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B10.3330-Notes – 9/11/02

(John Bildersee 2002

A. Large, but minority investments (from 20% to 50%)



Use equity method (a book value based method)



Viewed as an active investor



Acquisition is at market value


Method designed to ultimately show % ownership in investee as percent of investee book value

Must adjust for any premium over the book value of the investment

Later accounting of investee events designed to continue to reflect % ownership



Future income to investee reported by investor directly




Can suffer losses




dividends from investee not necessary


dividend payments from investee to investor are internal

Premium
Split into undervalued asset & goodwill

Undervalued asset amortized over life of the assets

Goodwill is evaluated regularly for impairment



Impact on cash flow statement




Income reported as sub earns it





But dividend payments to parent not required





Income, but no cash





An adjustment decreasing cash from operations

Example comparing mark-to-market to equity method - Pay $300 for 30% of a company with a book value of $900 and a market value of $1000



Mark-to-Market (A for S)



Equity

Purchase
Investment
300


Investment 300




Cash

300


Cash 

300








(overstates 30% of book)








(Includes 270 + 30 pur prem)

Purchase premium

Can include undervalued assets and unrecorded goodwill


Assume undervalued assets for convenience

Year x1

Investee earns
$100



Investment      30









Earnings in equity     30

Investee declares
D/R

      6

D/R

    6

$20 dividend                      Div Rev
    6

Investment

    6

Investee pays
Cash

     6               Cash

     6

dividend


D/R                   6                 D/R                             6

12/31/x1 Adjustments

Market value becomes $990





OE-Unrealized loss  3









Investment        3

Adjustment for $30 pur prem (10 yrs) - purpose is to reflect 30% of book value in long run








Revenue from investee     3









Investment                   3

Changes in investment account treated as flows from the investee


Will hold when dealing with consolidations too

Year x2

Investee earns




Investment      45

    $150






Earnings in equity     45

Investee declares
D/R

      9


D/R

    9

$30 dividend                      Div Rev
    9


Investment
    9

Investee pays
Cash

     9                
Cash
     9

dividend


D/R                   9             
D/R                             9

12/31/x2 Adjustments

Market value

Investment       63

becomes $1200

OE-Unrealized Gain        63

Adjustment for $30 pur prem (10 yrs) - purpose is to reflect 30% of book value in long run








Revenue from investee     3









Investment                   3

B. Changes in fair value and equity reporting for marketable securities

1. Changing from the equity method to the fair value method

a. No retroactive restatement

b. Equity value becomes new cost basis

c. Any amortization of an original premium stops

d. Income is now dividends only, not a percent of sub income

2. Changing from the cost method to the equity method

a. Retroactive restatement is necessary

b. Available for sale classification is eliminated

c. Remove any previously recorded changes in market value (and comprehensive income)

Other Comprehensive income


Valuation Adj

d. Determine earnings and dividends that would have been measured if the equity method had been used

e. Adjust investment account for this

Investment ( Cum Earnings)


Investment (Cum Dividends)


RE (Cum impact)

f. Determine amortization of any premium that would have been recorded previously (cost of purchase – % of book value)

RE (Cum amortization of premium)


Investment (Cum amortization of premium)

C. Majority investments

1. Unconsolidated statement

a. Use Equity method

i) Actually several equity methods

ii) Text uses complete or full equity method

(1) Includes all typical equity adjustments

(2) Means everything recorded fully prior to consolidation

(3) Means unconsolidated statement follows accounting procedure by itself

(4) Easiest to convert to consolidation

iii) Advantage of the complete or full equity method

(1) Owners’ equity position does not change

(2) Owners’ equity before consolidation = owners’ equity after consolidation

iv) Companies can use incomplete equity method

(1) No specific rules

(2) Use basic equity approach

(3) Ignore some events

(4) Must adjust for the ignored events in consolidation

(5) Without adjustments OE in sub would change and get out of sync

b. Could use cost method

i) Record at acquisition price

ii) Do not adjust value

iii) Must make additional adjustments to get to consolidated statement

iv) Again, without adjustments OE in sub would change and get out of sync

2. On consolidation

a. Must end up the same irrespective of unconsolidated report

b. Ignoring events now means adjusting for them later

c. End up keeping side records to facilitate adjustments

d. Need some records irrespective of method used

