100
	($  (900)

	Buffaloes Co. stock
	  20,000
	  20,500
	(     500)

	Total of portfolio
	$40,000
	$39,600
	(    (400)

	Previous fair value adjustment balance—Cr.
	
	
	( (1,400)

	Fair value adjustment—Dr.
	
	
	($1,000)



Fair Value Adjustment 

1,000



Unrealized Holding Gain or Loss—Income


1,000

LO: 2, Bloom: AP, Difficulty: Moderate, Time: 10-15, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-8 (5–10 minutes)

The unrealized gains and losses resulting from changes in the fair value of equity securities are recorded in an Unrealized Holding Gain or Loss-Income account that is reported as part of net income. Therefore, the following adjusting entry should be made at the year-end:

Unrealized Holding Gain or Loss—Income

8,000


Fair Value Adjustment ($73,000 – $65,000)


8,000

Unrealized Holding Gain or Loss—Income is reported in the “Other expenses and losses” section of the income statement. The Fair Value Adjustment account is a valuation account to the related equity investment account.

LO: 2, Bloom: AP, Difficulty: Simple, Time: 5-10, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
EXERCISE 17-9 (10–15 minutes)

(a)
The portfolio should be reported at the fair value of $54,500. Since the cost of the portfolio is $53,000, the unrealized holding gain is $1,500, of which $400 is already recognized. Therefore, the December 31, 2017 adjusting entry should be:


Fair Value Adjustment

1,100



Unrealized Holding Gain or Loss—Equity


1,100

(b)
The unrealized holding gain of $1,500 (including the previous balance of $400) should be reported as an addition to stockholders’ equity. The Fair Value Adjustment account balance of $1,500 should be added to the cost of the investment account to report the fair value of the debt investment at $54,500.
STEFFI GRAF, INC.

Balance Sheet

As of December 31, 2017

Current assets: 


Debt investments

$54,500*

Stockholders’ equity:



Common stock

  xxx,xxx



Additional paid-in capital

  xxx,xxx



Retained earnings

  xxx,xxx





  xxx,xxx


Add: Accumulated other comprehensive income

      1,500


Total stockholders’ equity

$xxx,xxx

*A portion of the debt investment could be reported as noncurrent, depending on the expected date of collection. The unrealized holding gain could also be disclosed.

(c)
Computation of realized gain or loss on sale of debt security:



Net proceeds from sale of security A
$15,100



Cost of security A
  (17,500)


Loss on sale of security A
($  2,400)

January 20, 2018

Cash

15,100


Loss on Sale of Investments

  2,400



Debt Investments


17,500

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 10-15, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
EXERCISE 17-10 (20–25 minutes)

(a)
STEFFI GRAF, INC.


Statement of Comprehensive Income


For the Year Ended December 31, 2017

Net income
$120,000


Other comprehensive income



Unrealized holding gain
      1,100

Comprehensive income
$121,100
(b)
STEFFI GRAF, INC.


Statement of Comprehensive Income


For the Year Ended December 31, 2018

Net income

$140,000


Other comprehensive income



Holding gains
$40,000



Add:  Reclassification adjustment for




    loss included in net income
    2,400
    42,400

Comprehensive income

$182,400

Accumulated other comprehensive income:



Beginning balance, January 1, 2018

$1,100


Current period other comprehensive 


    income
$40,000



Amount reclassified from accumulated 


    other comprehensive income
    2,400


Unrealized holding gain

  42,400


Ending balance, December 31, 2018

$43,500
LO: 4, Bloom: AP, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-11 (20–25 minutes)

(a)
The total purchase price of these investments is:



Sanchez:    (10,000 X $33.50) + $1,980 = $336,980



Vicario:
  (5,000 X $52.00) + $3,370 = $263,370



WTA:
  (7,000 X $26.50) + $4,910 = $190,410


The purchase entries will be:


January 15, 2017

Equity Investments

336,980



Cash


336,980

EXERCISE 17-11 (Continued)


April 1, 2017

Equity Investments

263,370



Cash


263,370


September 10, 2017

Equity Investments

190,410



Cash


190,410

(b)
Gross selling price of 4,000 shares at $35
$140,000


Commissions, taxes, and fees
     (3,850)

Net proceeds from sale
  136,150


Cost of 4,000 shares ($336,980 X 0.4)
 (134,792)


Gain on sale of stock
$    1,358

May 20, 2017

Cash

136,150



Equity Investments


134,792



Gain on Sale of Investments


    1,358

(c)

	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Sanchez Co.
	$202,188*
	$180,000(1)
	$(22,188)

	Vicario Co.
	263,370
	275,000(2)
	(11,630

	WTA Co.
	  190,410
	  196,000(3)
	     5,590

	Total portfolio value
	$655,968
	$651,000
	(4,968)

	Previous fair value adjustment balance
	
	
	            0

	Fair value adjustment—Cr.
	
	
	$  (4,968)



*$336,980 X 0.6 = $202,188.


(1)(6,000 X $30)   (2)(5,000 X $55)   (3)(7,000 X $28)


December 31, 2017

Unrealized Holding Gain or Loss—Income

4,968



Fair Value Adjustment 


4,968

LO: 2, Bloom: AP, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-12 (15–20 minutes)

Situation 1:  Journal entries by Conchita Cosmetics:

To record purchase of 20,000 (200,000 x 10%) shares of Martinez Fashion at a cost of $13 per share:

March 18, 2017
Equity Investments (20,000 x $13)

260,000


Cash


260,000

To record the dividend revenue from Martinez Fashion:

June 30, 2017
Cash

    7,500


Dividend Revenue ($75,000 X 10%)


    7,500

To record the investment at fair value:

December 31, 2017
Fair Value Adjustment

40,000


Unrealized Holding Gain or Loss—Income


40,000*

*($15 – $13) X 20,000 shares = $40,000

Situation 2:  Journal entries by Monica, Inc.:

To record the purchase of 30% of Seles Corporation’s common stock:

January 1, 2017
Equity Investments (Seles Corp.).

81,000


Cash [(30,000 X 30%) X $9]


81,000


Since Monica, Inc. obtained significant influence over Seles Corp., Monica, Inc. now employs the equity method of accounting.

To record the receipt of cash dividends from Seles Corporation:

June 15, 2017
Cash ($36,000 X 30%)

10,800


Equity Investments (Seles Corp.)


10,800

EXERCISE 17-12 (Continued)

To record Monica’s share (30%) of Seles Corporation’s net income of $85,000:

December 31, 2017
Equity Investments (Seles Corp.)

25,500

    (30% X $85,000)


Investment Income


25,500

LO: 2, 3, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
EXERCISE 17-13 (8–10 minutes)

(a)
$110,000, the increase to the Investment account.

(b)
Total net income of Sub Company is $440,000 ($110,000 ÷ 25%).
(c)
If the dividend payment ratio is 40%, then total dividends = $176,000

($440,000 X 40%).
(d)
Parent receives dividends of $44,000 ($176,000 X 25%).
LO: 3, Bloom: AP, Difficulty: Moderate, Time: 8-10, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
EXERCISE 17-14 (8–10 minutes)

1.
Equity Investments 
 
8,000



Cash (200 shares X $40)


8,000

2.
Cash (100 shares X $45)

4,500



Gain on Sale of Investments


500



Equity Investments (100 X $40)


4,000

3.
Unrealized Holding Gain or Loss—Income

500



Fair Value Adjustment ($40–$35) X 100


500

LO: 2, Bloom: AP, Difficulty: Moderate, Time: 8-10, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-15 (15–20 minutes)

(a)
Unrealized Holding Gain or Loss—Income

  7,900



Fair Value Adjustment ($313,500 − $305,600)


  7,900

(b)
Cash [(1,500 X $45) – $1,200]

66,300


Loss on Sale of Investments

  7,200



Equity Investments


73,500

(c)
Equity Investments [(700 X $75) + $1,300]

53,800



Cash


53,800

	(d)
	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	
	Wallace Corp., Common
	$180,000
	$175,000
	$  (5,000)

	
	Earnhart Corp., Common
	53,800
	50,400
	(3,400)

	
	Martin Inc., Preferred
	    60,000
	    58,000
	    (2,000)

	
	Total portfolio
	$293,800
	$283,400
	(10,400)

	
	Previous fair value adjustment—Cr.
	
	
	    (7,900)

	
	Fair value adjustment—Cr.
	
	
	$  (2,500)



Unrealized Holding Gain or Loss—Income

  2,500



Fair Value Adjustment 


  2,500

LO: 2, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-16 (15–20 minutes)

(a)
December 31, 2017

Equity Investments

1,200,000



Cash


1,200,000


June 30, 2018

Cash (50,000 x $0.85)

     42,500



Dividend Revenue


     42,500


December 31, 2018

Cash (50,000 x $0.85)

     42,500



Dividend Revenue


     42,500

EXERCISE 17-16 (Continued)


Fair Value Adjustment

   150,000*


Unrealized Holding Gain or Loss—



    Income


   150,000


*$27 X 50,000 = $1,350,000


*$1,350,000 – $1,200,000 = $150,000

(b)
December 31, 2017

Equity Investments (Kulikowski)

1,200,000



Cash


1,200,000


June 30, 2018

Cash (50,000 x $0.85)

42,500



Equity Investments (Kulikowski Inc.)


42,500


December 31, 2018

Cash (50,000 x $0.85)

42,500



Equity Investments (Kulikowski Inc.)


42,500


Equity Investment (Kulikowski Inc.)

146,000



Investment Income (20% X $730,000)


146,000

	(c)
	
	Fair Value Method
	Equity Method

	
	Investment amount (balance sheet)
	$1,350,000
	*$1,261,000*

	
	Dividend revenue (income statement)
	85,000
	0

	
	Unrealized holding gain (income statement)

Investment income (income statement)
	150,000
	
146,000



*$1,200,000 + $146,000 – $42,500 – $42,500

LO: 2, 3, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-17 (10–15 minutes)


Equity Investments (Edwards Co.)

180,000



Cash


180,000


Cash ($20,000 X .30)

    6,000



Equity Investments (Edwards Co.)


    6,000


Equity Investments (Edwards Co.)

  24,000



Investment Income (.30 X $80,000)


  24,000

LO: 3, Bloom: AP, Difficulty: Simple, Time: 10-15, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-18 (15–20 minutes)

(a)
Loss on Impairment ($800,000 – $720,000)

80,000



Debt Investments


80,000

(b)
The new cost basis is $720,000. GAAP indicates that the difference between the carrying amount and the maturity value should not be recorded. If the bonds are impaired, it is inappropriate to increase the asset back up to its original maturity value for held-to-maturity debt investments.

(c)
No entry needed as held-to-maturity investments are not adjusted for fair value increases.
LO: 4, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
EXERCISE 17-19 (15-20 Minutes) 

(a)
Unrealized Holding Gain or Loss—Income


   ($100,000 – $80,000)

20,000



Equity Investments (Arroyo Company)


20,000

EXERCISE 17-19 (Continued)
(b)
Fair Value Adjustment

60,000*


Unrealized Holding Gain or Loss—Income


60,000

*



Unrealized Holding


Investments
    Cost
Fair Value
      Gain (Loss)      

Lee Corporation stock
$250,000
$300,000
$50,000


Wood Inc. stock
  180,000
  190,000
  10,000

Total of portfolio  
$430,000
$490,000
$60,000
Previous fair value adjustment 

           0
Fair value adjustment

$60,000

Note: For both part (a) and (b) the change in fair value is reported as Unrealized Holding Gain or Loss—Income. However in part (a) Lilly does not use the Fair Value Adjustment account because the accounting for the fair value option is on an investment  by investment  basis  rather than a portfolio basis.
LO: 2, 4, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-20 (15-20 minutes)

(a)
Net income before security gains or losses


$905,000


Sale of Investment in Woods Inc. stock


   ($195,000 – $180,000)


15,000


Investment in Arroyo Company stock


   ($140,000 – $80,000)


    60,000

Investment  in Lee Company stock ($310,000 - $300,000)

    10,000

Net income


$990,000
(b)
Equity Investments (Arroyo Company) 


   ($140,000 – $80,000)

60,000



Unrealized Holding Gain or Loss—Income


60,000

LO: 2, 4, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-21 (15-20 minutes) 

(a)
Net income before security gains and losses


$100,000


Investment in debt securities ($41,000 – $40,000)


1,000

 
Investment in Chen Company stock


   ($910,000 – $800,000)


  110,000

Net income


$211,000
(b)
Bonds Payable

25,000



Unrealized Holding Gain or Loss—Equity


   ($220,000 – $195,000)


25,000

LO: 1, 2, 4, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
EXERCISE 17-22 (20–25 minutes)

(a)
December 31, 2018


Loss on Impairment ($1,500,000 - $1,100,000)

400,000



Equity Investment 


400,000


Loss on Impairment ($3,300,000 - $2,500,000)

800,000



Debt Investments


800,000

(b)
December 31, 2019


No entry – Impaired securities cannot be adjusted upwards.

(c )
December 31, 2018


Fair Value Adjustment ($1,400,000 − $1,100,000)

300,000



Unrealized Holding Gain or Loss - Income 


300,000


Debt Investments ($2,950,000 − $2,500,000)

450,000



Unrealized Holding Gain or Loss - Income 


450,000

EXERCISE 17-22 (Continued)
(d) 

Loss on Impairment

800,000


Allowance for Impaired Debt Investments


800,000

An allowance account is used because the impaired debt security can be written back up to its present amortized carrying value. Also the loss was limited to $ 800,000, not $900,000, because the loss can be no greater than the lower of amortized cost or fair value.
LO: 5, Bloom: AP, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
*EXERCISE 17-23 (15–20 minutes)

(a)
Call Option

300



Cash


300

(b)
Unrealized Holding Gain or Loss—Income

100



Call Option ($300 – $200)


100


Call Option

3,000



Unrealized Holding Gain or Loss—Income


    (1,000 X $3)


3,000

(c)
Unrealized Holding Gain: $2,900 ($3,000 – $100)

LO: 5, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
*EXERCISE 17-24 (15–20 minutes)

	
	(a)
	6/30/17
	(b)
	12/31/17

	Fixed-rate debt
	
	$100,000
	
	$100,000

	Fixed rate (6% ÷ 2)
	
	     X  3%
	
	     X  3%

	Semiannual debt payment
	
	3,000
	
	3,000

	Swap fixed receipt
	
	     (3,000)
	
	     (3,000)

	
Net income effect
	
	$           0
	
	$           0

	Swap variable rate
	
	
	
	

	    5.7% X 1/2 X $100,000
	
	$    2,850
	
	

	    6.7% X 1/2 X $100,000
	
	             0
	
	$    3,350

	Net interest expense
	
	$    2,850
	
	$    3,350


Note to instructor: An interest rate swap in which a company changes its interest payments from fixed to variable is a fair value hedge because the changes in fair value of both the derivative and the hedged liability offset one another.

LO: 6, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
*EXERCISE 17-25 (15–20 minutes)

	
	(a)
	12/31/17
	(b)
	12/31/18

	Variable-rate debt
	
	$10,000,000
	
	$10,000,000

	Variable rate
	
	         X5.8%
	
	         X6.6%

	Debt payment
	
	$     580,000
	
	$     660,000

	
	
	
	
	

	Debt payment
	
	       580,000
	
	       660,000

	Swap variable received
	
	      (580,000)
	
	      (660,000)

	
Net income effect
	
	$                0
	
	$                0

	Swap payable—fixed ($10,000 X 6%)
	
	       600,000
	
	       600,000

	
	
	
	
	

	Net interest expense
	
	$     600,000
	
	$     600,000


Note to instructor: An interest swap in which a company changes its interest payments from variable to fixed is a cash flow hedge because interest costs are always the same.

LO: 6, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
*EXERCISE 17-26 (15–20 minutes)

(a)
Interest Expense

75,000



Cash (7.5% X $1,000,000)


75,000

(b)
Cash

13,000



Interest Expense


13,000

(c)
Swap Contract

48,000



Unrealized Holding Gain or Loss—Income


48,000

(d)
Unrealized Holding Gain or Loss—Income

48,000



Notes Payable


48,000

LO: 6, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
*EXERCISE 17-27 (20–25 minutes)

(a)
August 15, 2016

Call Option

360



Cash


360

(b)
September 30, 2016

Call Option

3,200



Unrealized Holding Gain or Loss—Income


3,200



    ($8 X 400)


Unrealized Holding Gain or Loss—Income

180



Call Option ($360 – $180)


180

(c)
December 31, 2016

Unrealized Holding Gain or Loss—Income

800



Call Option ($2 X 400)


800


Unrealized Holding Gain or Loss—Income

115



Call Option ($180 – $65)


115

*EXERCISE 17-27 (Continued)
(d)
January 15, 2017

Unrealized Holding Gain or Loss—Income

35



Call Option ($65 – $30)


35


Cash (400 X $7)

2,800



Gain on Settlement of Call Option*


370



Call Option**


2,430


**Computation of Gain: $370 (400 shares X $1) – $30


**Value of Call Option at settlement:

	
	Call Option

	
	360
	180

	
	3,200
	800

	
	
	115

	
	
	35

	
	2,430
	


LO: 5, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
*EXERCISE 17-28 (25–30 minutes)

(a)
May 1, 2017

Memorandum entry to indicate entering into the futures contract.

(b)
June 30, 2017

Futures Contract

4,000



Unrealized Holding Gain or Loss—Equity


    [($520 – $500) X 200 ounces]


4,000

(c)
September 30, 2017

Futures Contract

1,000



Unrealized Holding Gain or Loss—Equity


    [($525 – $520) X 200 ounces]


1,000

*EXERCISE 17-28 (Continued)
(d)
October 5, 2017

Inventory

105,000



Cash ($525 X 200 ounces)


105,000


Cash

5,000



Futures Contract


5,000



    [($525 – $500) X 200 ounces]


Note to instructor: In practice, futures contracts are settled on a daily basis; for our purposes, we show only one settlement for the entire amount.

(e)
December 15, 2017

Cash

250,000



Sales Revenue


250,000


Cost of Goods Sold

140,000



Inventory (Finished goods)


140,000


Unrealized Holding Gain or Loss—Equity

5,000



Cost of Goods Sold ($4,000 + $1,000)


5,000

(f)
HART GOLF CO.


Partial Income Statement


For the Quarter Ended December 31, 2017

Sales revenue
$250,000


Cost of goods sold
  135,000*



Gross profit
$115,000

*Cost of inventory
$140,000



Less:  Futures contract adjustment
      5,000


Cost of goods sold
$135,000
LO: 6, Bloom: AP, Difficulty: Moderate, Time: 25-30, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
TIME AND PURPOSE OF PROBLEMS

Problem 17-1  (Time 20–30 minutes)

Purpose—the student is required to prepare journal entries and adjusting entries covering a three-year period for debt investments first classified as held-to-maturity and then classified as available-for-sale. Bond premium amortization is also involved.

Problem 17-2  (Time 30–40 minutes)

Purpose—The student is required to prepare journal entries and adjusting entries for available-for-sale debt investments, along with an amortization schedule.
Problem 17-3  (Time 25–30 minutes)

Purpose—to provide the student with an understanding of the differentiation in accounting treatments for debt and equity security investments. The student is required to prepare the necessary journal entries to properly reflect transactions relating to available-for-sale debt and equity investments.

Problem 17-4  (Time 25–35 minutes)

Purpose—the student is required to distinguish between the existence of a bond premium or discount. The student is also required to prepare the adjusting entries at two year-ends for available-for-sale debt investments.

Problem 17-5  (Time 25–35 minutes)

Purpose—the student is required to prepare journal entries for the sale and purchase of equity investments along with the year-end adjusting entry for unrealized holding gains or losses and to discuss the financial statement presentation.

Problem 17-6  (Time 25–35 minutes)

Purpose—the student is required to prepare during-the-year and year-end entries for equity investments.

Problem 17-7  (Time 25–35 minutes)

Purpose—the student is required to prepare during-the-year and year-end entries for available-for-sale debt investments and to explain how the entries would differ if the securities were classified as held-to-maturity.

Problem 17-8  (Time 20–30 minutes)

Purpose—to provide the student with an understanding of the fair value and equity methods. The student is required to apply the fair value method to both classes of securities and describe how they would be reflected in the body and notes to the financial statements. There is also a requirement involving the equity method.
Problem 17-9  (Time 20–30 minutes)

Purpose—to provide the student with an opportunity to prepare entries for available-for-sale transactions and to report the results in a comprehensive income statement and a balance sheet.

Time and Purpose of Problems (Continued)

Problem 17-10  (Time 30–40 minutes)

Purpose—to provide the student with an understanding of the reporting problems associated with equity investments. Description and amounts that should be reported on a company’s comparative financial statements are then required.

Problem 17-11  (Time 20–30 minutes)

Purpose—to provide the student with an understanding of the reporting problems associated with equity investments. Description and amounts that should be reported on a company’s comparative financial statements are then required.

*Problem 17-12  (Time 20–25 minutes)

Purpose—the student is required to prepare the entries at purchase, throughout the life, and at expiration for a stand-alone derivative (call option).

*Problem 17-13  (Time 20–25 minutes)

Purpose—the student is required to prepare the entries at purchase, throughout the life, and at expiration for a stand-alone derivative (put option).

*Problem 17-14  (Time 20–25 minutes)

Purpose—the student is required to prepare the entries at purchase, throughout the life, and at expiration for a stand-alone derivative (put option).

*Problem 17-15  (Time 30–40 minutes)

Purpose—the student is provided with an opportunity to prepare the entries for a fair value hedge in the context of an interest rate swap, including how the effects of the swap will be reported in the financial statements.

*Problem 17-16  (Time 25–35 minutes)

Purpose—the student is provided with an opportunity to prepare the entries for a cash flow hedge in the context of an option contract on the purchase of inventory, including how the effects of the hedge will be reported in the financial statements.

*Problem 17-17  (Time 25–35 minutes)

Purpose—the student is provided with an opportunity to prepare the entries for a fair value hedge in the context of the use of a put option to hedge inventory, including how the effects for the hedging instrument and hedged item will be reported in the financial statements.

SOLUTIONS TO PROBLEMS

	PROBLEM 17-1


(a)
December 31, 2015


Debt Investments

108,660




Cash


108,660

(b)
December 31, 2016


Cash

7,000




Debt Investments


    1,567




Interest Revenue


    5,433

(c)
December 31, 2018


Cash
 
7,000




Debt Investments


    1,728




Interest Revenue


    5,272

(d)
December 31, 2015


Debt Investments

108,660




Cash


108,660

(e)
December 31, 2016


Cash

7,000




Debt Investments


    1,567




Interest Revenue


    5,433



Unrealized Holding Gain or Loss—Equity


   ($107,093 – $106,500)

       593




Fair Value Adjustment 


       593

PROBLEM 17-1 (Continued)

(f)
December 31, 2018


Cash

7,000




Debt Investments


1,728




Interest Revenue


    5,272

Debt Investments (available-for-sale)
	
	Amortized Cost
	Fair      Value
	Unrealized Gain (Loss)

	Spangler Company, 7% bonds
	$103,719
	$105,650
	$1,931

	Previous fair value 

     adjustment—Dr. ($107,500 – $105,447)
	
	
	  2,053

	Fair value adjustment—Cr.
	
	
	$ (122)



Unrealized Holding Gain or Loss—Equity

122



Fair Value Adjustment


122

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 20-30, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	PROBLEM 17-2


(a)
January 1, 2017 purchase entry:


Debt Investments 

369,114



Cash


369,114

(b)
The amortization schedule is as follows:

Schedule of Interest Revenue and Bond Discount

Amortization—Effective-Interest Method

8% Bonds Purchased to Yield 10%

	Date
	Cash Received
	Interest Revenue
	Bond Discount Amortization
	Carrying Amount of Bonds

	1/1/17
	
	
	
	$369,114

	7/1/17
	16,000*
	$  18,456**
	$  2,456
	371,570

	1/1/18
	16,000
	18,579
	2,579
	374,149

	7/1/18
	16,000
	18,707
	2,707
	376,856

	1/1/19
	16,000
	18,843
	2,843
	379,699

	7/1/19
	16,000
	18,985
	2,985
	382,684

	1/1/20
	16,000
	19,134
	3,134
	385,818

	7/1/20
	16,000
	19,291
	3,291
	389,109

	1/1/21
	16,000
	19,455
	3,455
	392,564

	7/1/21
	16,000
	19,628
	3,628
	396,192

	1/1/22
	    16,000
	    19,808***
	    3,808
	400,000

	Total
	$160,000
	$190,886
	$30,886
	



*($400,000 X .08) ÷ 2.


**($369,114 X .10) ÷ 2.


***$2 difference due to rounding.

(c)
Interest entries:


July 1, 2017

Cash

16,000


Debt Investments

2,456



Interest Revenue


18,456

PROBLEM 17-2 (Continued)


December 31, 2017

Interest Receivable

16,000


Debt Investments

2,579



Interest Revenue


18,579

(d)
December 31, 2018 adjusting entry:

	Securities
	Available-for-Sale Portfolio Cost
	Fair Value
	Unrealized Gain (Loss)

	Aguirre (total portfolio value)
	*

$379,699*
	$372,726
	$  (6,973)

	Previous fair value adjustment—Dr.
	
	
	     3,375

	Fair value adjustment—Cr.
	
	
	$(10,348)



*This is the amortized cost of the bonds on December 31, 2018. See (b) schedule.


December 31, 2018

Unrealized Holding Gain or Loss—Equity

10,348



Fair Value Adjustment 


  10,348

(e)
January 1, 2019 sale entry:


Selling price of bonds

$370,726


Less:  Amortized cost (see schedule from (b))

 (379,699)


Realized loss on sale of investment 

$   (8,973)


January 1, 2019

Cash

370,726


Loss on Sale of Investments

    8,973



Debt Investments


379,699

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 30-40, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	PROBLEM 17-3


(a)
Debt Investments

 162,000*


Equity Investments

37,400


Interest Revenue ($50,000 X .12 X 4/12)

     2,000



Investments



 201,400


*[$110,000 + ($50,000 X 1.04)]


(Note to instructor: Some students may debit Interest Receivable at date of purchase instead of Interest Revenue. This procedure is correct, assuming that when the cash is received for the interest, an appropriate credit to Interest Receivable is recorded.)

(b)
December 31, 2017

Interest Receivable

8,025



Debt Investments



     51



Interest Revenue



7,974



    [Accrued interest



    [    $50,000 X .12 X 10/12 =
$5,000



    [Premium amortization



    [    6/236 X $2,000 =
      (51)



    [Accrued interest



    [    $110,000 X .11 X 3/12 =
  3,025



$7,974
]

(c)
December 31, 2017
Available-for-Sale Debt Portfolio

	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	U.S. government bonds
	110,000
	124,700
	14,700

	McGrath Company bonds
	    51,949*
	    58,600
	    6,651

	Total
	$161,949
	$183,300
	21,351

	Previous fair value adjustment balance
	
	
	            0

	Fair value adjustment—Dr.
	
	
	$21,351



*($50,000 X 1.04) – $51

PROBLEM 17-3 (Continued)


Fair Value Adjustment

21,351


Unrealized Holding Gain or Loss—Equity

21,351

Unrealized Holding Gain Loss – Income 

$  5,600



Fair Value Adjustment ($37,400 - $31,800)

$  5,600

(d)
July 1, 2018

Cash ($119,200 + $3,025)

   122,225



Debt Investments


   110,000



Interest Revenue ($110,000 X .11 X 3/12)


3,025



Gain on Sale of Investments


     9,200

LO: 1, 2, Bloom: AP, Difficulty: Moderate, Time: 25-30, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	PROBLEM 17-4


(a)
The bonds were purchased at a discount. That is, they were purchased at less than their face value because the bonds’ amortized cost increased from $491,150 to $550,000.

(b)
December 31, 2017

Fair Value Adjustment

  4,850



Unrealized Holding Gain or Loss—Equity


  4,850

Available-for-Sale Portfolio
	
	Amortized Cost
	Fair Value
	Unrealized Gain (Loss)

	Debt Investment
	$491,150
	$497,000
	$5,850

	Previous fair value adjustment—Dr.
	
	
	  1,000

	Fair value adjustment—Dr.
	
	
	$4,850


(c)
December 31, 2018

Unrealized Holding Gain or Loss—Equity

16,292



Fair Value Adjustment 


16,292

Available-for-Sale Portfolio
	
	Amortized Cost
	Fair 
Value
	Unrealized Gain (Loss)

	Debt Investment
	$519,442
	$509,000
	$(10,442)

	Previous fair value adjustment—Dr.
	
	
	     5,850*

	Fair value adjustment—Cr. needed
 to bring balance to $10,442 Cr.
	
	
	
($16,292)


*$1,000 + $4,850
LO: 1, Bloom: AP, Difficulty: Moderate, Time: 25-35, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	PROBLEM 17-5


(a)
Gross selling price of 3,000 shares at $22


$66,000


Commissions, taxes, and fees


   (2,150)


Net proceeds from sale


  63,850


Cost of 3,000 shares


 (58,500)


Gain on sale of investments


$  5,350

January 15, 2018

Cash

63,850



Equity Investments


58,500



Gain on Sale of Investments


  5,350

(b)
The total purchase price is:



(1,000 X $33.50) + $1,980 = $35,480.


The purchase entry will be:


April 17, 2018

Equity Investments

35,480



Cash


35,480

(c)
Equity Securities Portfolio—December 31, 2018
	Securities
	Cost
	Fair  Value
	Unrealized Gain (Loss)

	Munter Ltd.
	$580,000
	$610,000*
	($30,000)

	King Co.
	255,000
	  240,000**
	(15,000)

	Castle Co.
	    35,480
	    29,000***
	  (6,480)

	Total of portfolio
	$870,480
	$879,000
	(  8,520

	Previous fair value 

 adjustment balance—Cr.
	
	
	 (10,100)

	Fair value adjustment—Dr.
	
	
	$18,620


***$61 ( 10,000

***$40 (   6,000

***$29 (   1,000
December 31, 2018

Fair Value Adjustment

18,620



Unrealized Holding Gain or Loss—Income


18,620

PROBLEM 17-5 (Continued)

(d)
The unrealized holding gains or losses should be reported on the income statement in the “Other revenue and gains” section. On the balance sheet, the equity securities are classified as noncurrent given that management intends to hold these securities for more than one year.
LO: 2, Bloom: AP, Difficulty: Moderate, Time: 25-35, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	PROBLEM 17-6



(1)
October 10, 2017


Cash (5,000 X $54)

270,000




Gain on Sale of Investments


  55,000




Equity Investments


215,000


(2)
November 2, 2017


Equity Investments 

163,500




Cash (3,000 X $54.50)


163,500


(3)
At September 30, 2017, McElroy had the following fair value adjustment:


Equity Securities Portfolio—September 30, 2017
	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Horton, Inc. common
	$215,000
	$200,000
	($(15,000)

	Monty, Inc. preferred
	133,000
	140,000
	(  7,000)

	Oakwood Corp. common
	  180,000
	  179,000
	(    (1,000)

	Total of portfolio
	$528,000
	$519,000
	((9,000)

	Previous fair value adjustment

   balance
	
	
	
(            0)

	Fair value adjustment—Cr.
	
	
	($  (9,000)


PROBLEM 17-6 (Continued)



At December 31, 2017, McElroy had the following fair value adjustment:


Securities Portfolio—December 31, 2017
	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Monty, Inc. preferred
	$133,000
	$106,000
	($(27,000)

	Oakwood Corp. common
	180,000
	193,000
	13,000)

	Patriot common
	  163,500
	  132,000
	(  (31,500)

	Total of portfolio
	$476,500
	$431,000
	(45,500)

	Previous fair value adjustment 

   balance—Cr.
	
	
	
    (9,000)

	Fair value adjustment—Cr.
	
	
	($(36,500)




The entry on December 31, 2017 is therefore as follows:



Unrealized Holding Gain or Loss—Income

36,500




Fair Value Adjustment 


36,500

LO: 2, Bloom: AP, Difficulty: Simple, Time: 25-35, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	PROBLEM 17-7


(a)
February 1

Debt Investments

300,000


Interest Revenue (4/12 X .10 X $300,000)

  10,000



Cash


310,000


April 1


Cash

  15,000



Interest Revenue ($300,000 X .10 X 6/12)


  15,000


July 1


Debt Investments

200,000


Interest Revenue (1/12 X .09 X $200,000)

    1,500



Cash


201,500


September 1


Cash [($60,000 X .99) + ($60,000 X .10 X 5/12)]

61,900


Loss on Sale of Investments 

600



Debt Investments


60,000



Interest Revenue



    (5/12 X .10 X $60,000 = $2,500)


2,500


October 1


Cash [($300,000 – $60,000) X .10 X 6/12]

  12,000



Interest Revenue


  12,000


December 1


Cash ($200,000 X .09 X 6/12)

    9,000



Interest Revenue


    9,000

PROBLEM 17-7 (Continued)


December 31


Interest Receivable

  7,500



Interest Revenue


7,500



    (3/12 X $240,000 X .10 = $6,000)



    (1/12 X $200,000 X .09 = $1,500)



    ($6,000 + $1,500 = $7,500)


December 31


Unrealized Holding Gain or Loss—Equity

26,000



Fair Value Adjustment


26,000

Available-for-Sale Portfolio

	Security
	Cost
	Fair

Value
	Unrealized Gain (Loss)

	Gibbons Co.
	$240,000
	$228,000*
	$(12,000)

	Sampson, Inc.
	  200,000
	  186,000**
	  (14,000)

	
Total
	$440,000
	$414,000
	$(26,000)



*$240,000 X 95%


**$200,000 X 93%


(Note to instructor: Some students may debit Interest Receivable at date of purchase instead of Interest Revenue. This procedure is correct, assuming that when the cash is received for the interest, an appropriate credit to Interest Receivable is recorded.)

(b)
All the entries would be the same, except held-to-maturity securities would be carried at amortized cost and not valued at fair value at year-end, so the last entry would not be made.

LO: 1, Bloom: AP, Difficulty: Moderate, Time: 25-30, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	PROBLEM 17-8


(a)

Fair Value Adjustment

645,000




Unrealized Holding Gain or Loss—Income


645,000


Computations: Computations of Unrealized Gain or Loss in 2017 
	
	Security
	Cost
	Fair Value
	Unrealized Gain (Loss)

	
	Delaney Motors
	$  1,400,000
	$1,600,000
	($(200,000

	
	Patrick Electric
	    1,000,000
	     720,000
	(  (280,000)



Norton Ind.
  22,500,000
  22,225,000
   275,000
	
	
	$24,900,000
	$24,545,000
	(($355,000)

	
	Previous Fair Value Adjustment (Cr)
	
	  (1,000,000)*

	
	Fair Value Adjustment (Dr)
	
	$    645,000


* Computations of Unrealized Gain or Loss in 2016

	Security
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Norton Ind.
	$22,500,000 
	$21,500,000
	($1,000,000)


PROBLEM 17-8 (Continued)

(b)
The unrealized holding loss on the valuation on the equity securities is reported on the income statement. The gain would appear in the “Other revenues and gains” section of the income statement. The Fair Value Adjustment is a valuation account and it will be used to show the reduction in the fair value of the equity securities. The equity securities portfolio is disclosed in the balance sheet as an asset and reported at its fair value. The asset is probably noncurrent in nature.

The disclosure for these securities includes the change in net unrealized holding gains or losses which was included in earnings.

(c)
Equity Investments (Norton Industries)

125,000



Investment Income ($500,000 X 25%)


125,000


Cash ($100,000 X 25%)

25,000



Equity Investments (Norton Industries)


25,000


With 25% ownership, Brooks has significant influence and should apply the equity method. No fair value adjustments are recorded under the equity method.

LO: 2, 3, Bloom: AP, Difficulty: Moderate, Time: 20-30, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	PROBLEM 17-9


(a)
January 1, 2017

Fair value of available-for-sale securities


$240,000


Accumulated other comprehensive income


   (30,000)

Cost basis of available-for-sale securities


$210,000

As indicated, the cost basis at January 1, 2017 is $210,000, At December 31, 2017, the cost basis of the available-for-sale debt securities was given at $140,000. As a result, the cost basis of the debt securities sold is $70,000 ($210,000 - $140,000). The gain on the sale of the investment during 2017 is given on the income statement as $30,000. Therefore the cash received on the sale is computed as follow:


Cost basis of asset sold


$70,000


Gain on the sale of the investment 


    30,000


Cash received


$100,000

The entry to record the sale is as follows.


Cash

100,000


Debt Investments


70,000



Gain on the sale of the investment


30,000
(b)
The computation of the unrealized holding gain or loss in 2017 is computed as follows:
Accumulated comprehensive income at 
 December 31, 2017 ($190,000 − $140,000) = $50,000
Accumulated comprehensive income at 

    January 1, 2017 (given) =   30,000
Unrealized holding gain or loss in 2017
$20,000
The entry to record the unrealized gain in 2017 is as follows
Fair value Adjustments

$20,000


Unrealized Holding Gain or Loss – Equity


$20,000
PROBLEM 17-9 (Continued)

(c)
ACKER INC.

Statement of Comprehensive Income

For the Year Ended December 31, 2017

Net income


$35,000


Other comprehensive income



Unrealized holding gain


  20,000

Comprehensive income


$55,000

Acker will provide the following disclosure for 

    Accumulated other comprehensive income:



Beginning balance, January 1, 2017

$30,000



Current period other comprehensive 


    income
$50,000**


Amount reclassified from accumulated 


    other comprehensive income
  30,000


Unrealized holding gain

  20,000


Ending balance, December 31, 2017

$50,000

**Accumulated other comprehensive 


   income 12/31/17


$50,000


 Accumulated other comprehensive


   income 1/1/17


 (30,000)

 Increase in unrealized holding gain


20,000


 Realized holding gain


  30,000

 Total holding gains arising during period


$50,000
PROBLEM 17-9 (Continued)

(d)
ACKER INC.

Balance Sheet

As of December 31, 2017
	Assets
	
	Stockholders’ Equity
	

	Cash
	$155,000*
	Common stock
	$260,000

	Debt investments

   (available-for-sale)
	190,000
	Retained earnings

Accumulated other
	35,000

	
	               
	 comprehensive income
	    50,000

	Total assets
	$345,000
	Total equity
	$345,000



*Beginning balance

$  50,000


Dividend revenue

    5,000


Cash proceeds on sale

  100,000



$155,000

LO: 2, 4, Bloom: AP, Difficulty: Moderate, Time: 20-30, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	PROBLEM 17-10


(a)
March 1, 2017


Cash

1,800




Dividend Revenue (900 X $2)



1,800


April 30, 2017


Cash

3,300




Gain on Sale of Investments



600*




Equity Investments 



2,700




*[300 X ($11 – $9)]
May 15, 2017


Equity Investments

1,600




Cash (100 X $16)



1,600

December 31, 2017


Fair Value Adjustment

8,500



Unrealized Holding Gain 




   or Loss—Income



8,500

	Security
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Evers Comp. ($15,000 + $1,600)
	$16,600
	$18,700(1)
	$ 2,100

	Rogers Comp.
	18,000
	17,100(2)
	(900)

	Chance Comp. ($4,500 – $2,700)
	    1,800
	    1,600(3)
	     (200)

	Total of portfolio
	$36,400
	$37,400
	$ 1,000

	Previous fair value 

   adjustment bal.—Cr.
	
	
	  (7,500)

	Fair value adjustment—Dr.
	
	
	$ 8,500


(1)[(1,000 + 100) X $17]   (2)(900 X $19)   (3)[(500 – 300) X $8]

February 1, 2018

5.
Cash

1,600



Loss on Sale of Investments [200 X ($8 – $9)]

200



Equity Investments


1,800
March 1, 2018

6.
Cash

1,800




Dividend Revenue


1,800

PROBLEM 17-10 (Continued)

December 21, 2018

7.
Dividend Receivable

3,300



Dividend Revenue (1,100 X $3)


3,300

December 31, 2018

8.
Fair Value Adjustment

4,200



Unrealized Holding Gain or Loss—Income


4,200

	Security
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Evers Comp.
	$16,600
	$20,900(1)
	$4,300

	Rogers Comp.
	  18,000
	  18,900(2)
	     900

	Total of portfolio
	$34,600
	$39,800
	$5,200

	Previous fair value

   adjustment bal.—Dr.
	
	
	  1,000

	Fair value adjustment—Dr.
	
	
	$4,200




(1)(1,100 X $19)   (2)(900 X $21)

	(b)
	Partial Balance Sheet as of
	December 31, 2017
	
	December 31, 2018

	
	Current Assets
	
	
	

	
	
Dividend receivable
	$         0
	
	$  3,300

	
	
	
	
	

	
	Investments
	
	
	

	
	
Equity investments at fair value
	37,400
	
	39,800

	
	
	
	
	


LO: 2, Bloom: AP, Difficulty: Complex, Time: 30-40, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	PROBLEM 17-11


(a)
Balance Sheet at December 31, 2017

Equity Investments, at fair value

$123,000


    (Reported as current or noncurrent based on intent)


Income Statement for year ended December 31, 2017

Unrealized Holding Loss

$    4,000


    (See Schedule A)

Recognize unrealized holding loss in “Other expenses and losses” section of the income statement.
(b)
Balance Sheet at December 31, 2018

Equity Investments, at fair value

$94,000


    (Reported as current or noncurrent based on intent)


Income Statement for year ended December 31, 2018

Other Expenses and Losses



Loss on Sale of Investments

$1,800*



Unrealized Holding Loss (see Schedule A)

38,000

*The entry made to recognize the loss on sale is as follows:


Cash

38,200


Loss on Sale of Investments

1,800



Equity Investments

40,000

PROBLEM 17-11 (Continued)

(c)
Balance Sheet at December 31, 2019

Equity investments, at fair value

$88,000


    (Reported as current or noncurrent based on intent)

Income Statement for year ended December 31, 2019

Other expenses and losses


Loss on Sale of Investments ($8,100 + $2,700)

$10,800


Unrealized gain (see Schedule A)                
46,000

The entry made to record the sale of Lindsay Jones’ stock was:


Cash

39,900


Loss on Sale of Investments

8,100



Equity Investments ($15,000 + $33,000)


48,000

The entry to record the sale of the Duff Company Investment was:


Cash

5,300


Loss on Sale of Investments

2,700



Equity Investments ($16,000 − $8,000)


8,000

Schedule A: Unrealized Holding Gains or Losses
	Portfolio Year
	Cost
	Fair Value
	Unrealized Holding Gain (Loss):
FV Adj.
	
Previous Fair Value Adjustment
	Gain 
(Loss) in 
Income

	12/31/17
	$127,000
	$123,000
	($4,000)
	$0
	($4,000)

	12/31/18
	  136,000
	    94,000
	(42,000)
	(4,000)
	(38,000)

	12/31/19
	80,000
	    88,000
	8,000
	(38,000)
	46,000


LO: 2, 4, Bloom: AP, Difficulty: Complex, Time: 20-30, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	*PROBLEM 17-12


(a)
July 7, 2017

Call Option

240



Cash


240

(b)
September 30, 2017

Call Option

1,400



Unrealized Holding Gain or Loss—Income



   ($7 X 200)


1,400


Unrealized Holding Gain or Loss—Income

60



Call Option ($240–$180)


60

(c) 
December 31, 2017

Unrealized Holding Gain or Loss—Income

400



Call Option ($2 X 200)


400


Unrealized Holding Gain or Loss—Income

115



Call Option ($180 – $65)


115

(d)
January 4, 2018

Call Option ($1 X $200)

200



Unrealized Holding Gain or Loss—Income


200


Unrealized Holding Gain or Loss—Income

35



Call Option ($65 – $30)


35


Cash (200 X $6)

1,200


Loss on Settlement of Call Option

30



Call Option*


1,230


*Value of Call Option at Settlement:

	Call Option

	240
	

	1,400
	   60

	200
	 400

	
	 115

	
	   35

	1,230
	


LO: 5, Bloom: AP, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	*PROBLEM 17-13


(a)
July 7, 2017

Put Option

240



Cash


240

(b)
September 30, 2017

Unrealized Holding Gain or Loss—Income

115



Put Option ($240 – $125)


115

(c) 
December 31, 2017

Unrealized Holding Gain or Loss—Income

75



Put Option ($125 – $50)


75

(d)
January 31, 2018

Loss on Settlement of Put Option

50



Put Option ($50 – $0)


50

LO: 5, Bloom: AP, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	*PROBLEM 17-14


(a)
January 7, 2017

Put Option

360



Cash


360

(b)
March 31, 2017

Put Option

2,000



Unrealized Holding Gain or Loss—Income



   ($5 X 400)


2,000


Unrealized Holding Gain or Loss—Income

160



Put Option ($360 – $200)


160

(c)
June 30, 2017

Unrealized Holding Gain or Loss—Income

800



Put Option ($2 X 400)


800


Unrealized Holding Gain or Loss—Income

110



Put Option ($200 – $90)


110

(d)

July 6, 2017

Put Option ($5 X $400)

2,000



Unrealized Holding Gain or Loss—Income


2,000


Unrealized Holding Gain or Loss—Income

65



Put Option ($90 – $25)


65


Cash (400 X $8)

3,200


Loss on Settlement of Put Option

25



Put Option*


3,225


*Value of Put Option at settlement:

	Put Option

	360
	

	2,000
	160

	2,000
	800

	
	110

	
	  65

	3,225
	


LO: 5, Bloom: AP, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	*PROBLEM 17-15


(a)
(1)
No entry necessary at the date of the swap because the fair value 


of the swap at inception is zero.


(2)
June 30, 2018


Interest Expense

400,000




Cash (8% X $10,000,000 X 1/2)


400,000


(3)
June 30, 2018


Cash

50,000




Interest Expense


50,000

	
	
	Interest Received 

(Paid)

	Swap receivable (8% X $10,000,000 X 1/2)

	
	$ 400,000

	Payable at LIBOR (7% X 10,000,000 X 1/2)

	
	  (350,000)

	Cash settlement

	
	$   50,000



(4)
June 30, 2018


Notes Payable

200,000




Unrealized Holding Gain or Loss—Income

200,000


(5)
June 30, 2018


Unrealized Holding Gain or Loss—Income

200,000




Swap Contract


200,000

(b)
Financial statement presentation as of December 31, 2017


Balance Sheet




Liabilities





Notes Payable
$10,000,000



Income Statement




No effect

*PROBLEM 17-15 (Continued)

(c)
Financial statement presentation as of June 30, 2018


Balance Sheet




Liabilities





Notes payable
$  9,800,000





Swap contract
200,000



Income Statement




Interest expense
$     350,000
($400,000 – $50,000)




Unrealized holding gain—




   notes payable
$     200,000




Unrealized holding loss—




   swap contract
      (200,000)




       Total
$ 350,000
(d) 
Financial statement presentation as of December 31, 2018


Balance Sheet



Assets




Swap contract
$       60,000



Liabilities




Notes payable
10,060,000



Income Statement




Interest expense




First six months
$     350,000
   [as shown in (c)]




Next six months
               
    375,000*  (see below)




       Total
     725,000


Unrealized holding gain—



   swap contract
       60,000



Unrealized holding loss—



   notes payable
        (60,000)




      Total
$725,000

*Swap receivable


   (8% X 10,000,000 X 1/2)
     400,000


Payable at LIBOR


   (7.5% X 10,000,000 X 1/2)
       (375,000)


Cash settlement
$       25,000

Interest expense unadjusted


   June 30–December 31, 2018
$     400,000



Cash settlement
        (25,000)





$     375,000
LO: 6, Bloom: AP, Difficulty: Complex, Time: 30-40, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	*PROBLEM 17-16


(a)
April 1, 2017

Memo entry to indicate entering into the futures contract.

(b)
June 30, 2017

Futures Contract

5,000



Unrealized Holding Gain or Loss—



   Equity [($310 – $300) X 500 ounces]


5,000

(c)
September 30, 2017

Futures Contract

2,500



Unrealized Holding Gain or Loss—



   Equity [($315 – $310) X 500 ounces]


2,500

(d)
October 10, 2017

Inventory

157,500



Cash ($315 X 500 ounces)


157,500


Cash

7,500



Futures Contract



   [($315 – $300) X 500 ounces]


7,500

(e)
December 20, 2017

Cash

350,000



Sales Revenue


350,000


Cost of Goods Sold

200,000



Inventory


200,000


Unrealized Holding Gain or Loss—Equity

7,500



Cost of Goods Sold ($5,000 + $2,500)


7,500

*PROBLEM 17-16 (Continued)

(f) 
LEW JEWELRY COMPANY

Partial Balance Sheet

At June 30, 2017
Current Assets

Futures contract


$5,000

Stockholders’ Equity

Accumulated other comprehensive income


$5,000

There are no income effects associated with this anticipated transac​tion in the quarter ended June 30, 2017.

(g) 
LEW JEWELRY COMPANY

Income Statement

For the Quarter Ended December 31, 2017

Sales revenue


$350,000


Cost of goods sold


192,500*


Gross profit


$157,500

*Cost of inventory


$200,000


Less: Futures contract adjustment


7,500

Cost of goods sold


$192,500
LO: 6, Bloom: AP, Difficulty: Moderate, Time: 25-35, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
	*PROBLEM 17-17


(a)
(1)
October 15, 2017


Inventory 

240,000




Cash (4,000 X $60)


240,000



Put Option

300




Cash


300


(2)
October 31, 2017



Unrealized Holding Gain or Loss—Income

125




Put Option ($300 – $175)


125



Unrealized Holding Gain or Loss—Income

8,000




Allowance to Reduce Inventory to Market)




   [($60 – $58) X 4,000]


8,000



Put Option

8,000




Unrealized Holding Gain or Loss—Income




   [($60 – $58) X 4,000]


8,000


(3)
November 30, 2017



Unrealized Holding Gain or Loss—Income

70




Put Option ($175 – $105)


70



Unrealized Holding Gain or Loss—Income

4,000




Allowance to Reduce Inventory to Market)




   [($58 – $57) X 4,000]


4,000



Put Option

4,000




Unrealized Holding Gain or Loss—Income




   [($58 – $57) X 4,000]


4,000

*PROBLEM 17-17 (Continued)


(4)
                                                     December 31, 2017



Unrealized Holding Gain or Loss—Income

65




Put Option ($105 – $40)


65



Unrealized Holding Gain or Loss—Income

12,000




Allowance to Reduce Inventory to Market)




   [($57 – $54) X 4,000]


12,000



Put Option

12,000




Unrealized Holding Gain or 

                                     Loss—Income  [($57 – $54) X 4,000]

12,000
(b) 
OIL PRODUCTS COMPANY

Partial Balance Sheet

At November 30, 2017

Assets

Inventory ($240,000 − $8,000 − $4,000)


$228,000


Put option ($300 − $125 + $8,000 − $70 + $4,000)


12,105


OIL PRODUCTS COMPANY

Income Statement

For the Month Ended November 30, 2017

Other Income (Loss)



Unrealized Holding Loss (Inventory) 


$(4,000)



Unrealized Holding Gain—put option


$ 3,930






$     (70)

(c) 
OIL PRODUCTS COMPANY

Partial Balance Sheet

At December 31, 2017

Assets

Inventory ($228,000 − $12,000)


$216,000


Put option ($12,105 − $65 + $12,000)


24,040*
*PROBLEM 17-17 (Continued)


OIL PRODUCTS COMPANY

Income Statement

For the Month Ended December 31, 2017

Other Income (Loss)



Unrealized Holding Loss (Inventory) 


$(12,000)



Unrealized Holding Gain—put option


$11,935
	*Put Option

	300
	

	
	125

	8,000
	

	
	70

	4,000
	

	12,000
	65

	24,040
	


LO: 6, Bloom: AP, Difficulty: Moderate, Time: 25-35, AACSB: Analytic, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Problem Solving
TIME AND PURPOSE OF CONCEPTS FOR ANALYSIS

CA 17-1  (Time 25–30 minutes)

Purpose—To provide the student with an opportunity to discuss the issues raised by FASB in determining the accounting for investments in certain debt and equity securities. For example, the proper accounting for the reclassification of securities from trading to available-for-sale must be discussed. Four other situations involving debt and equity securities investments must be addressed.

CA 17-2  (Time 25–30 minutes)

Purpose—To provide the student with an opportunity to discuss the justification for using fair value as a basis for reporting equity securities. In addition, a number of computations are necessary to determine whether the company properly applied the reporting provisions for investments in certain debt and equity securities.
CA 17-3  (Time 20–30 minutes)

Purpose—To provide the student with an understanding of the accounting applications dealing with investments in equity securities. This case involves three independent situations for which the student is required to discuss the effects upon classification, carrying value, and earnings.

CA 17-4  (Time 15–25 minutes)

Purpose—To allow the student to discuss the equity method of accounting for investments and to provide rationale for this method of accounting.

CA 17-5  (Time 25–35 minutes)

Purpose—To provide the student with an opportunity to discuss the equity method of accounting and provide rationale in a memorandum.

CA 17-6  (Time 25–35 minutes)

Purpose—To provide the student an opportunity to examine the ethical issues related to fair value accounting.

SOLUTIONS TO CONCEPTS FOR ANALYSIS

CA 17-1

Situation 1
GAAP requires that debt securities which are classified as trading securities be reported on the balance sheet at their fair value amount. Any changes in the fair value of trad​ing debt securities from one period to another are included in earnings. Therefore, the $4,200 decrease will be reported on the income statement as an unrealized holding loss.

Situation 2
The security should be reported in the available-for-sale category at the current fair value. The transfer of the security affects earnings because the unrealized loss at the date of transfer is recognized in the income statement.

Situation 3
The reclassification does not affect earnings and the available-for-sale debt security will continue to be reported at its fair value.

Situation 4
When a reduction in the fair value of a debt security classified as held-to-maturity is considered to be an impairment, the new cost basis of the security is its fair value. The security is written down to the fair value amount and the loss is included in earnings. In this case, the fair value of the security at the end of the prior year is the new cost basis. 

Situation 5
The equity securities would be classified as a current asset. These securities are reported on the balance sheet at the fair value. The unrealized holding loss of $7,700 in the income statement is reported in the “Other expenses and losses” section.
LO: 1, 2, Bloom: AN, Difficulty: Moderate, Time: 25-30, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
CA 17-2

(a)
The reporting of equity securities at fair value provides the financial statement user with more relevant financial information. The fair value of the securities is essentially the present value of the securities’ future cash flows and so this helps investors and creditors assess the entity’s liquidity. Also, the fair value of the securities helps the financial statement user to assess the entity’s investment strategies. The financial statements of the entity will reflect which investments have increased in fair value and which investments have decreased in fair value. Changes in the fair value of equity securities are included in earnings because these investments can be sold at any time.
CA 17-2 (Continued)

(b)
Lexington Company should record the following journal entry and then report the following amounts on its balance sheet.

December 31, 2017

Unrealized Holding Gain or Loss—Income

1,100



Fair Value Adjustment ($149,500 − $48,400)


1,100




Balance Sheet—December 31, 2017

Investments


Equity investments, at cost

$49,500



Less:  Fair value adjustment

    1,100


Equity investments, at fair value


$48,400


Investments classified as equity securities should initially be recorded at their acquisition price. The valuation of these investments is subsequently reported at their fair value. Any changes in the fair value of the investments are recorded in an unrealized holding gain or loss account, which is included in earnings. 
(c)
No, Lexington Company did not properly account for the sale of the Summerset Company stock. The cost basis of the Summerset stock is still $9,500. Therefore, Lexington should have recorded a $300 ($9,200 – $9,500) loss on investments as follows:


Cash

9,200


Loss on Sale of Investments

   300



Equity Investments 


9,500

(d)
December 31, 2018

Fair Value Adjustment 

1,500



Unrealized Holding Gain or Loss—Income


1,500


Equity securities are reported at their fair value. Therefore, an adjusting entry must be made to show the $400 excess of fair value over cost in the portfolio (as shown below). 

	Securities
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Greenspan Corp. stock
	$20,000
	$19,900
	($  (100)

	Tinkers Company stock
	  20,000
	  20,500
	(     500)

	Total of portfolio
	$40,000
	$40,400
	$   400

	Previous fair value adjustment balance—Cr.
	
	
	( (1,100)

	Fair value adjustment—Dr.
	
	
	($1,500


LO: 2, Bloom: AN, Difficulty: Moderate, Time: 25-30, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
CA 17-3

Situation 1
The carrying value of the trading debt investment will be the fair value on the date of the transfer. The unrealized holding loss, the difference between the current fair value and the cost, will be recognized immediately.

Situation 2
When a decrease in the fair value is permanent, it indicates an impairment in the value of the security has occurred. As a result, the security is written down to the fair value and this becomes the new cost basis of the security. The security is reported on the balance sheet at its current fair value. The amount of the write-down is included in earnings as a realized loss.

Situation 3
Both the portfolio of trading debt securities and the portfolio of available-for-sale debt securities are reported at their fair value. The $13,500 decrease in fair value of the trading portfolio is recorded in the unrealized holding loss account and is included in earnings for the period. The $28,600 increase in fair value of the available-for-sale portfolio is recorded in the unrealized holding gain account and is not included in earnings for the period. Instead, the unrealized holding gain is shown as other comprehensive income and as a separate component of stockholders’ equity.

LO: 2, Bloom: AN, Difficulty: Moderate, Time: 20-30, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
CA 17-4
Since Fontaine Company purchased 40% of Knoblett Company’s outstanding stock, Fontaine is considered to have significant influence over Knoblett Company. Therefore, Fontaine will account for this investment using the equity method. The investment is reported on the December 31 balance sheet as a long-term investment. The account balance includes the initial purchase price plus 40% of Knoblett’s net income since the acquisition date of July 1, 2018. The investment account balance will be reduced by 40% of the cash dividends paid by Knoblett’s. The cash dividends represent a return of Fontaine’s investment and, therefore, the investment account is reduced. The income statement will report 40% of Knoblett’s net income as investment income.

	Equity Investments (Knoblett Co.)

	Cost of investment
	40% of cash dividends received from Knoblett

	40% of Knoblett’s income since 7/1/18
	


LO: 3, Bloom: AN, Difficulty: Moderate, Time: 15-25, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
CA 17-5
Memo on accounting treatment to be accorded Investment in Spoor Corporation:

Selig Company should follow the equity method of accounting for its investment in Spoor Corporation because Selig Company is presumed to be able to exercise significant influence over the operating and financial policies of Spoor Corporation due to the size of its investment (30%).

In 2017, Selig Company should report its interest in Spoor Corporation’s outstanding common stock as a long-term investment. Following the equity method of accounting, Selig Company should record the cash purchase of 30 percent of Spoor Corporation stock at acquisition cost.

Thirty percent of Spoor Corporation’s total net income from July 1, 2017, to December 31, 2017, should be added to the carrying amount of the investment in Selig Company’s balance sheet and shown as revenue in its income statement to recognize Selig Company’s share of the net income of Spoor Corporation after the date of acquisition. This amount should reflect adjustments similar to those made in preparing consolidated statements, including adjustments to eliminate intercompany gains and losses.

The cash dividends paid by Spoor Corporation to Selig Company should reduce the carrying amount of the investment in Selig Company’s balance sheet and have no effect on Selig Company’s income statement.

LO: 2, Bloom: AN, Difficulty: Simple, Time: 25-35, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
CA 17-6
(a)
Classifying the securities as they propose will indeed have the effect on net income that they say it will. Classifying all the gains as from trading securities will cause all the gains to flow through the income statement this year and classifying the losses as held-to-maturity will defer the losses from this year’s income statement. Classifying the gains and losses in the opposite manner will have the opposite effect.

(b)
What each proposes is unethical since it is knowingly not in accordance with GAAP. The financial statements are fraudulently, not fairly, stated. The affected stakeholders are other members of the company’s officers and directors, company employees, the independent auditors (who may detect these misstatements), the stockholders, and prospective investors.
(c)
The act of selling certain securities (those with gains or those with losses) is management’s choice and is not per se unethical. Generally accepted accounting principles allow the sale of selected securities so long as the inventory method of assigning cost adopted by the company is consistently applied. If the officers act in the best interest of the company and its stakeholders, and in accordance with GAAP, and not in their self-interest, their behavior is probably ethical. Knowingly engaging in unsound and poor business and accounting practices that waste assets or that misstate financial statements is unethical behavior.

LO: 4, Bloom: AN, Difficulty: Moderate, Time: 25-35, AACSB: Analytic, Communication, Reflective Thinking, AICPA BB: Professional Demeanor, Problem Solving, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	FINANCIAL REPORTING PROBLEM


(a)
P&G does not separately report investment balances in 2014. In its summary of significant accounting policies (note 1), Proctor and Gamble states
Investment securities consist of readily marketable debt and equity securities. Unrealized gains or losses from investments classified as trading, if any, are charged to earnings.  Unrealized gains or losses on securities classified as available-for-sale are generally recorded in OCI. Investment securities are included as available-for-sale investment securities and other current assets or other noncurrent assets in the Consolidated Balance Sheets.
(b)
Accounting guidance on fair value measurements for certain financial assets and liabilities requires that financial assets and liabilities carried at fair value be classified and disclosed in one of the following categories:

Level 1: Quoted market prices in active markets for identical assets or liabilities.

Level 2: Observable market-based inputs or unobservable inputs that are corroborated  by market data.
Level 3: Unobservable inputs reflecting the reporting entity’s own assumptions or external inputs from inactive markets.

When applying fair value principles in the valuation of assets and liabilities, we are required to maximize the use of quoted market prices and minimize the use of unobservable inputs. The Company has not changed its valuation techniques used in measuring the fair value of any financial assets or liabilities during the year. Our fair value estimates take into consideration the credit risk of both the Company and our counterparties.
FINANCIAL REPORTING PROBLEM (Continued)

When active market quotes are not available for financial assets and liabilities, we use industry standard valuation models. Where applicable, these models project future cash flows and discount the future amounts to a present value using market-based observable inputs including credit risk, interest rate curves, foreign currency rates and forward and spot prices for currencies. In circumstances where market-based observable inputs are not available, management judgement is used to develop assumptions to estimate fair value. Generally, the fair value of our Level 3 instruments is estimated as the net present value of expected future cash flows based on external inputs.

(c)
RISK MANAGEMENT ACTIVITES AND FAIR VALUE MEASUREMENTS

As a multinational company with diverse product offerings, we are exposed to market risks, such as changes in interest rates, currency exchange rates and commodity prices. We evaluate exposures on a centralized basis to take advantage to natural exposure correlation and netting. To the extent we choose to manage volatility associated with the net exposures, we enter into various financial transactions that we account for using the applicable accounting guidance for derivative instruments and hedging activities. These financial transactions are governed by our policies covering acceptable counterparty exposure, instrument types and other hedging practices.

An inception, we formally designate and document qualifying instruments as hedges of underlying exposures. We formally assess, at inception and at least quarterly thereafter, whether the financial instruments used in hedging transactions are effective at offsetting changes in either the fair value or cash flows of the related underlying exposures. Fluctuations in the value of these instruments generally are offset by changes in the fair value or cash flows of the underlying exposures being hedged. This is driven by the high degree of effectiveness between the exposure being hedged and the hedging instrument. The ineffective portion of a change in the fair value of a qualifying instrument is immediately recognized in earnings. The amount of ineffectiveness recognized was immaterial for all years presented.
FINANCIAL REPORTING PROBLEM (Continued)

Credit Risk Management

We have counterparty credit guidelines and normally enter into transactions with investment grade financial institutions. Counterparty exposures are monitored daily and downgrades in counterparty credit ratings are reviewed on a timely basis. We have not incurred, and do not expect to incur, material credit losses on our risk management or other financial instruments.

Substantially all of the Company’s financial instruments used in hedging transactions are governed by industry standard netting and collateral agreements with counterparties. 
If the Company’s credit rating were to fall below the levels stipulated in the agreements, the counterparties could demand either collateralization or termination of the arrangement. The aggregate fair value of the instruments covered by these contractual features that are in a net liability position as of June 30, 2014 was not material. The Company has not been required to post any collateral as a result of these contractual features.

Interest Rate Risk Management

Our policy is to manage interest cost using a mixture of fixed-rate and variable-rate debt. To manage this risk in a cost-efficient manner, we enter into interest rate swaps whereby we agree to exchange with the counterparty, at specified intervals, the difference between fixed and variable interest amounts calculated by reference to a notional amount.

Interest rate swaps that meet specific accounting criteria are accounted for as fair value or cash flow hedges. For fair value hedges, the changes in the fair value of both the hedging instruments and the underlying debt obligations are immediately recognized in interest expense. For cash flow hedges, the effective portion of the changes in fair value of the hedging instrument is reported in OCI and reclassified into interest expense over the life of the underlying debt obligation. The ineffective portion for both cash flow and fair value hedges, which was not material for any year presented, was immediately recognized in interest expense.
FINANCIAL REPORTING PROBLEM (Continued)

Foreign Currency Risk Management

We manufacture and sell our products and finance operations in a number of countries throughout the world. As a result, we are exposed to movements in foreign currency exchange rates. 

To manage the exchange rate risk primarily associated with our financing operations, we have historically used a combination of forward contracts, options and currency swaps. As of June 30, 2014, we had currency swaps with maturities up to five years, which are intended to offset the effect of exchange rate fluctuations on intercompany loans denominated in foreign currencies. These swaps are accounted for as cash flow hedges. The effective portion of the changes in fair value of these instruments is reported in OCI and reclassified into SG&A and interest expense in the same period or periods during which the related hedged transactions affect earnings. The ineffective portion, which was not material for any year presented, was immediately recognized in SG&A.
The change in fair of certain non-qualifying instruments used to manage foreign exchange exposure of intercompany financing transac​tions, and certain balance sheet items subject to revaluation are immediately recognized in earnings, substantially offsetting the foreign currency mark-to-market impact of the related exposure. 

Net Investment Hedging

We hedge certain net investment positions in foreign subsidiar​ies. To accomplish this, we either borrow directly in foreign currencies and designate all or a portion of foreign currency debt as a hedge of the applicable net investment position or enter into foreign currency swaps that are designated as hedges of net investments. Changes in the fair value of these instruments are recognized in OCI to offset the change in the value of the net investment being hedged. The ineffective portion of these hedges, which was not material in any year presented, was immediately recognized in interest expense.
FINANCIAL REPORTING PROBLEM (Continued)

Commodity Risk Management

Certain raw materials used in our products or production processes are subject to price volatility caused by weather, supply conditions, political and economic variables and other unpredictable factors. To manage the volatility related to anticipated purchases of certain of these materials, we have historically, on a limited basis, used futures and options with maturities up to five years. As of and during the years ended June 30, 2014 and 2013, we did not have any commodity hedging activity.

Insurance

We self-insure for most insurable risks. However, we purchase insurance for Directors and Officers Liability and certain other coverage where it is required by law, by contract or deemed to be in the best interest of the Company.
LO: 1, 2, 4, 5, 6, Bloom: AN, Difficulty: Moderate, Time: 50-60, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Measurement, Reporting, Research, AICPA PC: Communication, Problem Solving
	COMPARATIVE ANALYSIS CASE


THE COCA-COLA COMPANY and PEPSICO, INC.

	(a)
	
	
	Coca-Cola
	
	PepsiCo

	
	(1)
	Cash used in investing activities
	$(7,506)
	
	$(4,937)

	
	(2)
	Other comprehensive income (loss)
	$(2,345)
	
	$(5,813)

	
	(3)
	Unrealized gains and losses
	$ 714
	
	$(11)


(b)
(1)
Coca-Cola reported the $9,947 million of equity investments on its December 31, 2014 balance sheet.

(2)
Coca-Cola reported “other investments, principally bottling companies” in the amount of $3,678 million in its December 31, 2014 balance sheet.

(c)
Cost method investments

Cost method investments are initially recorded at cost, and we record dividends are declared. Cost method investments are reported as other investments in our consolidated balance sheets, and dividend income from cost method investments is reported in other income (loss) – net in our consolidated statements of income. We review all of our cost method investments quarterly to determine if impairment indicators are present; however, we are not required to determine the fair value of these investments unless impairment indicators exist. When impairment indicators exists, we generally use discounted cash flow analyses to determine the fair value. We estimate that the fair values of our cost method investments approximated or exceeded their carrying  values as of December 31, 2014 and 2013. Our cost method investments had  a carrying value of $166 million and $162 million as of December 31, 2014 and 2013, respectively.
LO: 2, 4, Bloom: AN, Difficulty: Moderate, Time: 10-15, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Measurement, Reporting, Research, AICPA PC: Communication, Problem Solving
	FINANCIAL STATEMENT ANALYSIS CASE


UNION PLANTERS

(a)
While banks are primarily in the business of lending money, they also need to balance their asset portfolio by investing in other assets. For example, a bank may have excess cash that it has not yet loaned, which it wants to invest in very short-term liquid assets. Or it may believe that it can earn a higher rate of interest by buying long-term bonds than it can currently earn by making new loans. Or it may purchase investments for short-term speculation because it believes these investments will appreciate in value.

(b)
Trading securities are shown on the balance sheet at current fair value, and any unrealized gains and losses resulting from reporting them at fair value are reported as part of income. Available-for-sale securities are reported on the balance sheet at their fair value, and any unrealized gains and losses resulting from reporting them at fair value are reported as other comprehensive income and as a separate component of stockholders’ equity until realized. Held-to-maturity securities are reported at their amortized cost; that is, they are not reported at fair value. Note that Union Planters has no held-to-maturity securities.

(c)
Securities are reported in three different categories because these three different categories reflect the likelihood that any unrealized gains and losses will eventually be realized by the company. That is, trading securities are held for a short period; thus, if the bank has an unrealized gain on its trading security portfolio, it is likely that these securities will be sold soon and the gain will be realized. On the other hand, available-for-sale securities are not going to be sold for a longer period of time; thus, unrealized gains on these securities may not be realized for several years. If securities were all grouped into a single category, the investor would not be aware of these differences in the probability of realization.

FINANCIAL STATEMENT ANALYSIS CASE (Continued)

(d)
The answer to this involves selling your “winner” bonds in your available-for-sale portfolio at year-end. Union Planters could have increased reported net income by $108 million (clearly, a material amount when total reported income was $224 million). Management chose not to sell these securities because at the time it must have felt that either the securities had additional room for price appreciation, or it didn’t want to pay the additional taxes that would be associated with a sale at a gain, or it wanted to hold the securities because they were needed to provide the proper asset balance in its management of its total asset portfolio, or it would prefer to report the gain in the following year.

LO: 1, 2, Bloom: AN, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, Communication, Reflective Thinking, AICPA BB: Critical Thinking, AICPA FC: Measurement, Reporting, Research, AICPA PC: Communication

	ACCOUNTING, ANALYSIS, AND PRINCIPLES


Accounting

(a)
1.
Instar’s investment in Dorsel Corp. bonds should be classified as held-to-maturity because they have a specific maturity date and Instar has the intent and ability to hold them until the maturity date. They should be recorded at amortized cost.

2.
Instar’s investment of idle cash in equity securities should be at fair value with gains and losses reported through income.

3.
Instar’s investment in its supplier should be classified as an equity investment and reported at fair value with gains and losses reported though income.

4.
For similar reasons, Instar’s investment in Forter Corp. stock should be reported at fair value with gains and losses reported though income.

5.
Instar’s investment in Slobbaer Co. common stock should be classified as an equity method investment because its holdings are greater than 20% and Instar exerts significant influence over Slobbaer.

	(b)
	(1) No entry needed

(2) Fair Value Adjustment 

	120,000
	

	
	
Unrealized Holding Gain or Loss—Income

	
	120,000

	
	
[To record the increase in value of the 


 securities, ($920,000 – $800,000)]
	
	

	
	
	
	

	
	(3) Fair Value Adjustment

	350,000
	

	
	
Unrealized Holding Gain or Loss—Income

	
	350,000

	
	
(To record the increase in the value of the


investment in the supplier,


$1,550,000 – $1,200,000)
	
	

	
	
	
	

	
	(4) Loss on Impairment

	150,000
	

	
	
Equity Investments

	
	150,000

	
	
(To record the impairment of the 

investment in Forter Co. $50,000 – $200,000)
	
	


ACCOUNTING, ANALYSIS, AND PRINCIPLES (Continued)

	
	
	
	

	(5)
	Equity Investments (Slobbaer)

	75,000
	

	
	
Investment Income

	
	75,000

	
	
(To record income on the equity method,


$300,000 X 25% = $75,000)
	
	

	
	
	
	

	
	Cash


	25,000
	

	
	
Equity Investments (Slobbaer)

	
	25,000

	
	
(To record dividends received from 


equity-method investee, 


$100,000 X 25% = $25,000
	
	


Analysis
The total effect on net income is $120,000 + $350,000 – $150,000 + $75,000 = $395,000. Note that the equity method dividends received reduce the balance sheet value of the investment and are not recorded as revenue or income.

Principles

The rationale for reporting held-to-maturity securities at amortized cost is that if management intends to hold the securities to maturity, fair values are not relevant for evaluating the cash flows associated with these securities.

On the other hand, if the debt securities are trading or available-for-sale, they may be sold before maturity or have such short maturities that information on their fair value is relevant for determining future cash flows.

When a company exercises significant influence over the operations of another company, it is argued that the investor company should use the equity method of accounting. The rationale for this measurement basis is that the investor company should report the net income at the time the investee company earns it. Under the fair value method, the company does not report income until it receives a dividend or sells the security.

LO: 1, 2, 4, Bloom: SYN, Difficulty: Simple, Time: 20-25, AACSB: Analytic, Communication, AICPA BB: Critical Thinking, AICPA FC: Reporting, AICPA PC: Communication, Problem Solving
	CODIFICATION EXERCISES


CE17-1
Master Glossary

(a)
Trading securities are securities that are bought and held principally for the purpose of selling them in the near term and therefore held for only a short period of time. Trading generally reflects active and frequent buying and selling, and trading securities are generally used with the objective of generating profits on short-term differences in price.

(b)
A holding gain or loss is the net change in fair value of a security. The holding gain or loss does not include dividend or interest income recognized but not yet received or write-downs for other-than-temporary impairment.

(c)
A cash flow hedge is a hedge of the exposure to variability in the cash flows of a recognized asset or liability, or of a forecasted transaction, that is attributable to a particular risk.

(d)
A fair value hedge is a hedge of the exposure to changes in the fair value of a recognized asset or liability, or of an unrecognized firm commitment, that are attributable to a particular risk.

LO: 1, 2, 6, 7, Bloom: K, Difficulty: Simple, Time: 5-10, AACSB: Critical Thinking, AICPA BB: Technology, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication, Problem Solving
CE17-2

According to FASB ASC 235-10-S99-1 (Notes to Financial Statements—SEC Materials):

(n)
Accounting policies for certain derivative instruments. Disclosures regarding accounting policies shall include descriptions of the accounting policies used for derivative financial instruments and derivative commodity instruments and the methods of applying those policies that materially affect the determination of financial position, cash flows, or results of operation. This description shall include, to the extent material, each of the following items:

(1)
A discussion of each method used to account for derivative financial instruments and derivative commodity instruments;

(2)
The types of derivative financial instruments and derivative commodity instruments accounted for under each method;

(3)
The criteria required to be met for each accounting method used, including a discussion of the criteria required to be met for hedge or deferral accounting and accrual or settlement accounting (e. g., whether and how risk reduction, correlation, designation, and effectiveness tests are applied);

(4)
The accounting method used if the criteria specified in paragraph (n)(3) of this section are not met;

(5)
The method used to account for terminations of derivatives designated as hedges or derivatives used to affect directly or indirectly the terms, fair values, or cash flows of a designated item;

CE17-2 (Continued)

(6)
The method used to account for derivatives when the designated item matures, is sold, is extinguished, or is terminated. In addition, the method used to account for derivatives designated to an anticipated transaction, when the anticipated transaction is no longer likely to occur; and 

(7)
Where and when derivative financial instruments and derivative commodity instruments, and their related gains and losses, are reported in the statements of financial position, cash flows, and results of operations. 

Instructions to paragraph 4-08(n).

1.
For purposes of this paragraph (n), derivative financial instruments and derivative commodity instruments (collectively referred to as “derivatives”) are defined as follows:

(i)
Derivative financial instruments have the same meaning as defined by generally accepted accounting principles (see Financial Accounting Standards Board (“FASB”), Statement of Financial Accounting Standards No. 119, “Disclosure about Derivative Financial Instruments and Fair Value of Financial Instruments,” (“FAS 119”) paragraphs 5–7, (October 1994)), and include futures, forwards, swaps, options, and other financial instruments with similar characteristics.

(ii)
Derivative commodity instruments include, to the extent such instruments are not derivative financial instruments, commodity futures, commodity forwards, commodity swaps, commodity options, and other commodity instruments with similar characteristics that are permitted by contract or business custom to be settled in cash or with another financial instrument. For purposes of this paragraph, settlement in cash includes settlement in cash of the net change in value of the derivative commodity instrument (e. g., net cash settlement based on changes in the price of the underlying commodity).

2.
For purposes of paragraphs (n)(2), (n)(3), (n)(4), and (n)(7), the required disclosures should address separately derivatives entered into for trading purposes and derivatives entered into for purposes other than trading.

For purposes of this paragraph, trading purposes has the same meaning as defined by generally accepted accounting principles (see, e. g., FAS 119, paragraph 9a (October 1994)). 

3.
For purposes of paragraph (n)(6), anticipated transactions means transactions (other than transactions involving existing assets or liabilities or transactions necessitated by existing firm commitments) an enterprise expects, but is not obligated, to carry out in the normal course of business (see, e. g., FASB, Statement of Financial Accounting Standards No. 80, “Accounting for Futures Contracts,” paragraph 9, (August 1984)). 

4.
Registrants should provide disclosures required under paragraph (n) in filings with the Commission that include financial statements of fiscal periods ending after June 15, 1997.

[45 FR 63669, Sept. 25, 1980, as amended at 46 FR 56179, Nov. 16, 1981; 50 FR 25215, June 18, 1985; 50 FR 49532, Dec. 3, 1985; 51 FR 3770, Jan. 30, 1986; 57 FR 45293, Oct. 1, 1992; 59 FR 65636, Dec. 20, 1994; 62 FR 6063, Feb. 10, 1997]

LO: 5, Bloom: K, Difficulty: Moderate, Time: 10-15, AACSB: Communication, AICPA BB: Technology, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication, Problem Solving
CE17-3

According to FASB ASC 323-10-35-20 (Investments—Equity Method and Joint Ventures—Subsequent Measurement):

The investor ordinarily shall discontinue applying the equity method if the investment (and net advances) is reduced to zero and shall not provide for additional losses unless the investor has guaranteed obligations of the investee or is otherwise committed to provide further financial support for the investee.

LO: 3, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Communication, AICPA BB: Technology, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication

CE17-4

According to FASB ASC 815-10-45-4 (Derivatives and Hedging—Other Presentation Matters—Balance Sheet Netting);

Unless the conditions in paragraph 210-20-45-1 are met, the fair value of derivative instruments in a loss position shall not be offset against the fair value of derivative instruments in a gain position. Similarly, amounts recognized as accrued receivables shall not be offset against amounts recognized as accrued payables unless a right of setoff exists.

LO: 5, Bloom: K, Difficulty: Simple , Time: 3-5, AACSB: None, AICPA BB: Technology, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication, Problem Solving
	CODIFICATION RESEARCH CASE


(a)
According to FASB ASC 320-10:


15-5
The guidance in the Investments—Debt and Equity Securities Topic establishes standards of financial accounting and report​ing for both of the following:



a.

Investments in equity securities that have readily determinable fair values


b.
All investments in debt securities, including debt instru​ments that have been securitized. 


Readily Determinable Fair Value (FASB ASC 320-10-20 Glossary)


An equity security has a readily determinable fair value if it meets any of the following conditions:


a.
The fair value of an equity security is readily determinable if sales prices or bid-and-asked quotations are currently available on a securities exchange registered with the U.S. Securities and Exchange Commission (SEC) or in the over-the-counter market, provided that those prices or quotations for the over-the-counter market are publicly reported by the National Association of Securities Dealers Automated Quotations systems or by Pink Sheets LLC. Restricted stock meets that definition if the restriction terminates within one year.


b.
The fair value of an equity security traded only in a foreign market is readily determinable if that foreign market is of a breadth and scope comparable to one of the U.S. markets referred to above.


c.
The fair value of an investment in a mutual fund is readily determinable if the fair value per share (unit) is determined and published and is the basis for current transactions.

CODIFICATION RESEARCH CASE (Continued)

(b)
See FASB ASC 320-10-35


35-18
For individual securities classified as either available for sale or held to maturity, an entity shall determine whether a decline in fair value below the amortized cost basis is other than temporary. Providing a general allowance for unidentified impairment in a portfolio of securities is not appropriate.


35-30
If the fair value of an investment is less than its amortized cost basis at the balance sheet date of the reporting period for which impairment is assessed, the impairment is either temporary or other than temporary. In addition to the guidance in this Section, an entity shall apply other guidance that is pertinent to the determination of whether an impairment is other than temporary, such as the guidance in Section 325-40-35, as applicable. Other than temporary does not mean permanent.

(c)
See FASB ASC 320-10-25


25-14
Sales of debt securities that meet either of the following conditions may be considered as maturities for purposes of the classification of securities and the disclosure requirements under this Subtopic:



1.

The sale of a security occurs near enough to its maturity date (or call date if exercise of the call is probable) that interest rate risk is substantially eliminated as a pricing factor. That is, the date of sale is so near the maturity or call date (for example, within three months) that changes in market interest rates would not have a significant effect on the security’s fair value.



2.
The sale of a security occurs after the entity has already collected a substantial portion (at least 85 percent) of the principal outstanding at acquisition due either to prepayments on the debt security or to scheduled payments on a debt security payable in equal installments (both principal and interest) over its term. For variable-rate securities, the scheduled payments need not be equal.

CODIFICATION RESEARCH CASE (Continued)

(d)
See FASB ASC 320-10-50


50-10
For any sales of or transfers from securities classified as held-to-maturity, an entity shall disclose all of the following in the notes to the financial statements for each period for which the results of operations are presented:



1.
The net carrying amount of the sold or transferred security



2.
The net gain or loss in accumulated other comprehensive income for any derivative that hedged the forecasted acquisition of the held-to-maturity security



3.
The related realized or unrealized gain or loss



4.
The circumstances leading to the decision to sell or transfer the security. (Such sales or transfers should be rare, except for sales and transfers due to the changes in circumstances identified in paragraph 320-10-25-6(a) through (f).)

LO: 1, 2, 4, Bloom: AN, Difficulty: Moderate, Time: 20-25, AACSB: Analytic, Communication, AICPA BB: Technology, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication, Problem Solving
	IFRS CONCEPTS AND APPLICATION


IFRS17-1

The accounting for investment securities is discussed in IAS 27 (“Consoli​dated and Separate Financial Statements”), IAS 28 (“Accounting for Investments in Associates”), IAS 39 (“Financial Instruments: Recognition and Measurement”), and IFRS 9 (“Financial Instruments”).

LO: 9, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Communication

IFRS17-2

GAAP classifies debt investments as trading, available-for-sale, and held-to-maturity (debt investments). IFRS uses held-for-collection (debt investments), and trading (both debt and equity investments), and non-trading equity investment classifications.

The accounting for trading investments is the same between GAAP and IFRS. Held-to-maturity (GAAP) and held-for-collection (IFRS) investments are debt investments accounted for at amortized cost. Gains and losses related to available-for-sale debt investments (GAAP) and non-trading equity investments (IFRS) are reported in other comprehensive income.

Both GAAP and IFRS use the same test to determine whether the equity method of accounting should be used—that is, significant influence with a general guide of over 20 percent ownership.

The basis for consolidation under IFRS is control. Under GAAP, a bipolar approach is used, which is a risk-and-reward model and a voting interest approach. However, under both systems, for consolidation to occur, the investor company must generally own 50 percent of another company.

GAAP and IFRS are similar in the accounting for the fair value option. That is, the option to use the fair value method must be made at initial recognition, the selection is irrevocable, and gains and losses are reported as part of income. One difference is that GAAP permits the fair value option for equity method investments.

While measurement of impairments is similar, GAAP does not permit the reversal of an impairment charge related to available-for-sale debt and equity investments. IFRS allows reversals of impairments for held-for-collection investments.

LO: 9, Bloom: K, Difficulty: Simple, Time: 10-15, AACSB: Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Communication

IFRS17-3

The two criteria for determining the valuation of financial assets are the 
(1) company’s business model for managing their financial assets and 
(2) contractual cash flow characteristics of the financial asset.

LO: 9, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Communication

IFRS17-4

Only debt investments such as loans and bond investments are valued at amortized cost. A company should use amortized cost if it has a business model whose objective is to hold assets in order to collect contractual cash flows and the contractual terms of the financial asset gives specified dates to cash flows.

LO: 9, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Communication

IFRS17-5

Lady Gaga should classify this investment as a trading investment because companies frequently buy and sell this type of investment to generate profits in short term differences in price.

LO: 9, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Communication

IFRS17-6

If Lady Gaga plans to hold the investment to collect interest and receive the principal at maturity, it should account for this investment at amortized cost.

LO: 9, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Communication

IFRS17-7

Unrealized holding gains and losses for trading investments should be included in net income for the current period. Unrealized holding gains and losses are not recognized for held-for-collection investments.

LO: 9, Bloom: K, Difficulty: Simple, Time: 3-5, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Problem Solving
IFRS17-8

(a)
Under U.S. GAAP, Ramirez makes no entry, because impaired invest​ments may not be written up if they recover in value. 

(b)
Under IFRS, Ramirez makes the following entry:

	
(b)
	Debt Investments

	300,000
	

	
	
Recovery of Impairment Loss

	
	300,000


LO: 9, Bloom: AP, Difficulty: Simple, Time: 3-5, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Problem Solving
IFRS17-9

(a)
Debt Investments

65,118



Cash


65,118

(b)
Cash ($60,000 X .08 X 6/12)

2,400



Debt Investments


446



Interest Revenue ($65,118 X .06 X 6/12)


1,954

LO: 9, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, Diversity, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Problem Solving
IFRS17-10

(a)
Equity Investments

13,200



Cash


13,200

(b)
Cash

   1,300



Dividend Revenue (400 X $3.25)


1,300

(c)
Fair Value Adjustment

600



Unrealized Holding Gain or Loss—Income



 [(400 X $34.50) – $13,200]


600

LO: 9, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, Diversity, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Problem Solving
IFRS17-11

(a)
Equity Investments

13,200



Cash


13,200

(b)
Cash

1,300



Dividend Revenue (400 X $3.25)


1,300

(c)
Fair Value Adjustment

600



Unrealized Holding Gain or Loss—



 Equity [(400 X $34.50) – $13,200]


600

LO: 9, Bloom: AP, Difficulty: Moderate, Time: 3-5, AACSB: Analytic, Diversity, AICPA BB: Global, AICPA FC: Reporting, AICPA PC: Problem Solving
IFRS17-12

(a)
January 1, 2017

Debt Investments

537,907.40



Cash


537,907.40

(b)
Schedule of Interest Revenue and Bond Premium Amortization

12% Bonds Sold to Yield 10%

	Date
	Cash Received
	Interest Revenue
	Premium Amortized
	Carrying Amount of Bonds

	1/1/17
	—
	—
	—
	$537,907.40

	1/1/18
	$60,000
	$53,790.74
	$6,209.26
	531,698.14

	1/1/19
	60,000
	53,169.81
	6,830.19
	524,867.95

	1/1/20
	60,000
	52,486.80
	7,513.20
	517,354.75

	1/1/21
	60,000
	51,735.48
	8,264.52
	509,090.23

	1/1/22
	60,000
	50,909.77*
	*9,090.23
	500,000.00



*Rounded by 75¢.

IFRS17-12 (Continued)

(c)
December 31, 2017

Interest Receivable

60,000.00



Debt Investments


    6,209.26



Interest Revenue


  53,790.74

(d)
December 31, 2018

Interest Receivable

60,000.00



Debt Investments


6,830.19



Interest Revenue


53,169.81

LO: 9, Bloom: AP, Difficulty: Moderate, Time: 15-20, AACSB: Analytic, Diversity, AICPA BB: Global, AICPA FC: Reporting, Research, Technology, AICPA PC: Problem Solving
IFRS17-13

(a)
January 1, 2017

Debt Investments

537,907.40



Cash


537,907.40

(b)
December 31, 2017

Interest Receivable

60,000.00



Debt Investments


6,209.26



Interest Revenue ($537,907.40 X .10)


53,790.74


Fair Value Adjustment

2,501.86



Unrealized Holding Gain or Loss—



    Income ($534,200.00 – $531,698.14)


2,501.86

IFRS17-13 (Continued)

(c)
December 31, 2018

Unrealized Holding Gain or Loss—Income

12,369.81



Fair Value Adjustment


12,369.81

	
	Amortized 
Cost
	Fair Value
	Unrealized Gain (Loss)

	Debt investments
	$524,867.95
	$515,000.00
	$  (9,867.95)

	Previous fair value adjustment—Dr.
	
	
	     2,501.86

	Fair value adjustment—Cr.
	
	
	$(12,369.81)


LO: 9, Bloom: AP, Difficulty: Simple, Time: 5-10, AACSB: Analytic, Diversity, AICPA BB: Global, AICPA FC: Reporting, Research, Technology, AICPA PC: Problem Solving
IFRS17-14

(a)

December 31, 2017

Unrealized Holding Gain or Loss—Income

1,400



Fair Value Adjustment


  1,400

(b)

During 2018

Cash

9,500


Loss on Sale of Investments

   500



Equity Investments


10,000

IFRS17-14 (Continued)

(c)

December 31, 2018
	Investments
	Cost
	Fair Value
	Unrealized Gain (Loss)

	Stargate Corp. shares
	$20,000
	$19,300
	$   (700)

	Vectorman Co. shares
	  20,000
	  20,500
	      500)

	Total of portfolio
	$40,000
	$39,800
	    (200)

	Previous fair value adjustment balance—Cr.
	
	
	
  (1,400)

	Fair value adjustment—Dr.
	
	
	$ 1,200



Fair Value Adjustment

1,200



Unrealized Holding Gain or Loss—



   Income


1,200

LO: 9, Bloom: AP, Difficulty: Simple, Time: 5-10, AACSB: Analytic, Diversity, AICPA BB: Global, AICPA FC: Reporting, Research, Technology, AICPA PC: Problem Solving
IFRS17-15

(a)
Contractual cash flow


   [($400,000 X .10 X 3) + $400,000]


$520,000


Expected cash flow


 (455,000)


Cash flow loss


$  65,000

Recorded investment


$400,000


Less: Present value of $350,000 due in



   3 years at 10% ($350,000 X .75131)

$262,959



Present value of $35,000 annual interest



   for 3 years at 10% ($35,000 X 2.48685)

    87,040
  349,999

Impairment loss


$  50,001
(b)
Loss on Impairment

50,001



Debt Investments


50,001

(c)
Since Komissarov will now receive the contractual cash flow ($520,000) there is no cash flow loss. Therefore Komissarov must reverse the impairment loss by debiting Debt Investments and crediting Recovery of Impairment Loss.

LO: 9, Bloom: AP, Difficulty: Moderate, Time: 5-10, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication, Problem Solving
IFRS17-16

(a)
According to IAS 39, paragraph AG71, “A financial instrument is regarded as quoted in an active market if quoted prices are readily and regularly available from an exchange, dealer, broker, industry group, pricing service or regulatory agency, and those prices represent actual and regularly occurring market transactions on an arm’s length basis.”

(b)
According to IFRS 9, paragraph B4.3,


Although the objective of an entity’s business model may be to hold financial assets in order to collect contractual cash flows, the entity need not hold all of those instruments until maturity. Thus an entity’s business model can be to hold financial assets to collect contractual cash flows even when sales of financial assets occur. For example, the entity may sell a financial asset if:


1.
the financial asset no longer meets the entity’s investment policy (e.g., the credit rating of the asset declines below that required by the entity’s investment policy);


2.
an insurer adjusts its investments portfolio to reflect a change in expected duration (i.e., the expected timing of payouts); or


3.
an entity needs to fund capital expenditures.


However, if more than an infrequent number of sales are made out of a portfolio, the entity needs to assess whether and how such sales are consistent with an objective of collecting contractual cash flows.

LO: 9, Bloom: AP, Difficulty: Moderate, Time: 5-10, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, Research, Technology, AICPA PC: Problem Solving
IFRS17-17

(a)
M&S reports both current and non-current “other financial assets,” along with both current and non-current derivative financial instruments. These investments are reported on the statement of financial position and in the notes to the financial statements.

(b)
M&S’s investments are valued at fair value for trading and non-trading, while held-for-collection investments are valued at amortized cost. If there is no quoted price in an active market for a security, and the fair value can’t be reliably measured, then the security is held at cost. Derivatives are reported at fair value.

(c)
M&S uses derivatives to manage its exposure to fluctuations in interest rates and exchange rates.
LO: 9, Bloom: AP, Difficulty: Simple, Time: 5-10, AACSB: Analytic, Diversity, Communication, AICPA BB: Global, AICPA FC: Reporting, Research, Technology, AICPA PC: Communication
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