Course Introduction

Dear distance education learner, well come to the course Financial Accounting Il. This course
will enable you understand the basic knowledge and principle of the course. The types of courses
are listed below. So you are expected to read the notes and practice the activities carefully. This

course is composed of four Chapters. These are:

Chapter 1. specia Inventories Va uation Methods

Chapter 2: Current liabilities and contingencies

Chapter 3: Long-term asset and liabilities (debt)

Chapter 4. long-term Investments
Dear learner! Therefore, you are required to cover All Chapters to sit on the final exam. And, if
you have points in the module that are not clear with, make them ready to be elaborated during
the tutorial class arranged at your study center.

Cour se objective

Consistent with the objective of financial reporting, financial accounting 11 is designed to enhance
the understanding and use of published financia statements as a primary source of accounting
information. The concepts, conventions, and techniques involved in the expounded emphasizing
on corporate environment. Some working capital elements such as inventories, current liabilities
and contingencies and other financia statements elements will be addressed in this course.

Happy Reading
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CHAPTER 1
INVENTORIES: SPECIAL VALUATION METHODS

Contents

1.0 Aims and Objectives
1.1 Introduction

1.2 Gross Profit Method
1.3 Retail Inventory Method
1.1 Aims and Objectives
The objective of this chapter is to discuss the development and use of various estimation

techniques used to value ending inventory.

After you have studied this chapter, you will be able to:

understand under what conditions the gross profit method of estimating inventories

isused and how it is applied;

be able to use the retail inventory method to value inventory;

be familiar with several specia inventory valuation methods;

Understand accounting for construction-type contracts.
1.2INTRODUCTION
In the previous module, different methods for computing the unit cost for inventories were
explained by examining the various flow assumptions used in accounting. Other possibilities will
be explored in this chapter. For example, what happens if these are a fire and a physical count
cannot be made? How does the accountant determine the ending inventory for insurance
purposes? Or, what happens in large department stores where monthly inventory figures are

needed, but monthly physical counts are not feasible.

These techniques involve the development and use of estimation techniques to value the ending

inventory without a physical count.
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1.3Gross Profit Method

& What is gross profit method?

The gross profit method is useful for several purposes to:
1. control and verify the validity of inventory cost
2. Estimate interim inventory valuations between physical counts.
3. Estimate the inventory cost when necessary information normally used in cost or

unavailable.

When both merchandise and inventory records are destroyed by fire, the inventory cost may be
estimated by the use of the gross profit method as follows. The gross profit and costs of goods
sold percentage are obtained from prior years’ financial statements, which presumably are
available. The beginning inventory amount for the current year is the ending inventories amount
of the preceding year. Net purchases are estimated from copies of the paid checks returned by the
bank and through correspondence with suppliers. Sales are computed by reference to cash
deposits and by an estimate of the outstanding accounts receivable through correspondence with
customers.
Estimating the ending inventory by the gross profit method requires three steps:

1. estimate the gross profit rate on the bases of prior years’ sales: (Sales [ cost of goods

sold) [] sales = gross profit rate.
2. compute the cost of goods sold ratio: 1 — gross profit rate = cost of goods sold ratio.
3. Solvethe following equation for ending inventory using this period’s data.

Beginning inventory + Net purchases = Ending inventory + Net sales x Cost of goods sold

ratio

To illustrate assume the following data for GET company:

Beginning inventories, at cost ----------------- ---- Br. 40,000
Net purchases ------=========m=m=mmmmmmmmmmmaaaan ---200,000
Net sales --------m-mmmmmm oo ---225,000
Gross profit rate for past three years ---------=-===-===-nn ==eeeu- 20%

Solution: The ending inventory for GET Company is estimated using the gross profit method as
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follows:

Beginning inventories, at cost ----------------- Br. 40,000
Add: Net purchases ------=--====-== s e 200,000
Cost of goods available for sale -------- -- Br. 240,000
Less: Estimated cost of goods sold:
Net Sales x Cost of goods sold ratio 180,000
(Br. 225,000 x 0.80)
Estimated ending inventories, at cost ---------=-==========mnu=-- Br. 60,000
Cost of goods sold ratio = 1 — gross profit rate
=1-0.2
=0.8

The cost of ending inventories estimated by the gross profit method is reasonably consistent with
the usual method of valuing inventories. This follows from the fact that the gross profit
percentage is based on historical records that reflects the particular method of valuing the
inventories. If the inventories are valued at LIFO, the estimated inventories will approximate
LIFO cost; therefore, if the gross profit method is used as a basis for recovering an insured fire
loss, the inventories should be restated for insurance purpose to current fair value at the time of

thefire.

Sometimes the gross profit percentage is stated as a percentage of cost. In such situations the
gross profit percentage must be restated as a percentage of net sales to compute the cost
percentage (based on net sales) for the period. For example, if the gross profit is stated as 30% of
cost, the gross profit percentage may be restated to 23% of net sales as follows:

(1) 30% = 3/10 gross profit based on cost

(2) Add numerator of fraction to denominator to make 3/13

(3) 3/13 = gross profit based on sales.

The gross profit method has two significant limitations:
1. The past gross profit rate may not approximately reflecting mark up changes relating to the
current or future periods.

2. Gross profit rates (mark up rates) may vary widely on different types of inventory. A change
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during the period in the mark up rate on one or more lines or a shift in the relative quantities
of each line sold (shifts in the sales mix) changes the average gross profit rate. This change
affects the reliability of the results.

When the gross profit method is applied in a situation that involves broad aggregations of
inventory items with significantly different markup rates, the computations should be developed
for each separate class. The estimate of the total inventory is then determined by summing the

estimates for the separate classes.

The gross profit method frequently is used in the preparation of interim reports. It should be clear
that the use of the gross profit results in an estimated cost of inventories. If the reporting
enterprise normally values inventories at LCM for annual reporting purposes, it must follow the
same procedure for interim reporting purposes. Thus, the estimated cost obtained by use of the
gross profit method must be compared with current replacement costs to determine whether a
write-down to a lower “market” is required. The gross profit method may be used for interim
reports even though annual inventories are determined by the use of one of the cost flow
assumption (LIFO, FIFO etc)

Enterprises that use the gross profit method for interim reports adjustment that results from
reconciliation with the annual physical inventory.

* Activity question 1

i. List three uses that may be made of the gross profit method of estimating inventories.

1.4 Retail Inventory Method

The retail inventory method is often used by retail stores, especially department stores that sell a
wide variety of items. In such situations, perpetua inventory procedures may be impractical, and
a complete physical inventory count is usually taken only annually. The retail inventory method
is appropriate when items sold within a department have essentially the same markup rate and

articles purchased for resales are priced immediately.

The retail inventory method required that a record be kept of (1) the total cost and retail value of
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goods purchased (2) the total cost and retail value of goods available for sale, and (3) the sales
for the period. The sales for the period are deducted from the retail value of goods available for
sale to produce as estimated inventory at retail. The ratio of cost to a retail for all goods passing
through a department or firm is then determined by dividing the total goods available at retail.
The inventory valued at retail is converted to approximate cost by applying the cost to retall

ratio.

Some uses of retail inventory method of estimably the cost of inventories are to:

1. Veify the reasonableness of the cost of inventories at the end of the accounting period.
By using, a different set of data from that used in pricing inventories accountants may
establish that the valuation of inventoriesis reasonable.

2. edtimate the cost of inventories for interim accounting periods and for income tax
purposes

3. Permit the valuation of inventories when selling prices are the only available data. The
use of this method allows management to mark only the selling prices on the merchandise
and eliminates the need for reference to specific purchase invoices.

To illustrate the retail method of estimating inventories (at average cost), assume the following

simple datafor GET Company:

Cost Retail
Beginning inventories.............cccccceeevienineenn e ... B 40, 000 Br. 50, 000
NEL PUIChAsES. .. ... cie e it it et e eee e 150, 000 200, 000
Goods availablefor sale..........cccooviiiiii i Br. 190, 000 Br. 250, 000
Cost percentage (Br. 190, 000. Br. 250, 000)....70%
Less: Salesand normal shrinkage. ...........coo oo e 220, 000
Ending Inventories, at retail Br. 30, 000
Estimated ending inventory, at cost
(Br. 30,000 x 0.7) Br. 22, 000

Although the retail method enables estimation of the value of inventories without a physical
count of the items on hand, the accountant should insist that a physical inventory be taken
periodically. Otherwise, shrinkage due to shoplifting, breakage, and other causes might so

undetected and might result in an increasingly overstated inventories valuation.
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Normal shrinkage in the inventories may be estimated on the basis of the goods that were
available for sale. The method frequently used is to develop a percentage from the experience of
past years, such as 2% of the retail value of goods available for sale. This percentage is used to
determine the estimated shrinkage, which is deducted, together with sales, from goods available
for sale at retail prices to compute the estimated inventories at retail prices. When sales are made
to employees or selected customers at a special discount price, such discounts are added to sales
to compute the estimated inventories at retail prices. The cost of normal shrinkage is included in
the cost of goods sold; the cost of abnorma shrinkage (theft, unusual spoilage etc) that is

material in amount is reported separately in the income statement.

The retaill method differs from the gross profit method in that it uses a computed cost ratio based
on the actual relationship between cost and retail for the current period, rather than the historical
ratio. The computed cost ratio is an average across several different kinds of goods sold.
Although the computed inventory amount is an estimate, it is acceptable for external financial

reporting.

The data used above for GET Company assumed no changes in the sales price of the
merchandise as originally set. Frequently, however, the original sales price on merchandise is
changed, particularly at the end of the selling season or when replacement costs are changing.
The retail method requires that a careful record be kept of all changes to the original sales price
because these changes affect the inventory cost computation. To apply the retail inventory

method, it isimportant to distinguish among the following terms:

1 Oiriginal selling price - the price at which goods originally are offered for sale.

2 Markup - the original or initial margin between the selling price and cost. It aso isreferred
to as gross margin or mark-on.

3 Additional markup — an increase in the sales price above the original sales price.

The original sales priceis the base from which additional markup is measured.

4 (Additional) markup cancellation — cancellation of al or some, of an additional markup.
The reduction does not reduce the selling price below the original selling price. Additional
markup less markup cancellationsis usually called net markups or additional net markups.

5 Markdown - areduction is selling price below the original sales price.
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6 Markdown cancellation — an increase in the sales price (that does not exceed the original
sales price) after a reduction in the origina markdown less markdown cancellations are

referred to as net markdowns.

The definitions are illustrated below. An item that cost Br. 8 is originally marked to sell at Br.
10. Thisitem is subsequently marked up Br. 1 to sell at Br. 11, then marked back down to Br. 7,
but Br. 2 of the markdown was canceled, yielding afinal sales price of Br. 9 and Br. 7

The retail inventory method can be applied in different ways to estimate the cost of ending

inventory under alternative inventory cost flow assumptions.

The data below will be used to illustrate the application of retail method with different cost flow

assumptions.

December 31, 1990: At cost At retall
Inventory at beginning of period Br. 31,620 Br. 54,000
Net purchases during period 150,380 220,000
Additional markups during period 10,000
(Additional) markup cancellation during period 4,000
Markdowns during period 21,750
Markdown cancellation during period 1,750
Sales revenue for the period 180,000

a. Retail Method - Valuation at Average Cost

The average cost basis ratio is computed on total goods available for sale (i.e. the sum of
beginning inventory plus purchases) because the cost of the ending inventory is assumed to
represent the total goods available for sale during the period. Thus, this cost ratio reflects the
relationship of cost to retail values for all inventory items available for sale, including the

beginning inventory.
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cost of (beginninginventory+ net purchase
Retail valueof peginninginvneory+ net pruchases + net
markups - netmarkdowns)

Average cost ratio =

(Br.31,620 + Br.150,380)
_ (Br.54,000+ 220,000+ Br.90,000- Br.1,750- 21,750)

182,000
_ 260,000

X 100%=70%

Ending inventory at retail = Br. 260,000 — Br. 180,000
= Br. 80,000
Estimated ending inventories at average cost = Br. 80,000 x 0.7
= Br. 56,000

The estimated cost of ending inventories is accurate only if the goods on hand consist of a
representative sample of all goods available for sale during 1990. For example, if the ending
inventories do not include any goods that were on hand on January 1, 1990, the cost percentage
should be computed with out use of the beginning inventories amount. Similarly, if al goods on
which the net markups and markdowns should be excluded from the computation of the cost
percentage. Under such circumstances, however, the net markups and net markdowns still are

used to compute the ending inventories at retail prices
* Activity question 2

i. For what purpose may the retail method of inventory valuation be used?

b. Retail M ethod- Valuation at Lower of Average Cost or Mar ket

The retail method may be adopted to produce inventory valuations approximately the lower of
average cost or market when there have been changes in the costs and selling prices of goods
during the accounting period. The inclusion of net markups and the exclusion of net markdowns
in the computation of the cost percentage produces an inventory valued a the lower of average
cost or market. This is sometimes called the conventional retail method.
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costof (Beginninginvnetory + Net prucahses)
Retail priceof (Beginninginventory + net prucahses + net markups)

Cost ratio =

182,000
_ 280,000

= 65%

The inclusion of the net markups in the computation of the cost percentage assumes that the net
markups apply proportionately to items sold and to items on hand at the end of the accounting
period; however, net markdowns are assumed to apply only to the goods sold. Because the retail
price of goods to which the markdowns apply is less than the original retail price, the net
markdowns as well as sales must be deducted from goods available for sale at retail price to
determine the inventories at retail price of these assumptions are correct, the exclusion of net
markdowns in the computation of the cost percentage vaues the ending inventories at actual
average cost. However, if the net markdowns apply both to goods sold and to goods on hand, the
exclusion of net markdowns from the computation of the cost percentage results in an inventory

valuation at the lower of average cost or market.

Ending inventories, at retail = Br. 80,000 (does not change)
Estimated ending inventories at lower of average cost of market = Br. 80,000 x 0.65

= Br. 52,000
c. Retail Method — Valuation at Last-in, First-Out
If the LIFO method is used to estimate the cost of inventories, the conventiona retail method
must be modified. The retail method may be adapted to approximate LIFO cost of the ending
inventories by the computation of a cost percentage for purchases of the current accounting
period only. The objective is to estimate the cost of any increase (LIFO layer) in inventories

during the accounting period.

Because LIFO is a cost method of inventory valuation, both net markups and net markdowns are
included in the computation of cost percentage for purchase of the current period.
Illustration, assume that selling prices have remained unchanged and the net markups and net

markdowns apply only to the goods purchased during 1990.

Net purchases, at cost = Br. 150,380
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Net purchases, at retail = Br. 220,000 + Br. 10,000 - Br. 4,000
= Br. 21,000 + Br. 1,750

= Br. 206,000

Br150,380 _ 73%
Cost percentage = Br.206,000
Inventory increase during the period, at retail = Br. 80,000 — Br. 54,000

= Br. 26,000
Layer added during the period to beginning inventory = Br. 26,000 x 0.73
= Br. 18,980

Beginning inventory, at cost =Br. 31,620
Estimated ending inventories
at LIFO cost = Br. 50,600

Beginning inventories are excluded from computation of cost percentage when retail LIFO
method is used.

d. Retail Method — Valuation at First-in, First-out

The cost of ending inventories on a FIFO basis may be estimated from the given data as

Ending inventory, at retail = Br. 80,000
Cost percentage (for current net purchases) =73%
Estimated ending inventories, at FIFO = Br. 58,400 (Br. 80,000 x 0.73)

The beginning inventories are excluded from computation of cost percentage when retail FIFO
method is used.

e. Changesin pricelevelsand theretail LI FO method

Let us now remove the simplifying assumption of the stability of selling prices. In redlity, retail
prices do change from one accounting period to another, and this is particularly significant for
pricing inventories at retail LIFO. Because the procedure employed under these circumstancesis
similar to that used in conjunction with money-value LIFQ, it is known as the money-value retail
LIFO method. The ending inventories at retail prices must be converted to beginning-of-year
prices to ascertain the increase in the inventories at beginning-of-year prices. An appropriate cost

index must be used to convert from end-of-year prices to beginning-of-year prices.
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The procedure for estimating the cost of the ending inventories under the money-value retail

LIFO method and assuming increasing selling prices, is shown below for DAF Company. The

sales price index at the beginning of 1990, when LIFO was adopted, is assumed to be 100, and

the index at the end of 1990 is assumed to be 110, an increase of 10%. When the base-price

index is other than 100, the percentage increase is determined by dividing the index at the end of

the current period by the base-period index and subtracting 100. For example, if the base-period

index is 125 and the index at the end of the current period is 150, the increase would be 20%

[(150. 125) -100=0.2]
DAF Company
Money-value Retail LI FO method
December 31, 1990

Cost Retail

Inventories, Jan.1, 1990 (date of LIFO was adopted)........... Br. 18, 000 Br. 30, 000
Purchases during 1990 (Cost percentage is 65%) 65, 000 100, 000
Goods available for sale during 1990, at retail prices Br. 130, 000
Less: Net sales during the period 75, 000
Inventories, Dec 31, 1990, at retail prices Br. 55, 000
Computation of increase in inventories, a end-of-year
Retail prices:

Inventories, Dec. 31, 1990, at beginning-of-year

Retail prices (Br. 55, 000. 1.10) Br. 50, 000

Less: Inventories, Jan. 1, 1990, at retail prices 30, 000

Increase in inventories, at end-of-year retail prices Br. 20, 000

Increase in inventories, at end-of-year retail prices
(Br. 20, 000 x 1.10) Br. 20, 000
Ending inventories, at money-value retail LIFO cost:

Beginning inventories layer Br. 18, 000
Add: Layer added in 1990 (Br. 22, 000 x 0.65).............. 14, 300
Estimated ending inventories, at money-value
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Retail LIFO cost Br. 32, 300

* Activity question 3

i. Describe the procedure required to estimate inventories on the retail LIFO basis after

retail prices have increased.

Special items related to the retail methbd: Severa items may complicate computation of the
ending inventory value using the retail inventory method. In overcoming such complications, it
is essential to protect the integrity of the computed cost ratio and the estimated ending inventory
at retail.

The treatment of the six complicating items is discussed as follows:

1. Freght-in: An expenditure for freight adds to the cost of merchandise; therefore, it is
added to goods available for sale (or directly to purchase) at cost (but not at retail)
markups will automatically provide for freight-in expenditures.

2. Purchase returns: Because purchase returns, as distinguished from allowances, reduce
the amount of goods available for sale at both cost and retail. A purchase allowance is
deducted only in the “At cost” column, any associated sales price reduction would be
reflected in markdowns

3. Abnormal casualty losses: merchandise missing because of unusual or infrequent events
(such as fire or theft) are deducted from goods available for sale a both cost and retail
because they will not be sold; removal from both cost and retail eliminates their effect on
the cost ratio as if they had not been purchased in the first place. Damaged merchandise
isnot up in aspecial inventory account at its net realizable value.

4. Sales returns and allowances: Because this is a contra account to the sales revenue
account, sales returns and alowances are deducted from gross sales returns and
allowances are deducted from gross sales. If the returned merchandise is placed back into
inventory for resale no change in the “At Cost” column. Merchandise not returned to
inventory (because of damage, for example), is deducted, at retail, from gross sales. The
original cost of merchandise is deducted form ending inventory at cost, after applying the
cost ratio to ending inventory at retail. The merchandise is set up in a special inventory

account at its net realizable value.
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5. Discounts to employees and favored customers: Discounts that result from selling
merchandise below the normal sales price and that are not caused by market vaue
decreases are different from markdown. Such discounts are deducted after calculation of
the cost ratio, which means they reduce ending inventory at retail but not the total cost of
goods available for sale.

6. Normal spoilage: This is the relative value of the units lost under normal conditions
including expected shrinkage and breakage. This amount is also deducted below the cost
ratio at retail, because the expected cost of normal spoilage is included implicitly in
determining the selling price and does not reflect market value charges. Normal spoilage,
then, is not included in the cost-to-retail ratio calculation but is deducted in determining
ending inventory at retail because it represents goods not available for sale at the end of
the period. Abnormal spoilage and theft are another matter. They are not deducted from
the total cost of goods available for sale but are deducted, instead, in establishing the cost
ratio.

Other Valuation Methods
Different issues affect inventory vauations. Two of these are current replacement cost and

selling prices.

I. Valuation of inventories at replacement cost

Specia inventory categories often include items for resale that are damaged, shopwaorn, obsolete,
defective, trade-ins, or repossessions. These inventory items are assigned a cost related to their
condition, namely, their current replacement cost, if it can be determined reliably in an

established market for the items in their current condition.

Current replacement cost is defined as the price for which the items can be purchased in their
present condition. The replacement-cost valuation of inventories in the preparation of financial

statements is not generally accepted.

If replacement costs were adopted for inventory valuation, holding gains and |osses represented
by the difference between actual costs and replacement costs would be recognized and included

in income prior to the sale of finished products.
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ii. Valuation of Inventories at net selling prices

Valuation of inventories at net selling prices (Sales prices less direct costs of completion and
disposal) has some appeal, especially when one considers that economic value is added as the
goods are brought to market. For example, in a retail stores goods are more valuable than they
were at the wholesaler’s warehouse; value is added by the process of bringing the goods nearer
the ultimate market.

The valuation of inventories at net selling prices is appropriate for some types of business
enterprises producing commodities that have readily determinable market prices. When the
production of such commodities is complete, revenue may be considered realized. In some
enterprises, having selling prices established by contract, the sale is reasonably assured, and
completed inventories may be valued at net selling prices.

*Activity question 4

(1) Under what conditions may inventories be valued at net selling prices? Explain.

Accounting for Construction-Type Contracts
Contracts for construction of buildings, roads, bridges, dams and similar projects often require
more than one year to complete. Because of their unique features, such contracts present special

problems of asset valuation and revenue recognition.

The four basic types of construction contracts are:

1. Fixed-price (or lump-sum) contracts, which provide for a single price for al work
performed by the contractor.

2. Unit-price contracts, which include a fixed price for each unit of output under the
contract.

3. Cost-type contracts, which provide for reimbursement of specified costs incurred by the
contractor plus fee for the contractor’s services.

4. Time-and-material contracts, which provide for a fixed hourly rate for the contractor’s
direct labor hours, plus payment for the cost of material and other specified items.
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Methods of accounting for construction type contracts:

Most contractors employ the percentage-of-completion method of accounting for financial
accounting. This method requires the accrual of gross profit and revenue over the term of the
contract based on the progress achieved each year. If the work performed in a year is estimated
to represent 40% of the total work required on the contract, 40% of the total estimated gross
profit and revenue is considered realized. The recognition of gross profit and revenue is
accomplished by increasing the carrying amount of the cost of contracts in progress ledger
account, which is comparable with the goods in process inventory account of a manufacturing

enterprise.

Under the completed-contract method of accounting, no gross profit is recognized for a
construction project until it is substantially completed; that is when remaining costs and potential
risks are insignificant in amount. The completed contract method is appropriate for financial
accounting only if a contractor has primarily short-term contracts that are completed in a year or
less or its estimates of input or output measures of completion are not reasonably dependent or
are subject to inherent hazards.

Accounting for construction-type contract: Profit anticipated

lllustration of the accounting for a construction-type contract, assume that RAD Construction
Company entered into a contract with a customer to construct an office complex for afixed price
of Br. 1, 200, 000, on January 1, 1992, at the beginning of its fiscal year. Data with respect to the
contract for three years ended on December 31, 1994 were as follows:

Year Ended December 31

1992 1993 1994
Construction COStSINCUMTE. .. ....c.vvvie i v e e eeeae Br.200,000 Br.250,000 Br. 400, 000
Estimated cost to complete construction at the end of year..... 600, 000 350, 000 0
Progress and other billings to the customer.............cccoe v 300, 000 400, 000 500, 000
Collections from customer on billings.........cccooiiiiiiii i iinnn, 270, 000 360, 000 450, 000
Operating EXpensesS iNCUITEd. .. ... ..ouiieiiiiiiiecinieecne e aenenenens 50, 000 60, 000 70, 000

Using the above data, we can illustrate accounting for the construction enterprise under the two

known accounting methods.
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(1) Thejournal entries for the Company’s operations during the three years ended December

31, 1994, under the percentage-of-completion, cost-to-cost method of accounting, would

be asfollows:
Year ended December 31
1992 1993 1994
Dr. Cr. Dr. Cr. Dr. Cr.
Cost of coNntractSin Progress. .. .ooveveeverineeenienn 200, 000 250, 000 400, 000
Operating EXPeNSES. .. ....vivviieciiieniieeiieen ceeee 50, 000 60, 000 70, 000
Material Inventory, cash, etC.............cocvvveiiinnnn 250, 000 310, 000 470, 000
To record Operating Expenses and construction costs
Contract Receivable............ccoovciic i, 300, 000 400, 000 500, 000
Progress Billings. .. ....ovviiiiiie i i e 300, 000 400, 000 500, 000
To record progress billings
L7 L o 270, 000 360, 000 450, 000
Contract Receivable 270, 000 360, 000 450, 000
To record collection from customers
Cost of contract revenue............cccooveveiiennn. 200, 000 250, 000 400,
000
Estimated earning on contract in progress....... 100, 000 125, 000 125, 000
CoNtraCt FeVENUE. ..o ii it i e eaeae 300, 000 375, 000 525, 000

To record contract revenue estimated
on the basis of cost incurred to total

estimated cost, as follows:

Br.200,000

1992: Br. 1, 200,000 x D' -800,000
= Br. 300, 000

Br.450,000

1993: (Br. 1, 200, 000 x BF-800.000 _ g, 300 000
= Br. 375, 000

1994: Br. 1, 200, 000 — Br. 675, 000
= Br. 525, 000
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Progress Billings
Cost of contractsin progress

1, 200, 000

Estimated Earnings on contracts in progress

To record approval of project by customer

850, 000
350, 000

(2) Thejourna entries for the company’s operations during the three years ended December
31, 1994 under the completed contract method, would be as follows:
Year ended December 31

1992 1993 1994
Dr. Cr. Dr. Cr. Dr. Cr.

Cost of contractsin progress..........coveveevennnen 200, 000 250, 000 400, 000
Operating EXPenses. .. ....c.vviveveieveeiinieen e 50, 000 60, 000 70, 000

Material Inventory, cash, etC.............cccoevvneiennn. 250, 000 310, 000 470, 000

To record Operating Expenses and construction costs

Accounts Receivable.............cocooiiciiii e 300, 000 400, 000 500, 000

Progress Billings.........ocviiviiiiii i e e 300, 000 400, 000 500, 000
To record billings on contracts
(0 270, 000 360, 000 450, 000

Accounts Receivable 270, 000 360, 000 450, 000
To record collection from customers
Progress Billings 1, 200, 000
Cost of contract Revenue 850, 000

Contract Revenue 1, 200, 000

Cost of contractsin progress 850, 000
To record approval of project by customer

Financia statement presentation

(A) presentation in income statement
(1) Percentage-of-compl etion method
1992 1993 1994

Contract revenue.................... Br. 300, 000 Br. 375, 000 Br. 525, 000
Less: Cost of contract revenue...... ..200, 000 250, 000 400, 000
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Gross Profit Br. 100, 000 Br. 125, 000
Operating Expenses 50, 000 60, 000
Income before income taxes Br. 50, 000 Br. 65, 000
(2) Completed-contract method
Contract revenue - -
Cost of contract completed - -
Gross Profit - -
Operating Expenses Br. 50, 000 Br. 60, 000
Income beforeincometaxes  Br. (50, 000) Br. (60, 000)
B. Presentation in balance sheets
(1) Percentage of completion method.
End of 1992  End of 1993
Current assets:
Contract receivable Br. 30, 000 Br. 70, 000
Current ligbilities
Billingsin excess of costs and
Estimated earnings on uncompleted contract Br. 25, 000
Computation: End of 1992
Cost incurred on uncompl eted contract Br. 200, 000
Estimated Earnings 100, 000
Br. 300, 000
Less: Billings to date 300, 000
Billingsin excess of cost and L
Estimated earning on uncompleted contract 0
2) Completed contract Method
Endof 1992  End of 1993
Current assets:
Contract receivable Br. 30, 000 Br. 70, 000
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Br. 125, 000
70, 000
Br. 55, 000

Br. 1, 200, 000
850, 000

Br. 350, 000
70, 000

Br. 280, 000

End of 1994

Br. 120, 000

End of 1993

Br. 450, 000
225, 000
Br. 675, 000
700, 000

Br. 25, 000

End of 1994

Br. 120, 000

18



Current liabilities:

Billingsin excess of costs Br. 100, 000 Br. 250, 000
Costs incurred on uncompleted contracts ~ Br. 200, 000 Br. 450, 000
Less: Billingsto date 300, 000 700, 000
Billings in excess of costs on
Uncompleted contract Br. (100, 000) Br. (250, 000)

Note 1. The progress Billings ledger account is a contra to the cost of contracts in progress and
the estimated earnings on contracts in progress ledger accounts. In essence, the balance
of the progress Billings ledger account on any date prior to completion of the
construction project represents the customer’s equity interest in the project.

2. The cost of contracts in progress ledger account is similar to the goods in process
inventory account of a manufacturing enterprise. In the cost of contracts in progress
account are recorded the material, direct labor, and overhead costs incurred by the
contractor, as well as costs associated with work performed by subcontractors.

3. When the cost-to-cost method is used to estimate the percentage of completion of a
construction type contract, the cost of contract revenue for an accounting period is
identical to the total construction costs incurred in that period. Thus, the debits to the
cost of contract revenue account are the same as the debits to the cost of contracts in
progress account. However, cost of goods sold of a manufacturing enterprise, appears
in the income statement of the contractor and is closed at the end of each accounting
period.

4. The estimated earnings on contracts in progress ledger account is a positive valuation
account for the cost of contracts in progress account. The use of a separate account for
the accrual of earnings on a contract under the percentage of completion method
preserves the record of actual costs incurred on the contracts in the cost of contracts in
progress account and still achieves the goal of increasing the carrying amount of the

contractsin progress account.
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Accounting for Construction Contracts: L oss anticipated

Under both the percentage-of-completion and the completed contract methods of accounting, an
estimated loss under construction-type contracts is recognized in full in the accounting period it
becomes apparent, with a debit to provision for loss on uncompleted contract and a credit to
estimated loss on uncompleted contracts. The provision (debit-balance account) is included in
the income statement as an element of cost of realized contract revenue, and the estimated |oss
(credit balance account) is presented in the balance sheet as a liability or as a deduction from the

cost of contracts in progress.

To illustrate, assume that Sunshine contractors on January 2, 1990, entered into a contract to
construct a building on the customer’s land at a fixed price of Br. 1, 000, 000, with construction
expected to be completed late in 1991. In its bids on the project, sunshine estimated total
constructions costs of Br. 850, 000 with an anticipated gross profit of Br. 150, 000. Construction
costs incurred during 1990 totaled Br. 400, 000; estimated costs to complete on December 31,
1990, totaled Br 640, 000; and construction costs incurred during 1991 totaled Br. 650, 000;
progress billings totaled Br. 300, 000 in 1990 and Br. 700, 000 in 1991. The building was
completed on November 29, 1991.

Under both the percentage-of-completion method and the completed-contract method of
accounting, Sunshine contractors would prepare the following journa entry on December 31,
199- to record the Br. 40, 000 estimated loss [(Br. 400, 000 + Br. 640, 000) — Br. 1, 000, 000 on
the contract:

Provision for loss on uncompleted contract....................... 40, 000
Estimated loss on uncompleted contract.............................40, 000

To provide the estimated |oss on builder contract

The income statement for 1990 under the percentage-of -compl etion method would show contract
revenue, Br. 400, 000 (the amount of the construction cost incurred in1990); cost of contract
revenue, Br. 440, 000 (Br. 400, 000 construction costs incurred plus Br. 40, 000 provision for
loss). Only the Br. 40, 000 gross losses would appear in the income statement for 1991 under

both the percentage-of-completion method and the compl eted-contract method.
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For the balance sheet for sunshine contractors on December 31, 1990, the Br. 400, 000 balance
on the cost of contracts in progress ledger account would be reduced by the Br. 40, 000 balance
of the estimated loss on uncompleted contracts account and the Br. 300, 000 balance of the
progress Billings account; the net amount of Br. 60, 000 (Br. 400, 000 — Br. 40, 000 — Br. 300,
000) would appear as “costs in excess of billings on uncompleted contracts,” under both the

percentage-of-compl etion method and the compl eted-contract method of accounting.

= POST TEST

i. Convert the following gross profit percentage based on net sales to gross profit
percentages based on cost: 162/3 %, 25% and 50%.

ii. Convert the following gross profit percentage based on cost to gross profit percentage
based on net sales: 25%, 50% and 150%.

iii. Describe the computation of the cost percentage when inventories are valued at estimated

average cost by the retail method.

iv. Differentiate between fixed-price and unit-price construction-type contracts.
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Summary

The gross profit method is used to estimate the amount of ending inventory. Its use is not
appropriate for financial accounting purpose; however, it can serve a useful purpose when an
approximation of ending inventory is needed. Such approximations are sometimes required by
auditors or when inventory and inventory records are destroyed by fire or some other
catastrophe. The gross profit method should never be used as a substitute for a yearly physical

inventory unless the inventory has been destroyed.

The retail inventory method is an inventory estimation technique based upon an observable
pattern between cost and sales price that exists in most retail concerns. This method requires that
a record be kept of a) the total cost of goods purchased, b) the total retail value of the goods
available for sale, and c) the sales for the period.

Basically, the retail method requires the computation of the cost to retail ration of inventory
available for sale. Thisratio is computed by dividing the cost of the goods available for sale by
the retail value (selling price) of goods available for sale. The resulting amount represents ending
inventory priced at retail. When this amount is multiplied by the cost to retail ratio, an
approximation of the cost of ending inventory results. Use of this method eliminates the need for
a physical count of inventory each time an income statement is prepared. However, physica
counts are made at least yearly to determine the accuracy of the records and to avoid

overstatements due to theft, loss, and breakage.

When the cost to retail ratio is computed after net markups (markups less markup cancellations)
have been added, the retail inventory method approximates lower of cost or market. This is
known as the conventional retail inventory method. If both net markdowns are included before
the cost to retail ratio is computed, the retail inventory method approximates cost.

The retail inventory method is widely used to permit the computation of net income without a
physical count of inventory, as a control measure in determining inventory shortages, in
regulating quantities of inventory on hand, and as a basis for information needed for insurance

purpose.

Rift Valley UNIVERSITY Center for Distance Education 22
Financial Accounting Il (Acct-302)



8=~ Answersto Questions

A. AnswersFor Activity Question
1. i) Three uses of the gross profit method are
- Tocontrol and verify the validity of inventory cost
- Toestimate interim inventory cost between physical inventories
- To estimate the inventory cost when necessary information islost or unavailable.
2. 1) Theretail method of inventory valuation may be used as follows:
To verify the reasonabl eness of physical inventories of aretail stores.
To estimate cost of inventories for interim accounting periods and for income tax
purposes
To obtain an estimate of the cost of inventories when accounting records have
been lost or destroyed.
To aid in controlling inventory quantities in department stores or in branches.

3. It retail prices increase, the computation of the ending inventories at retail LIFO must
take into account the effect of price inflation in order not to overstate the inventories. The
ending inventories at retail must first be converted to base-year prices to determine the
real increase in the inventories at end-of-period prices. This real increase in terms of
selling prices then is reduced to cost by applying the cost percentage to the increase. The
ending inventories are determined by adding the cost of the incremental layer to the cost
of beginning inventories.

4. The valuation of inventories at net selling prices is appropriate for some types of business
enterprises producing commodities that have readily determinable market prices. Also, in
enterprises having selling prices established by contract, completed inventories may be
valued at net selling prices. In both instances, realization of revenue is assumed to take

place when production is completed.
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B. AnswersFor Post Question
i. Gross profit as a percentage of cost for the following cases when gross profit is stated
as a percentage of net salesis:
2
16 5% of net sales = 20% of cost
25% of net sales = 33 %2 % of cost
50% of net sales = 100% of cost
ii. Gross profit as a percentage of net sales for the following cases when gross profit is
stated as a percentage of cost is:
25% of cost = 20% of net sales
50% of cost = 33 %4 of net sales
150% of cost = 60% of net sales
iii. When inventories are valued at estimated average cost under the retail methods, the
cost percentage is computed by dividing the cost of goods available for sale by the
retail value of goods available for sale. Both net markups (additional markups less
markup cancellations) and net markdowns are used in the computation of the retail
value of goods available for sale.
iv. Fixed price construction-type contracts provide for a single price for al work
performed by the contractor. Unit-price contracts include a fixed price for each unit of

output under the contract.

L] GLossARY

1. Gross Profit method: a method of estimating inventory on hand without the need for a
physical count.

2. Net selling price: Sales prices less direct costs of completion and disposal.

3. Replacement cost: the price for which the items can be purchased in their condition.

4. Retall method: a method of inventory costing based on the relationship of the cost and

retail price of merchandise.
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CHAPTER 2
CURRENT LIABILITIESAND CONTINGENCIES

Contents
2.0 Aims and Objectives

2.1 Introduction
2.2 Current Liabilities Versus Long-term Liabilities
2.3 Vauation and Recognition of Current Liabilities
2.4 Definitely Measurable Liabilities
2.5 Liabilities Dependent on Operating Results
2.6 Contingent Liabilities
2.7 Presentation of Liabilitiesin the Financial Statement
2.8 Summary
2.9 Answers to questions
2.1 Aims and Objectives

The objectives of this chapter are to explain the features and accounting of current liabilities and

contingencies.

After studying this chapter, you will be able to:
distinguish between current liabilities and long-term liabilities;
explain how current liabilities are valued;
distinguish between definitely measurable liabilities and liabilities dependent on
operating results;
explain circumstances at which contingencies are accrued, disclosed or, neither accrued
nor disclosed;

Explain the current liabilities appearance in the financial statements.
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2.2 Introduction
Liabilities, by definition, are probable future sacrifices of economic benefits arising from present
obligations of a particular entity to transfer assets or provide services to other entities in the
future as a result of past transactions or events. The distinction between current liabilities and
long-term liabilities is important because it enables to assess the business enterprise’s ability to
settle its maturing debt. In the following sub-topic of this chapter, we cover in relative detail
about current liability and contingency.
2.2. TheDistinction between Current Liabilitiesand Long-term Liabilities
Current liabilities: are obligationsfor which payment will require
i The use of current assets, or
ii. the creation of other current liabilities
Current liabilities include payables to suppliers and employees; accruals for taxes,
rents; advance collection from customers; obligation that are payable on demand
with in one year even though the liquidation may not be expected with in that
period.
Current liabilities do not include those obligation not settled with in one operating
cycle; obligations that will be liquidated by the issuance of shares of stock; the
creditors lost their right to demand payment.
The relationship between current assets and current liabilities, and the relationship
between cash balance and current liabilities is important because it shows the
solvency of the business (i.e. the ability to pay debts as they mature).
2.3. Valuation and Recognition of Current Liabilities
In theory, the measure of any liability at the timeit isincurred is the present value of the required
future cash out flow. In practice, however, most current liabilities are recorded at
face amount. The difference between the present value of a current liability and the
amount that will be paid at maturity usually is not material because of the short time
period involved.
The recognition of liabilities poses two conditions,
(i) Liabilitiesinclude future cash outflow that result from past transactions and events, and
(ii) Measured with reasonable accuracy.
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(iii) With regard to liabilities two questions always are going to be asked
(1) Doesthe liability exist?
(2) If it exists, what is the amount of the obligation?
In some cases of both these questions are definitely answerable. While in other instance
there is uncertainty as to the amount. In extreme cases both existence and amount

becomes uncertain. The remaining topics of this chapter covers in depth these three cases

24. Definitely Measurable Liabilities
The amount of an obligation and its due date are known with reasonable certainty
because they result from contracts or the operation of statutes. Let’s give

specific examples with their respective explanations.

A. Trade Accounts Payable
Trade accounts payable resulted from purchases of goods and services on account. There are two
ways of recording trade accounts payable,

1) Gross Method: -

Here trade accounts payable are recorded at face amount. The purchases discounts ledger
account is credited for discounts taken, and a material amount of discounts available to be taken
at the end of an accounting period is accrued by a debit to Allowance for Purchases Discounts ( a
contra-liability ledger account). In the income statement (specifically in the cost of goods sold

section), the purchases discount is deducted from purchases to give net purchases.

2) Net Method: -
In this method purchases is recorded net of discounts at the time of purchases. For discounts not
taken (for one reason or another), the Purchases Discounts Lost account is debited. In the income

statement, the amount of Purchases Discounts Lost is reported under other Expenses.

Example, assume that the following information is taken from ABC co. For year 6:
(a) Purchases Br. 1, 000, 000 of merchandise on terms 2/10, n/30
(b) Paid invoices for purchases of Br. 500, 000 with in the discount period and for purchases
of Br. 200, 000 after the discount period
(c) Estimated at the end of year 6 that 80% of Br. 300, 000 outstanding trade accounts
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payable would be paid with in the discount period.
Required- Give journal entries and balance sheet presentation related to trade accounts payable

using gross method

Solution- (a) Purchases 1, 000, 000
Trade Accounts payable 1, 000, 000
(b) Trade Accounts Payable (500, 000 + 200, 000) 700, 000
Purchased Discounts (500, 000 x 0.02) 10, 000
Cash 690, 000
(c) Allowance for Purchased Discounts (300, 000 x 0.08 x 0.02) 4, 800
Purchases Discounts 4, 800
Excerpt from balance sheet — End of year 6
Trade Accounts Payable (1, 000, 000 — 700, 000) 300, 000
Less: Allowance for purchases Discounts 4, 800
Carrying Amount 295, 200

* Activity question 1

1. Give journa entries and balance sheet presentation related to trade accounts payable

using net method for the example given above.

B. Loan obligations (In the form of promissory notes payable)

Promissory notes payable as evidence of borrowing is somehow stronger than the
accounting for promissory notes payable in the eye of law to be enforced for collection.
The accounting for promissory notes payable resembles that of accounting for promissory
notes receivable. In this section we concentrate on short-term promissory notes payable
(commercial paper is agood example).

When a promissory note bears a current fair rate of interest, its face amount is equal to its
present value at the time of issuance whereas when a promissory note bears no interest or
an unreasonably low rate of interest, the present value of the note payable is less than its
face amount. The discount of the note is converted to interest expense over the term of

the note.
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For example, assume that in November 1, year 9, Jet Co. uses a one-year non interest-
bearing note as a consideration for the acquisition of furniture. The face amount of the
note is Br. 240, 000 and the current fair rate of interest on the note is 12% compounded
monthly (i.e. see the appropriate present value table for 1% (12%/12 months) per period
for three decimal places).

Required (i) Thejourna entries for the month of November and December
(i1) The presentation of the note in unity balance sheet on Dec. 31, year 9, the end of
the fiscal period

Solution (i) — Nov. 1 Furniture (240, 000 x p12% = 240, 000 x 0.887) 212, 880
Discount on Notes payable 27,120
Notes payable 240, 000
Nov. 30 Interest Expenses (240, 000 - 27, 120 x 0.12 x 1/12) 2,129
Discount on Notes payable 2,129
Dec. 31 Interest Expense (240, 000 — 27,120 + 2, 129) x 0.12 x 1/12) 2, 150
Discount on Notes payable 2,150

(i) Excerpt from the balance sheet

Notes payable Br. 240, 000
Discount on Notes payable (27, 120 — 2129 - 2150) 22,841
Carrying Amount of the note Br. 217, 159

Note — In year 10, the note goes for additional 10 months, at the end of each month the Discount

on notes payable is transferred to interest expenses.
C. Refinancing of Short —-Term Debt

Refinancing means replacing short-term debt with long-term either debt or equity securities, or
replacing the short-term debt with other short-term debt for more than one operating cycle from
the date of the balance sheet.

Does the short-term debt expected to be refinanced on long-term basis classified as current
liabilities?
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Accounting standard requires that a short term debt be classified as current liabilities
unless the enterprise demonstrates both the following things:
(1) Intentions to refinance the debt on long-term basis, and
(2) Ability to carry out the refinancing
Ability to refinance on long-term basis must be demonstrated either by
(& Actually issuing long-term debt or equity securities to replace short-term debt, or
(b) Entered in to a contract to replace short-term debt at maturity.
When a short-term debt is not classified under current liability, the reason should have to be
disclosed in the note to the financial statements. The specific disclosures required include
the description of the refinancing contract, the terms of any new debt incurred, and the

terms of any new equity securities issued.

D. Cash Dividends

When board of directors declares a cash dividend, the corporation incurs alegal obligation to pay
the dividend on a specified date. Because of short-duration between cash dividend declaration
and payment, it is a current liability. Unless dividends in arrears on cumulative preferred stock
are declared by the board, they are not liabilities but disclosed in the note to the financia
statements. Undistributed stock dividends are reported in the stockholders’ equity section, not as
current liability because no cash outlay is required (i.e. specificaly on stock dividends to be
distributed ledger account).

Accrued Liabilities

Accrued liabilities /accrued expenses is an obligation that come into existence as a result of past
contractual commitments. To explain this topic, let us discuss accrued salary and property taxes.
Accrued Salary - As you have learned in the previous accounting courses (or principles of
accounting |1 for degree students), there are various deductions to calculate the liability for take
home pay. Some of the deductions include pension contribution, income taxes withhold,

contribution for labor union, penalties, etc. Here simply to give hypothetical journa entry.

Salaries Expenses XXX
Payroll Taxes Expenses XX
Taxes payable XX
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Liability for income Taxes withhold XX

Hospital insurance premium payable XX

Accrued payroll XXX
Note that the calculation of various taxes differ from country to country according to their
legislation. The accrued payroll shows the take home pay, which is accumulated, and going to be
paid in relatively short-period of time.

Property Taxes — are sources of revenue for the government. There are two accounting iSsues,
which arise relating to property taxes:
)] When should the liability for property taxes be recorded?
The answer to this question can be seen from two different perspectives. On the one hand,
because the legal liability for property taxes arises on the lien date, the liability may be recorded
on that date. On the other hand, the AICPA took the position that accrua of property taxes
during the fiscal year of the taxing units instead of recognizing the whole liability on the lien
date. The latter approach is advocated in this text.
a. To which accounting period does the tax expense relate?

Because property taxes are expenses associated with the use of property during the fiscal year of
the taxing units, it seems reasonable to expense the property taxes during that period (instead of

expensing it al on the lien date)

Fore example, assume that LG plan assets are subject to property taxes by Region 14 taxing
units. The fiscal year of Region 14 taxing units, cover the period from April 1 to March 31. The
property tax Br. 108, 000 are assessed on January 10, year 5, covering the fiscal year starting on
April 1, year 5. The lien date is April 1, year 5, and taxes are payable in two installments of Br.
54, 000 each on July 15, year 5, and on November 15, year 5. Assuming LG accrues property

taxes on monthly basis, the following journal entries are passed using AICPA recommendations.
* April 1 - lien date (i.e. the date at which

liability comesin to existence) No journa entry required
* At the end of April, May, June, year 5, Property Taxes Expenses (108, 000/2) 9, 000
recording of monthly property taxes expense property Taxes payable 9, 000
* July 15, year 5, payment of the first installment Property Taxes payable (3 x 9, 000) 27, 000
of tax hills prepaid property taxes (3.9, 000) 27, 000
Cash 54, 000
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x Activity question 2

1. Passthejourna entriesfor the remaining 9 months. Y ou can form groupings if you like.

2.5. Liabilities Dependent on Operating Results

Certain obligations are computed, by their nature, based on operating results. At the end of the
year, the operating results are known, therefore, there is no problem of determining such
liabilities. The problem arises in determining such obligation for interim reporting purposes.

Obligations dependent on operating results include bonuses, income taxes, royalties, etc.

Income Taxes

Business enterprises based on the number of owners, are classified into single proprietorship,
partnerships and corporations. The first two, namely single proprietorship and partnership, are
not taxable entities and therefore do not report income tax liabilities in their balance sheets.
However, corporation is a taxable entity and income tax liabilities appear in the balance sheet of
such entities. Corporations usually are required to make payments of their estimated tax
liabilities in advance. The remaining tax not covered by the estimated payment is payable by the
due date of the income tax return.

Thejournal entriesif thetax is paid in advance,

At the time of payment(] prepaid income taxes XXX

Cash XXX
When it expires 1 Income taxes expense XXX

Prepaid income taxes XXX

Thejournal entries, if the incometax is accrued
Adjustment for the accrued tax ~ []Income taxes expense XXX
Income Taxes payable XXX
At thetime of payingthedebt  [1Income taxes payable XXX
Cash XXX
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Bonus

Some contract calls for conditional payments in an amount dependent on revenue/sale or income
(after deduction of expenses). For example, royalties payment that is 20% of sales; rentswhich is
composed of afixed Br. 2, 000 a month and 1% of sales, employee compensation based on 10%

income in excess of Br. 500, 000

When a bonus plan is based on income, there is a difficulty of determining which expenses are
going to be deducted. There could be three different assumptions, applying the bonus percentage
on:
(2) income before income taxes and bonus
(2) income after bonus but before income taxes
(3) net income (i.e. income after bonus and income taxes)
For example, assume that ABC co. has a bonus plan under which marketing staff receives 25%
of the income over Br. 35, 000 earned by the business. Income for the business amounted to Br.
95, 000 before the bonus and income taxes. The income tax rate is assumed 35%. Calculate the
bonus expenses for ABC co. under each of the following assumptions.
Assumption 1 - Bonusis calculated based on income before income taxes and bonus
Bonus = 0.25 (95, 000 — 35, 000) = Br. 15, 000
Assumption 2 — Bonus is calculated based on income after bonus but before income taxes Let B
refers to bonus
Bonus = 0.25 (95, 000 — 35, 000 - B)
B=15000-025B (] B=Br. 12, 000
Assumption 3 — Bonusis calculated based on income after bonus and income taxes
Let B refersto bonus
T refersto income taxes
B =0.25(95,000-35,000-B-T) [1 B=15,000-0.25B - 0.25T.....(1)
T =0.35 (95, 000 - B) 1 T=33,250-0.35B............... 2
Substituting (2) in (1),
B =15, 000-0.25 B - 0.25 (33, 250 - 0.35B)
1B =15,000-0.25B -8312.5 + 0.0875 B

111.1625 B =6, 687.5
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71 B =5752.69 (Rounded to two decimal places)

Note that the journal entry in all three casesis
Bonus Expense XXX

Bonus payable XXX
Bonus expense is an operating expense, therefore it’s tax deductible. Bonus payable is reported
as current liability in the balance sheet.
26. Contingent Liabilities
Contingency is uncertainty as to possible gain (gain contingency) or loss (loss
contingency) to a business enterprise that ultimately will be resolved when a future event
occurs or fails to occur. When uncertainty surrounding a gain contingency resolved, it
may result in an acquisition of an asset or the reduction of liability. When uncertainty
surrounding a lose contingency is resolved, it may result in reduction of an asset or the
incurrence of aliability.
What is the difference between potentia liabilities from loss contingencies and estimated
liabilities?
Clarifying this point is very important in understanding this topic. The preparation of
financial statements requires estimates for many business activities, and the use of estimates
does not necessarily mean that a contingency exists. As an example, computing depreciation
of plant assets is certain, what is the uncertain (therefore going to be estimated) is the
periodic amounts of depreciation expense. To be loss contingency, it should have to be
uncertain as to even its existence not merely its amounts. Therefore, not all uncertainties
inherent in the accounting process give rise to contingencies.
Which contingencies require accrual in the accounting records, which contingencies require
disclosure in a note to the financial statements, and which general risk contingencies require
neither accrual nor disclosure?
As you recall in contingency there is uncertainty, which is going to be resolved in the
occurrence of certain events. There are three levels in the expectation of recurrence of future
events, which in turn dictates their trestment — accrual, disclosure, or neither of them. Future
events may be:
(i) Probable- likely to occur
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(ii) Reasonably possible-more than remote but less than likely, or
(ili)Remote - slight chance of occurring
L oss Contingencies
There is uncertainty asto the existence and amounts of loss to be incurred. Examplesinclude
Collectability of receivable (i.e. loss as aresult of failing to collect)
Liabilities for product warranties
Risk of damage to property by fire
Pending or threatened litigation
Selling of receivable or other assets through recourse

To explain their accounting treatment, scrutinize the following table:

Probability as to the existence Contingency can be Contingency cannot be
of loss contingency reasonably estimated Reasonably estimated

(2) Probable Accrued & included in the financia | Not accrued but reported in a note to the
statements financial statements

(2) Reasonably Possible Not accrued, but reported in a note to the | Not accrued, but reported in a note to the
financial statements financial statements

(3) Remote Not accrued, a note to the financial | Not accrued, a note to the financial
statements is permitted but not required statements is permitted but not required

1 Accrual of loss contingencies
As can be seen and implied from the above table, aloss contingency is accrued
(a) Only when it is probable that an asset has been impaired or aliability incurred
(b) The amount of the loss can be reasonably estimated, and
(c) It must be probable that a future event will confirm the existence of the loss
Y ou should have to note that a mere exposure to risk does not require accrual of aloss. For
example, the possibility that injury claims will be made against a business enterprise
doesn’t indicate that an asset has been impaired or that a liability has been incurred,
therefore, it is not going to be accrued.
In some instances, it is difficult to give single amount estimate for the loss contingency.
Instead, a range of loss can be reasonable estimated. With in the range no single amount

appears to be a better estimate than any other amount. The minimum account in the range
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should be accrued, and any additional possible loss is disclosed in the note to the
financial statements. To illustrate, assume that TG Company had a lawsuit on the balance
sheet date but the amount of the damage has not been yet decided. A reasonable estimate
of the compensation is between Br. 300, 000 and Br. 700, 000, no amount in between isa
better estimate than any other is. TG Company records this as follows:
Litigation Loss 300, 000
Liability from litigation 300, 000
The Company also discloses the additional Br. 400, 000 (i.e. Br. 700, 000 — Br. 300, 000) in the
note to the financial statements.
Now let us add examples of accruable loss contingency with their accounting treatment wherever
practical.
Gift Certificates — are sold by retail stores to provide merchandise on some later date. The
amount of liability is equal to the amount advanced by customers. As redemptions are made, the
liability ledger account is debited and a revenue account is credited.
Service Contracts — Household appliances like refrigerator, TV, etc. are sold with their
associated servicing contracts for a specified period of time. The amounts received for such
service contracts constitute unearned revenue that will be earned by performance over the term
of the contract. The actual costs of servicing will be recognized as expenses.
For example, Dire Sets refrigerator service contracts for Br. 200 each on July 1 year 3.
Assume 500 such service contracts are sold and agreeing to service the refrigerator for one
year 50% of the contract revenue is recognized until December 31, of year 3, which is the
end of the fiscal period. Cost of Br. 20, 000 is incurred in servicing the contracts in this
period. The remaining will be serviced in the coming fiscal period.
July 1. Cash (Br. 200 x 500) 100, 000
Unearned Service Contract Revenue 100, 000
Dec. 31. Unearned Service contract Revenue (100, 000 x 0.5) 50, 000
Service Contract Revenue 50, 000
Service contract expenses 20, 000
Inventory, cash, Accrued payrall, etc 20, 000
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Product Warranties — Most business enterprises give warranties to replace or repair a
product if it proves unsatisfactory during some specified time period. Estimating the liability
under product warranty is a very difficult task. There are two alternative ways of recording
such liability.
(1) Recording it at the time of sale
(a) Estimated liability at the time of sale
Product warranty expense XXX
Liability under product warranty XXX
(b) Recording actual costs of servicing customer claims
Liability under product warranty XX
Cash (or Accounts payable, inventories, etc) XX
(2) Not recording it at the time of sale
(a) Estimated liability at the time of sale
No entry
(b) Recording actual costs of servicing customer claims
Product warranty expense XXX
Cash (or Accts payable, inventories, etc)  xxx
(c) Potential claims outstanding are recorded at the end of the accounting period
Product warranty expense XX
Liability under product warranty XX
Coupons — for promotional purposes, coupon is issued which is exchangeable
for prizes such as cash or merchandise. The liability for the issuer is the cost of
the prizes that are expected to be claimed by customers.
For example, assume that in year 5 ABC co. issued coupons that may be redeemed for prizes
costing Br. 5, 000 if al coupons are presented for redemption. Experience indicate only 90%
of the coupon is presented for redemption, therefore the liability is Be. 4, 500 (i.e. Br. 5, 000
x 0.9).
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1 A merchandise for Br. 5, 900 is bought as a prize
Inventory of prize merchandise 5,900
Cash (or Accts payable) 5, 900
"1 ABC co. customers present coupons during year 5 in exchange for prize merchandise
costing Br. 3, 200
Promotional expenses 3,200
Inventory of prize of merchandise 3, 200
1 Adjusting entry for the coupons outstanding (at the end of year 5)
Promotional expenses (4, 500 — 3, 200) 1, 300
Liability for coupons outstanding 1, 300
At the end of year 5, in the current asset, the inventory of prize of merchandise of Br. 2, 700
(5, 900 - 3, 200) is reported. And in the current liability, a liability for coupons outstanding
of Br. 1, 300 is reported. In the income statement a promotional expense of Br. 4, 500 is
reported.
"1 Loss contingencies that are not accrued
Loss contingencies that do not meet the criteria for accrual, but which are at least reasonably
possible as to their existence, are disclosed in the note to the financial statements. The disclosure
should indicate the nature of the contingency and provide an estimate of possible loss, or state
that such all estimates cannot be made. An example of such aloss contingency is alegal action
whose unfavorable outcome is reasonably possible, but a reasonable estimate of loss cannot be
made. Disclosure may not be required for a loss contingency involving law suits not yet filed,
unless it appears probable that the lawsuit will be filed and that an unfavorable outcome is
reasonably possible.
For loss contingency, which are remote as to their existence, disclosure may still be permitted,
but not required. Such contingencies include guarantees of indebtedness of others and

agreements to reacquire receivables that had been sold.
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GAIN CONTINGENCIES - as to the accounting treatments of gain contingencies, the

following table gives you important information

Probability that
contingency exists

Contingency can be
reasonably estimated

Contingency cannot be
reasonably estimated

(1) Probable

Note accrued, except in unusual situations;
disclosure in a note to the financia
statementsis required

Not accrued but reported in a note to the
financial statementsin a manner that does
not give an impression gain is likely

(2) Reasonably Possible

Not accrued, but reported in a note to the
financial statements in a manner that does
not give an impression that realization of
gainislikely

Not accrued, but reported in a note to the
financial statements in a manner that
doesn’t give an impression realization of
gainislikely

(3) Remote

No disclosure required

No disclosure required

Because of conservatism, Contingencies that might result in gains are recorded until the gains are

realized or realizable. Examples of gain contingencies include probable favorable outcome of

litigation and potential future income tax benefits of operating loss carry forwards.

2.7. Presentation of Liabilitiesin the Financial Statements

Two questions arise in connection to the presentation of current liabilities in the balance sheet.

What is the basis of ordering current liabilities?

Current liabilities may be reported in the order of maturity or according to amount

(largest to smallest). These two bases can’t be achieved together, and the compromise is

to rank current liabilities in order of amount (largest to smallest), unless differences in

maturity dates are significant (those maturing shortly after the balance sheet date come

first).

What is the extent of disclosure required for different types of current liabilities?

The extent of disclosure depends on the purpose for which the balance sheet is prepared.

The liabilities for presentation in annual reports are not as detailed as that prepared for

short-term loan application.

@ POST QUESTIONS

1. What are the essential characteristics of liabilities for purposes of financial reporting?
2. What distinguishes current liabilities from long-term liabilities?

3. Bronson Distributors owes a supplier $100,000 on open account. The amount is payable

in three months. What is the theoretically correct way to measure the reportable amount

for thisliability? In practice, how will it likely be reported? Why?
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4. Bank loans often are arranged under existing lines of credit. What isaline of credit? How
does a non committed line of credit differ from a committed line?

5. Banks sometimes loan cash under noninterest-bearing notes. Is it true that banks lend
money without interest?

Summary

Current liabilities are obligations for which payment will require the use of current assets or the

creation of other current liabilities in one year or one operating cycle, if longer.

Certain liabilities are definitely measurable as to their amounts and existence. While others are
dependent on the operating results of the business enterprise to determine the amounts of the
liability such as bonus payable. In other extreme, some other liabilities are uncertain as to their

existence and amounts, such liabilities are known as contingent liabilities.

8=~ Answersto Questions

A. Answersto Activity questions

1. (a) Purchases (1, 000, 000 x 0.98) 980, 000
Trade Accounts payable 980, 000
(b) Trade Accounts payable (700, 000 x 0.98) 686, 000
Purchases Discounts Lost (200, 000 x 0.02) 4, 000
Cash 690, 000
(c) Purchase Discounts Lost (300, 000 x 0.2 x 0.02) 1, 200
Trade Accounts Payable 1, 200
Note — If 80% is estimated to be paid within the discount period, the remaining 20% is
paid after the discount period.
2. * At the end of July, August, September, year 5 Property Taxes expenses 9, 000
there isa prepaid property taxes (for each month) Prepaid property taxes 9, 000
* At the end of October, year 5 Property Taxes Expenses 9, 000
Property Taxes payable 9, 000
* November 15, year 5, payment of the second Property Taxes payable 9, 000
installment of property tax bill Prepaid property taxes (5 x 9, 000)45, 000
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Cash 54, 000
* At the end of November, December-year 5 and
January, February, March-year 6, thereis Property Taxes Expenses 9, 000
aprepaid property taxes (for each month) Prepaid property Taxes 9, 000

B. Answersto post test questions

1. A liability entails the present, the future, and the past. It is a present responsibility, to
sacrifice assets in the future, caused by a transaction or other event that aready has
happened. Specifically, “Elements of Financial Statements,” Statement of Financial
Accounting Concepts No. 6, par. 36, describes three essentia characteristics. Liabilities—
are probable, future sacrifices of economic benefits that arise from present obligations (to
transfer goods or provide services) to other entities that result from past transactions or
events.

2. Liabilities traditionally are classified as either current liabilities or long-term liabilities in
a classified balance sheet. Current liabilities are those expected to be satisfied with current
assets or by the creation of other current liabilities. Usually, but with exceptions, current
liabilities are obligations payable within one year or within the firm's operating cycle,
whichever islonger.

3. In concept, liabilities should be reported at their present values; that is, the valuation
amount is the present value of all future cash payments resulting from the debt, usually
principal and/or interest payments. In this case, the amount would be determined as the
present value of $100,000, discounted for three months at an appropriate rate of interest
for a debt of this type. This is proper because of the time value of money. In practice,
liabilities ordinarily are reported at their maturity amounts if payable within one year
because the relatively short time period makes the interest or time value component
immaterial. Accounting Principles Board Opinion No 21, “Interest on Receivables and
Payables,” specifically exempts from present value valuation all liabilities arising in
connection with suppliersin the normal course of business and due within ayear.

4. Lines of credit permit a company to borrow cash from a bank up to a prearranged limit at
a predetermined, usually floating, and rate of interest. The interest rate often is based on

current rates of the prime London interbank borrowing, certificates of deposit, bankers’
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acceptance, or other standard rates. Lines of credit usually must be available to support the
issuance of commercia paper. Lines of credit can be none committed or committed. A
non committed line of credit allows the company to borrow without having to follow
formal loan procedures and paperwork at the time of the loan and is less formal, usually
without a commitment fee. Sometimes a compensating balance is required to be on
deposit with the bank as compensation for the service. A committed line of credit is more
formal. It usually requires a commitment fee in the neighborhood of 1/4 of one percent of
the unused balance during the availability period. Sometimes compensating balances also
arerequired.

When interest is “discounted” from the face amount of a note at the time it is written, it
usually is referred to as a “noninterest-bearing” note. They do, of course entail interest, but
the interest is deducted (or discounted) from the face amount to determine the cash
proceeds made available to the borrower at the outset and included in the amount paid at
maturity. In fact, the effective interest rate is higher than the stated discount rate because
the discount rate is applied to the face value, but the cash borrowed is less than the face

value.

GLOSSARY

Bonus: Conditiona payment for achieving results better than usual.

Contingency: Uncertainty as to possible gain or loss to a business enterprise that
ultimately will be resolved when a future event occurs or fails to occur.

Current Liability: Obligation for which payment will require the use of current assets or
the creation of other current liabilities in one year or one operating cycle which ever is

longer.

iv. Lien Date: The date the taxes become legal claim against property until a debt on it is
repaid.

V. Refinancing: Replacing short-term debt with either long-term debt or equity securities,
or renewing, extending, or replacing the short-term debt with other short-term debt for
more than one year from the date of the balance sheet.

vi. Warranty: An agreement that obligates the seller or manufacturer to repair or replace a
product within a specified period.
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3.1. AIMSAND OBJECTIVES
The objectives of this chapter are to explain what is included as costs of plant assets as well as
the disposal of plant assets.

After studying this unit, you will be able to:

v

AN N N N NN

AN

v
v
v

understand the classification of long-term operational assets;

distinguish between capital and revenue expenditures,

explain the accounting for setting rid of plant assets;

distinguish among retirements, selling and exchanges;

Explain loss recovered from insurance policy.

understand the concept of depreciation;

be able to apply several depreciation methods and understand the incentives
for choosing them;

appreciate the relationship among depreciation, taxes and cash flows ;
Understand the concept of depletion.

Be familiar with long-term liabilities and how to value them for financia
reporting purposes.

Understand the nature of bonds and how to compute the price of a bond at
issuance.
Know accounting issues underlying Term bonds.

Know accounting issues surrounding issuance of serial bonds.
be familiar with the different ways long-term debt is extinguished

3.1 PLANT ASSET
3.1.1INTRODUCTION
The term plant asset has so many variants like property, plant and equipment, and fixed

assets. The characteristics of plant asset are i) it is tangible — it has a physical existence,

and ii) used in operations for more than one fiscal period-land acquired for speculative

purposes or as afuture building site is not plant assets, it is an investment. In this unit, we

focus over the cost of plant assets, the next unit deals with depreciation a topic, which is
highly related to plant asset’s cost.

On the other hand, Accountants, engineers, appraisers, and economists all define depreciation
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differently, and they probably will continue to do so because each group uses depreciation in a
different context. All agree, however, that most assets are on an inevitable “March to the rubbish
heap”, and some type of write down or write off cost is needed to indicate that the usefulness of
an asset has declined. Depreciation is the term most often employed to indicate that tangible
plant assets have declined in service potential. Where natural resources, such as timber, gravel,
oil, and coal, are involved, the term depletion is employed. The expiration of intangible assets,
such as patents, or goodwill, is called amortization.
3.1.2 Classification of Operational Long-Term Assets
Operational long-term assets are divided into tangible and intangible as it is explained
below:
a) Intangible
Do not have physical existence
Examples, include goodwill, copyrights, patents, trademarks, franchises, etc
The costs of acquired intangible assets amortized over their estimated economic lives.
b) Tangible
They do have physical existence
They are sub classified into plant assets and natural resources
i) acquired for use in operation but they are not incorporated into finished goods as
raw materials do.
Examples of plant assets include land; buildings, machinery, equipment, leasehold
improvements, etc.
Almost al plant assets have limited economic lives. As a result, their cost is
converted to expense over the period of economic lives through the process of
depreciation. The only exception to this limited life feature is land, so land is not
going to depreciate.
i) Natural Resources
These are resources that are going to be exhausted (i.e. finished) through
extraction.
Examplesinclude oil and gas deposits, timber, mineral deposits, etc.
The costs of acquiring and developing natural resources are allocated to expenses
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through a process of depletion.

3.1. 3 Plant assets costs
The costs of acquiring plant assets could be considered as long-term deferral, which is paying in
advance for the future bundle of services going to be enjoyed but delaying to recognize them as

an expense at the time of payment.

Thetotal cost of plant asset is the cash paid, or its equivalent, made to acquire the asset and place
it in operating condition.

As time passed by plant, assets are going to depreciate and you can compute their carrying value
(or book value) which s,
Cost-Accumulated Depreciation
The carrying value could be above or below the current fair value, but to stick to historical cost
concept, what isimportant is their carrying value for financial accounting purposes.

To give moreinsight in to this sub-topic, let us see it from three interrelated dimensions:

A. Capital and Revenue Expenditures

Capital expenditures— initial expenditures that are included in the cost of the plant assets.
Revenue expenditures — expenditures that are treated as current period expenses.
The theoretical test to differentiate capital expenditures from revenue expendituresis the fact that
the service acquired by the costs incurred is going to serve one fiscal period or more. If it is
going to be consumed in one fiscal period, then consider it as revenue expenditures whereas it is

going to be enjoyed for more than one fiscal period, then it is capital expenditures.

Land: — earlier in this unit, we mentioned that land is non-depreciable. The initial cost of land
include such items as the acquisition price, legal fees, escrow fees, title insurance, costs of

surveying, clearing, demolishing unwanted structures, landscaping etc.

The costs incurred to make the land suitable for its intended purposes such as leveling hills and
clearing trees are costs of the land. But we should have to note that land held, as potential
building site is not considered as land but as investment until it is going to be used in operation
later.

Rift Valley UNIVERSITY Center for Distance Education 46
Financial Accounting Il (Acct-302)



Land improvements — some of the land improvements (such as landscaping and drainage) are
as indefinite economic lives as that of land, so included in the land account. However, servers,
streets and sidewalls are not as indefinite as that of land unless the city administration agrees to
replace them. As aresult mixing them with the land may misstate the depreciation expenses.
Buildings — There is a need to differentiate land from building costs, because the latter is
depreciable. We will return to this point later on measurement. As you know, in big buildings
project, certain temporary structures are made through corrugated iron to serve as office or
stores, these costs are part of the building. The costs of liability insurance coverage during
construction are as well part of the building account. However, the costs of tearing down an old
building could be seen from two different angles:

a. If it has been acquired with the land with prior intention of demolishing it to
prepare the land for the new building, it isincluded in the land account.

b. If it is used in operation after acquisition, it is treated as loss on retirement of
old building (Neither part of land nor part of new building, it is periodic
expense)

L easeholds And Leasehold | mprovements — lease is not a much discussed topics in Ethiopia
context although some of the plant assets (especialy land) are only given on lease basis. There
are two parties in the leasing transaction: the lesser, which is the owner, who transferred the right
to use the property to the lessee who enters into contractual obligation to make future rent

payments.

The leased items may be structurally altered by the lessee, which are going to be treated in the
leasehold improvements. Accounting for leasehold improvements by the lessee is comparable
with accounting for similar owned property, except that economic life should be related to the
term of the lease. Unless the lesser pays for the leasehold improvement, the lesser doesn’t record

for the improvement made by the lessee.

Machinery And Equipment - include several items such as furniture, fixtures, Machinery,
vehicles, toals, computers, office equipment, etc.

Interest During Construction Period — There are two opposing view for interest incurred on
money borrowed for construction. There are individuals who advocate interest is the cost of
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finance (i.e. periodic interest expense), not a cost of obtaining asset services. Others support the

view that it is cost of acquiring future asset services (i.e. Part of the plant assets).

The interest to be capitalized is the portion of interest cost during the acquisition period that
could have been avoided if the asset had not been acquired.
The acquisition period begins when al the following three conditions are met:
1) expenditures for specific assets have been incurred
2) activitiesto prepare the asset for use arein progress
3) interest cost is being incurred
The capitalization of interest is going to end when the asset is completed and ready for use. From

then on wards it is periodic expense.

X ACTIVITY QUESTION -1

1. Ethio Company constructed a four stories building. The construction activity started on
April 1, and the building completed on Dec. 31. On April 1, the company borrowed Br.
600, 000 at 12% for 10 years for constructing the building. Additionally it uses Br. 300,
000 from its general borrowings of Br. 5, 000, 000 at 8% for the construction purposes.
You are required:

(i) to calculate the amount of interest to be capitalized
(i1) to make the necessary Journal entries to show the interest capitalization.

B. Measurement of Plant Assets Costs
Sometimes the method of acquisition obscures the acquisition price. In this case the question of —

How isthe cost of plant assets measured? — arises

Cash Discounts — When you purchase a plant asset if a discount is offered, record the plant asset
net of discount.

Securities Issued In Exchange For Plant Assets — sometimes corporation issues shares of its
common stock for plant asset. Here you are going to face the problem of determining the current
fair value of i) the plant assets, and

ii) the common stock
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The determination of the current fair value of plant assets could be substantiated by evidence
than the fair value of common stock. To illustrate this paint, if equipment that was appraised Br.
350, 000 is acquired in exchange for 3, 000 shares of Br. 100 par common stock, the exchange is

recorded
Equipment 350, 000
Common Stock, 100 par (3, 000 x Br. 100) 300, 000
Paid-in capital in Excess of par 50, 000

Plant Assets Acquired By Gift — Federal or regional governments are at a time give plant assets
to business organization in the form of gift. One might argue since the business organization
doesn’t incur cogt, it should not have to be recorded at its current fair value. To illustrate this
point, the Somalia Regional state offer to TG PLC a land with current fair value of Br. 500, 000
as an incentive to invest, in return TG Plc is going to create a job opportunity for 50 individuals.
How do you record this transaction?
Land 500, 000
Donated Capital 500, 000

Lump Sum Acquisitions — Two or more plant assets may be acquired by making a single
negotiated payment. Especially a building is acquired with the land on which it is built. The
single sum paid should be allocated between land and building, because the latter is depreciable.
For example, a building with its associated land is acquired for Br. 600, 000. How could we
apportion the Br. 600, 000 between land and building? We should have to seek a more objective
evidence of relative values such as valuation for property tax purposes. If the assessed valuation
for property tax purposesis Br. 330, 000 for the building and 220, 000 for the land, the lump sum
payment of Br. 600, 000 is apportioned by developing ratios,

Building Land Total
Assessed valuation Br. 330, 000 Br. 220, 000 Br. 550, 000
Relative values 60% 40% 100%
Cost Allocation 360, 000 240, 000 600, 000
Land 240, 000
Building 360, 000
Cash 600, 000
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Deferred Payment Contracts — Payment for plant assets are often made over an extended
period of time. As a result, there is a need to consider the time value of money (it has been
discussed in earlier chapter). For example, machinery is acquired through a contract, which call
for Br. 20, 000 payment each at the end of the coming eight years. The implied interest in the
contract is 10% per annum. On acquisition date, we can’t record it at Br. 160, 000 (Br. 20, 000 x
8), because the present value of ordinary annuity concept is ignored. From the table the present
value of 8 equal payments of Br. 1 at 10% is Br. 5, 335. Therefore PV = Br. 20, 000 x 5, 335 =
Br. 106, 700

At the date of acquisition

Machinery 106, 700
Discount on Equip contract payable 53, 300
Equipment contract payable 160, 000
1% payment at the end of the year
Equipment contract payable 20, 000
Cash 20, 000
Interest expense (106, 700 x 0.1) 10, 670
Discount on equip contract payable 10, 000

XACTIVITY QUESTION -2
1. Record the second payment at the end of the second year.

C. Cost incurred after initial acquisition
Up to now, we emphasize the cost incurred for the plant assets at the initial acquisition stage. But
some expenditure, like repairs, are made after initial acquisition. Once again, the controversy of
revenue versus capital expenditures arises. The rule of thumb, at least academically, is
expenditures that result in additional asset services, more valuable asset services, or extension of
economic life are capitalized whereas expenditures to maintain plant assets in good operating
condition; such as ordinary repairs, are recognized in the current period expenses. Capita
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expenditures could be categorized as follows,

Additions — expenditure for new plan asset or an extension of an existing asset. As an example
addition is going to be debited to respective plant asset accounts, it doesn’t bring any new

problem not mentioned above in this chapter.

I mprovements/Renovation — it could be seen from three different angles
1. Tothe extent that renovation involves the substitution of a new part for an old one, the proper
accounting is to remove the cost of the old part with its accumulated depreciation and to

substitute the cost of the new part.

To illustrate, Almaz Plc bought Machinery for Br. 400, 000 from Turkey, of which Br. 80, 000 is
estimated to be the cost of the power control unit of the machinery. The machinery has estimated
economic life of 25 years but the power unit is replaced every ten years. Now assume that at the
end of the ninth year, the power unit is replaced with apparatus that are more powerful for Br.
120, 000. The new power unit is expected to serve for 15 years. How do you record the

replacement?

Solution, in the first place the machinery and the power unit should have separated accounts of
their own and depreciated, let’s say on straight-line basis, to their respective economic lives.

Therefore, at the end of year nine close those accounts related to old power unit and record the

new one.
Loss on Retirement of power unit 8, 000
Accumulated Depreciation of power unit (80, 000 x 9/10) 72, 000
Power unit 80, 000
Power unit 120, 000
Cash 120, 000

2. A capital expenditure that improves the efficiency of plant assets without prolonging its
economic life is debited to the plant asset and depreciated over the remaining economic life
of the asset.

3. If the capital expenditure extends the economic life of the plant assets, it should have to be

debited to Accumulated Depreciation. Because some of the service potential previously
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written-off has been restored.

3.1.4 Disposal of Plant Assets
There are three modes of disposing a plant asset: retiring, selling and exchanging. Two things
should have to be taken into account at the time of disposing a plant asset:
1) Updating the accumulated depreciation
2) Removing from the accounting records all ledger account balances relating to the
plant assets

A. Retirements and Selling
To illustrate, machinery was acquired for Br. 250, 000 and it has a useful life of 10 years with no
salvage vaue. Assume straight-line method of computing depreciation. Analyze the following
independent cases:
Cast (1) the machinery retired at the end of its useful life.
Accumulated Depreciation 250, 000
Machinery 250, 000

Conclusion — no gain or loss is recognized in retirement of fully depreciated plant assets

with out receipts of any proceeds.

Case (2) the machinery retired without proceed after eight and half year of services

Accumulated Depreciation 212,500
Loss on Retirements 37,500
Machinery 250, 000

Conclusion — Loss is recognized
Case 3) the machinery is sold for Br. 25, 000 after eight and half year of services

Cash 25, 000
Accumulated Depreciation 212,500
Lossonsae 12, 500
Machinery 250, 000
Conclusion — again or loss is recognized on sale of plant assets with some recovery of net
residual value.
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B. Exchanges
The exchange could be carried out with:
< Similar plant assets - in this case athough loss is always recognized, the recognition of
gain is not allowed unless cash is involved. The latter case is explained below. This
complexity isthe result of the fact that the earning process has not yet been compl eted.
= Dissimilar plant assets — Here both the gains and losses are fully recognized. Because
the earning process is completed. For example, a building that cost Br. 300, 000 could be
exchanged for machinery with current fair value of Br. 350, 000, here Br. 50, 000 gainsis
recognized
Now, let us explain the exchange of similar plant assets with examples. An old plant asset
with cost of Br. 30, 000 and accumulated depreciation of Br. 25, 000 is exchanged for
similar plant assets. Detailed information is given in each of the following cases.
)  Non-monetary exchange — which is when no cash is involved in the exchange.
Two of its cases are shown below:
a) Exchanged for new plant asset with current fair value of Br. 3, 000.

Plant Asset (New) 3,000
Accumulated Depreciation 25, 000
Loss on Exchange 2, 000
Plant Asset (old) 30, 000

Conclusion - loss is fully recognized
b) Exchanged for new plant asset with current fair value of Br. 10, 500

Plant Asset (New) 5, 000
Accumulated Depreciation 25, 000
Plant Asset (Old) 30, 000

Conclusion — a gain of Br. 5, 500 (i.e. 10, 500 — 500) is not recognized because the
earning process is not compl ete.
1) Exchangewhere money aswell isinvolved
Case a and b below show when cash is paid or received but loss arises as with current
fair value
a) Old plant asset with current fair value of Br. 2, 300 (although its book value is Br. 5, 000)
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and acash of Br. 1, 200 is paid to get new plant assets.

Plant Asset (New) 3,500 (Br. 2,300 i.e. FV of old + Br. 1, 200 i.e Cash paid)
Accumulated Depreciation 25, 000
Loss on Exchange 1, 500

Plant Assets (old) 30, 000

b) Theold plant asset with current fair value of Br. 4, 000 is exchanged for new plant assets and
Br. 400 isreceived in addition

Cash 400
Plant Asset (New) 3,600 (Br. 4000 i.e. FV of old - Br. 400 i.e cash received)
Accumulated Depreciation 25, 000
Loss on Exchange 1, 000
Plant Asset (Old) 30, 000

Conclusion - loss is recognized whenever it arises
Cases C and d show when gain arises as a result of exchange of similar plant assets. To see

whether gain is recognized or not let’s proceeds.

¢) An old plant asset with current fair value of Br. 10, 200 and additional Br. 800 is paid to

acquire similar new plant asset.

Plant Asset (new) 5, 800 (Br. 5, 000 i.e. Book value of old + Br. 800 i.e cash paid)
Accumulated Depreciation 25, 000

Plant Asset (old) 30, 000

Cash 800

Conclusion — A gain of Br. 5, 200 (Br. 10, 200 i.e. FV of old — Br. 5, 000 i.e. BV of old)
has not been recognized. Because here cash is paid not received. The latter
iIsexplained in case D.
d) Anold plant asset with current fair value of Br. 10, 000 has been exchanged for similar new
plant asset and Br. 800 is received in addition.

Cash 800
Plant Asset (New) 4, 600 (i.e. Br. 5, 000 i.e BV of old + Br. 400 i.e pain  recognized —
Br. 800 i.e. cash receive)
Accumulated Depreciation 25, 000
Plant Asset (old) 30, 000
Gain on Exchange 400
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Conclusion — part of the gain is recognized by the cash receiving party, which is calculated as,

Cash Received
Total fair value of old plant asset

Gain Recognized = Total gain x

In our example, the total gain is Br. 5, 000 (Br. 10, 000 i.e. FV of old - Br. 5, 000 i.e book value
of old). Therefore,
Br.800
Gain recognized = Br. 5,000 x Br-10.000 = g; 400

3.1.5. Insurance on Plant Asset

Plant assets are insured for possible losses as a result of insurable events such as theft and fire.
Losses are going to be recovered based on the current fair value of the asset destroyed.

The amount of insurance carried on an asset should never exceed the current fair value of the
asset, because the amount recovered never exceeds the current fair value of the asset. If the plant
asset is not sufficiently insured, the insured (the one who has protected his plant asset by
insurance) is co insuring the assets with the insurance Company. If an asset with current fair
value of Br. 50, 000 isinsured for only Br. 35, 000, the remaining Br. 15, 000 would be covered
by the insured in the event of full destruction.

1 Coinsurance Clause — The owner of plant asset would like to cover most losses with
minimum cost coverage. For example, a building with current fair value of Br. 250, 000 is
only insured for Br. 100, 000. If afire damage causes Br. 50, 000 losses on the building, the
owner would like to be compensated fully. But this thought is wrong, the insurer prevents it
by adding co insurance clause. A co-insurance clause requires that an asset be insured for a
specified minimum amount; say 80% of the current fair value, to fully recover losses up to
the insurance coverage. Otherwise, the insured has co-insured with the insurance company,
even if the lossesis less than the insurance coverage.

To illustrate this point, |et’s see the following example:
Carrying amount of building damaged by fire (Br. 350, 000 i.e. — Br. 200, 000 i.e.

(Cost - accumulated Dep..)Br. 150, 000
Insurance Coverage (i.e. Policy bought) Br. 100, 000
Current fair value of the building at the date of the fire Br. 250, 000
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Co-insurance requirement (80% the current fair value) — 250, 000 x 0.8 Br. 200, 000
Amount of the loss Br. 50, 000

Required — How much of the Br. 50, 000 loss is going to be covered by the insurance company?
— The following simple formula gives the answer,

Insurance Coverage
Co- Insurance Requirements

X Amount of loss
Br.100,000
Br.200,000 y gy, 50, 000 = Br. 25, 000
Note — If insurance is carried equal to or in excess of the amount required by the co-insurance
clause, any loss up to the face amount of the policy is fully recoverable; it loss than the required
amount of insuranceis carried, the loss is absorbed in part by the insured.
Two or More Insurance Policies
A plant asset could be insured by two or more insurer. The analysis could be carried out through
two groupings:
2) Any loss is shared by the insurance companies in proportion to the amount of
insurance written by each company if
a) Thereisno co-insurance clause, or
b) Two policies contain the same co-insurance requirements
3) If the two policies contain different co-insurance clauses, the co-insurance

formulais applied to each policy separately.
*Activity Question -3

1. A building with current fair value of Br. 600, 000 is insured under two policies as follows:
Policy X : Br. 250, 000 (from Awash Insurance)
Policy Y : Br. 250, 000 (from Nyala Insurance)
A fire causes a damage of Br. 450, 000 to the building; compute the loss to be recovered from
each policies under each of the following independent assumptions:
(a) Thereis no co-insurance clause in the policies
(b) An 80% co-insurance clause in both policies
(c) A co-insurance clause of Awash is 90% while that of Nyalais 80%
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3.2DEPRECIATION AND DEPLETION

3.21INTRODUCTION
Accountants, engineers, appraisers, and economists all define depreciation differently, and they

probably will continue to do so because each group uses depreciation in a different context. All
agree, however, that most assets are on an inevitable “March to the rubbish heap”, and some type
of write down or write off of cost is needed to indicate that the usefulness of an asset has
declined. Depreciation is the term most often employed to indicate that tangible plant assets have
declined in service potential. Where natural resources, such as timber, gravel, oil, and coal, are
involved, the term depletion is employed. The expiration of intangible assets, such as patents, or
goodwill, is called amortization.

3.2.2 Factorsin the Estimation of Periodic Depreciation

& pretest

Before a pattern of charges to revenue can be established, three basic questions must be
answered:
1. What depreciable basisis to be used for the asset?

2. What isthe asset’s useful life (Economic life)?

3. What method of cost allocation is best for this asset?

a. Depreciable Base for the Asset

The base established for depreciation is a function of two factors: the original cost and salvage or
disposal vaue. We discussed historical cost in unit 4. Salvage value is the estimated amount that
will be received at the time the asset is sold or removed from service. It is the amount to which
the asset must be written down or depreciated during its useful life. To illustrate, if an asset has a
cost of Br. 10, 000 and a salvage value of Br. 1, 000, its depreciable base or depreciable cost is
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Br. 9, 000 (Br. 10, 000 — Br. 1, 000). From a practical standpoint, salvage value is often
considered to be zero because its valuation is small. Some long-lived assets, however, has

substantial values.

The scrapping or removal of plant assets such as buildings, structures, and heavy equipment may
involve substantial costs in the year of retirement. Theoretically, removal costs should be
estimated and included in the depreciation base. The inclusion of removal costs in the
depreciation base means that the entire cost involved in obtaining services from plant assets will
be allocated to the revenue generated by the assets, without regard to the timing of the
expenditure. In practice, however, removal costs may be either disregarded or netted against the
estimated residual value of the assets. The depreciable base for a plant asset thus becomes:

Depreciable base = Cost — Estimated salvage value (net)

b. Estimate of Economic Life

The economic life of a plant asset is the total units of service expected to be derived from the
asset. Accountants commonly measure economic life of a plant asset in terms of time units, for
example, months or years. Economic life of a plant asset also may be measured in terms of
output or activity, expressed in such physical units as miles, or machine-hours. Forces that tend
to limit the economic life of a plant asset should be considered in the determination of the type of
unit of service to use for a specific asset or group of assets. The cause of a decrease in economic
life may be divided into physica deterioration (including causalities), and functional or
economic factors.

Physical deterioration results largely from wear and tear from use and the forces of nature. These
physical forces terminate the usefulness of plant assets by rendering them incapable of
performing the service for which they were intended and thus set the maximum limit on
economic life. Unusual events such as accidents, floods, and earthquakes also serve to terminate

or reduce the economic life of plant assets.

Functional or economic factors may render a plant asset that is in good physical condition no
longer useful because it is not economical to keep the asset in service, or because of legal or
income tax considerations related to the use of the asset. Two primary causes of functional

depreciation are obsolescence and inadequacy obsolescence refers to the effect of innovations
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and technological improvements on the economic life of a plant assets. Inadequacy refers to the
effect of growth and changes in the scale of a business operation in terminating the economic life
of plant assets.

The choice of an appropriate unit of economic life of a plant asset also requires a determination
of the causes of depreciation. The objective is to choose the unit most closely related to the cause
of service exhaustion. When the economic life of a plant asset is limited largely by the effect of
physical deterioration, a unit that reflects physical use of the asset is appropriate. For example,
hours of service might be chosen as the unit of economic life of an electric motor; or miles of
service for a truck. In contrast, the physical deterioration that limits the economic life of
buildings probably is related more closely to the passage of time than to usage. Thus, an

estimated economic life in terms of yearsis more appropriate for buildings.

3.2.3 Depreciation M ethods
When the economic life of a plant asset has been estimated, and its depreciation base established,
there remains the problem of determining the portion of cost that will expire with each unit of
economic life. There are two major variables to be considered in reaching a solution to this
problem the:
1. quality of services used may be equal or may differ during each accounting period of
economic life.
2. cost of various units of service may be equal or may differ during each accounting period
of economic life.
There are several depreciation methods that attempt to recognize those factors in varying
degrees. They may be classified as follows:
1. Straight-line method
2. Accelerated methods
a. Declining-balance method
b. Sum-of-the-years’-digits method
3. Units-of-output method
4. Special depreciation methods
- Inventory method
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- Retirement and replacement method
- Group and composite method
- Compound interest method

|. Straight-line Method

The straight-line method is based on the assumption that a plant asset declines in usefulness at a

constant rate. The straight-line method relates depreciation directly to the passage of time rather

than to the asset’s use, resulting in a constant amount of depreciation recognized per time period.

The formulafor computing periodic straight-line depreciation is:

Cost - Residual Value(net)
Years of estimated Economic Life

Annual straight-line depreciation =

To illustrate the straight-line method of depreciation, assume that a machine is acquired on
January 2, 1990 for Br. 7, 000 and that the net residual value of the machine at the end of four
years of economic life is estimated at Br. 1, 000. The depreciation expense of the machine over

its economic lifeis:
Br.7,000- Br.1,000 _ Br.6,000

Annual depreciation expense = 4 4 =Br. 1,500
At the end of each year, depreciation expense of this machine is recorded as follows:
Depreciation Expense..............ccccvveene...1, 500
Accumulated depreciation-machine................ 1, 500

*Activity Question -4
1. Given thefollowing datafor Jupiter Company for equipment.

Acquisition cost, January 1, 1995.................. Br. 6, 600
Residual value..........ccocoiiiiii i e 600
Estimated Economic life............ccooiiiiiiiannns 5years

Compute depreciation expense for 1995 using straight-line method?
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II. Accelerated Method

The assumption that plant assets yield either a greater quantity of service or more vauable
service in early years of their economic life has led accountants to devise methods of
depreciation that result in larger amounts of depreciation in early years of economic life, and
smaller amounts in later years. The three most widely used accelerated methods of depreciation

are.

i. Declining-Balance M ethod

This method utilizes a depreciation rate (expressed as a percentage) that is some multiple of the
straight-line method. For example, the double declining rate for a 10-year asset would be 20%
(double the straight line rate, which is 10%). The declining-balance rate remains constant and is
applied to the reducing book value each year. Unlike other methods, in the declining-balance
method the salvage value is not deducted in computing the depreciation base.

The declining-balance rate is multiplied by the book value of the asset is reduced each period.
Since the book value of the asset is reduced each period by the depreciation charge, the constant
declining-balance rate is applied to a successively lower book value that results in lower
depreciation charges each year. This process continues until the book value of the asset is
reduced to its estimated salvage value, at which time depreciation is discontinued. As indicated
above, various multiples are used in practice, such as twice (200%) the straight-line rate (double-
declining-balance method) and 150% of the straight-line rate etc.

To illustrate, assume that ABC Company recently purchased crane for digging purposes.
Pertinent data concerning the purchase of the crane are:

Costof Crane.......c.covvvvvieiinnnnn Br. 500, 000
Estimated Economic life..................... 5 years
Estimated salvage value....................Br. 50, 000
Productivelifeinhours................ccevv......30, 000 hours.
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Using the doubles declining approach the depreciation expense per year is as follow:

Book value of Accumulated  Book value
Year Asset at beginning of year Rate Dep". Expense Dep". End of year
1 Br. 500, 000 40% Br. 200, 000 Br. 200,000  Br. 300, 000
2 300, 000 40% 120, 000 320, 000 180, 000
3 180, 000 40% 72, 000 392, 000 108, 000
4 108, 000 40% 43, 200 435, 200 64, 800
5 64, 800 40% 14, 800 450, 000 50, 000

Limited to Br. 14, 800 because book value should not be less than salvage value.

ii. Sum-of-the-years’-Digits M ethod

This method results in a decreasing depreciation charges based on a decreasing fraction of
depreciable cost (original cost less salvage value). Each fraction uses the sum of the years as a
denominator and the number of years of estimated life remaining as of the beginning of the year

n(n+1)

as a numerator. The denominator is calculated a 2 where n is the economic life of the
asset.

In this method, the numerator decreases year by year although the denominator remains constant.
At the end of the asset’s useful life, the balance remaining should be equal to the salvage value.
Using the data for ABC Company above, the depreciation expense per year is calculated as

follows:

Depreciation  Remaining life Depreciation  Depreciation  Book value

Year Base inyear Fraction Expense End of year

1 Br. 450, 000 5 5/15 Br. 150, 000 Br. 350, 000

2 450, 000 4 4/15 120, 000 230, 000

3 450, 000 3 3/15 90, 000 140, 000

4 450, 000 2 2/15 60, 000 80, 000

5 450, 000 1 115 30, 000 50, 000

n(n+l) 5(5+1) 5(6)
2 = 2 2 =15

N.B The depreciation rate under the sum-of-years’-digits-method should be used for one full
year (12 months)
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*Activity Question -5
1. A plant asset Cost Br. 56, 000, had an economic life of 8 years, and an estimated net residual

value of Br. 2, 000.
a. Compute depreciation Expense for the first year of economic life under the sum-of-the-
years’-digits method of depreciation
b. Assume that this asset was acquired on April 1, 1990. Compute depreciation expense for
the full year ended Dec. 31, 1991, under the sum-of-the-years’-digits method of
depreciation.

[11. Units-of-output method

This method assumes that depreciation is a function of use or productivity instead of the passage
of time. The life of the asset is considered in terms of either the output it provides (units it
produces), or an input measure such as the number of hours it works. Conceptually, the proper
cost association is established in terms of output instead of hours used, but often the output is not
easily measurable. In such cases, an input measure such as machine hours is a more appropriate

method of measuring the birr amount of depreciation charges for a given accounting period.

For ABC Company above, if the crane is used 4, 000 hours the first year, the depreciation charge

is

(Cost lesssalvage value)
Total estimated hours

Depreciation expense =
Br.500,000 - Br.50,000
= 30,000 X 4, 000

X Hours this year

= Br. 60, 000

The major limitation of this method is that it is not appropriate in situations in which
depreciation is a function of time instead of usage. For example, a building is subject to a great
deal of steady deterioration from the elements (time) regardiess of its use. In addition, where an
asset is subject to economic or functional factors, independent of its use, the units-of-output
method losses much of its significance. For example, if a company is expanding rapidly, a

particular building may soon become obsolete for its intended purposes (function).
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*Activity Question -6
1. Describe asituation in which the use of the output method of depreciation is appropriate.

V. Special Depreciation M ethods

Sometimes an enterprise does not select one of the more popular depreciation methods because
the assets involved have unique characteristics, or the nature of the industry dictates that a
specia depreciation method be adopted. Generally, these systems can be classified into five

groups:

I. Inventory methods

The inventory method is used to value small tangible assets such as hand tools or utensils. A tool
inventory, for example, might be taken at the beginning and at the end of the year; the value of
the beginning inventory plus the cost of tools acquired for the year less the value of the ending
inventory provides the amount of depreciation expense for the year. This method is appealing

because separate depreciation schedules for the assets in use are impractical.

ii. Retirement and Replacement M ethods

The retirement and replacement methods are used principally by public utilities and railroads that
own many similar units of small value such as poles, conductors, and telephones. The purpose of
these approaches is to avoid elaborate depreciation schedules for individual assets. The
distinction between the two methods is that the retirement method charges the cost of the retired
asset (less salvage value) to depreciation expense; the replacement method charges the cost of
units purchased less salvage vaue from the units replaced to depreciation expense. In the
replacement method the original cost (sometimes called aborigina cost) of the old assets is

maintained in the accounts indefinitely.

To illustrate these two methods, let us assume that the transmission lines of DAF Company
originally cost Br. 1, 000, 000 and that 8 years later lines costing Br. 150, 000 are replaced with
lines having a cost of Br. 200, 000. Any salvage value from the old transmission lines is
considered a reduction of the depreciation expense in the period of retirement or replacement
under both methods. Neither makes use of an accumulated depreciation account.
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Entries under Retirement and Replacement Methods

Retirement method Replacement method

Installation of lines— 1990

Plant assets-lines................1, 000, 000 Plant assets-lines-1, 000, 000
Cash.........oeeviiienennnen.n.1, 000, 000 Cash............1, 000, 000

Retirement of old asset — 1998

Depreciation Expense 150, 000 no entry
Plant assets-lines............... 150, 000

Cost of new asset — 1998:

Plant assets-line........... 200, 000 Depreciation Expense — 200, 000
Cash......................200, 000 Cash.......coceveeeenn, 200, 000

iii. Group and Composite M ethod

Depreciation methods are usually applied to a single asset. In certain circumstances, however,
multiple-asset accounts are depreciated using one rate. Two methods of depreciating multiple-
asset accounts are employed: the group method and the composite method. The term group refers
to acollection of assetsthat are similar in nature; composite refer to a collection of assets that are
dissmilar in nature. The group method is frequently used where the assets are fairly
homogeneous and have approximately the same useful lives. The composite approach is used

when the assets are heterogeneous and have different lives.

The average depreciation or composite rate is determined by dividing the depreciation per year
by the total cost of the assets.

Iv. Interest method of Depreciation

For many years, the annuity and sinking fund methods of depreciation have received attention
from accounting theorists because of their focus on cost recovery and rate of return on the
investment in depreciable plant assets. A depreciable plant asset represents a bundle of future
services to be received periodically over the economic life of the asset. The cost of such an asset
may be viewed as the present value of the equal periodic rents (services) discounted at a rate of
interest consistent with the risk factors identified with the investment in the plant asset.
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1. Annuity method
This method is appropriate when the periodic cost (depreciable) of using along-lived plant asset
is considered to be equal to the total of the expired cost of the asset and the implicit interest on
the un recovered investment in the asset. Depreciation expense is debited and accumulated

depreciation and interest revenue are credited periodically.

2. Sinking-Fund Method
This method might be used when a fund is to be accumulated to replace a plant asset at the end
of its economic life. Under the sinking-fund method, the amount of annual depreciation expense
is equal to the increase in the asset replacement fund. The increase in the fund consists of the
equal periodic deposits (rents) plus the interest revenue realized at the assumed rate on the

sinking-fund balance.

To illustrate the annuity method and sinking-fund method of depreciation, assume that a trunk
with an economic life of five years and a net residual value of Br. 42, 117.50 is acquired for Br.
500, 000 at beginning of year 1.

Assume aso that the fair rate of interest for this type of investment is 10% compounded
annually.
Required: A) using annuity method
1. Compute the yearly depreciation expense using the annuity method.
2. Prepare asummary of annuity method of depreciation.
3. Present the journal entriesto record depreciation at the end of year 1
A. Using the annuity method.
B. Using sinking-fund method
4. Compute the yearly sinking-fund deposit using the sinking fund method of depreciation.
5. Prepare asummary of sinking-fund method of depreciation.
6. Present the journal entries to record depreciation using the sinking-fund method of

depreciation for years 1 and 2
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Solution:
1. Annual depreciation expense under annuity method.

Cost of asset less present value of net residual value
Present value of ordinary annuity of 5 rents of 1at 10%

Depreciation =
Br.500,000 - (Br.42,117.50x0.620921)
= 3.790787
= Br. 125, 000
2. Summary of annuity method of depreciation.
Implicit interest  Credit to Accumulated Balance of Carrying
Year Dep”. Expense revenue Dep”. Account accumulated amount of
Dep”. Account Truck
0 Br. 500, 000
1 125, 000 50, 000 Br. 75, 000 Br. 75, 000 425, 000
2 125, 000 42,500 82, 000 157, 500 342, 500
3 125, 000 34, 250 90, 750 248, 250 251, 750
4 125, 000 25,175 99, 825 348, 075 151, 750
5 125, 000 15, 192.50 109, 807.50 457, 882.50 42, 117.50
Tota Br. 625, 000 Br. 167, 117.50 Br. 457, 882.50

3. Journal entries under the annuity method

Year 1: Depreciation expense................. 125, 000
Interest Revenue........................ 50, 000
Accumulated depreciation............. 75, 000

B. Sinking-fund method
4. Yearly sinking-fund deposit

Cost of asset less net residual value
— Amount of ordinary annuity of 5rents of 1at 10%

Br.500,000 - Br.42,117.50
6.1051

Br. 75, 000
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5. Summary of sinking-fund method of depreciation

Annual Interest Total fund Fund Dep™. Balance of Carrying
Year Deposit revenue Increase Balance Expense Acc. Dep™ amount
Of Truck
0 Br. 500, 000
1 Br. 75, 000 - Br.75,000 Br.75000 75000 Br. 75,000 425, 000
2 75,000 Br.7,500 82,500 197,500 82,500 157, 500 342, 500
3 75, 000 15, 750 90, 750 248,250 90, 750 248, 750 251, 750
4 75, 000 24,825 99, 825 348,075 98,825 348, 075 151, 925
5 75, 000 34,807.50 109,807.50 457,882.50 109, 807.50 457,882.50 42,117.50

6. Journal entries under the sinking fund method.

Year 1: Sinking fund..................... .ol 75, 000
Depreciation expense......................75, 000
Accumulated Depreciation..................... 75, 000
Year 2: Sinking fund...............................82, 500
Depreciation Expense.....................82, 500
Interest revenue. ..........cocooviiiiiii i en 7, 000
Accumulated Depreciation..................... 82, 000

3.2.4 Depreciation Methods and M anagement Decisions
Plant assets play a large part in the productive process. It is easy to see that the cost of direct
material and direct labor becomes a part of finished product. It is not always so clearly

recognized, however, that a business enterprise also sells the services of the plant assets used to
manufacture and market its products.

The importance of depreciation stems from the various management decision that are affected by
it. To the extent that depreciation is a significant part of operating costs, and that operating costs
are relevant in business decisions, the relative importance of various depreciation methods are
significant in decisions relating to measurement of net income and impact of inflation,
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computation of income taxes payable, and investment capital.

The purpose of depreciation accounting is to measure the amount that must be recovered from
revenue to compensate for the portion of plant asset cost that has been used up. This idea is
embodied in the phrase maintenance of capital, which often is used in relation to income
measurement. During an inflationary period, any depreciation method based on historical cost
tends to understate the amount of capital consumed (depreciation). Thus, a part of reported net
income essentially represents return of capital-users of financial statements should consider this
shortcoming in the traditional income measurement model and should make appropriate

adjustments to restate depreciation and net income in terms of current cost of plant assets.

Probably the strongest influence on depreciation policy is the income tax law. The direction of
the influence is toward rapid depreciation deductions. Depreciation expense reduces taxable

income and income tax expense.

The two most important questions relating to the role of depreciation in a capital investment
decisions are: Is depreciation a relevant cost in the decision? How does depreciation affect the
cash flows from the investment? In essence, two kinds of costs are relevant to the decision to
invest capital in productive assets: future costs (costs that will be incurred as the result of the
decision) and incremental costs (costs that will change as the result of the decision). The expense
represented by depreciation on existing plant assets is attributable to an investment mode at some
time in the past. Except to the extent that an existing plant asset may be sold and some portion of
the past investment recovered, no present decision can change the amount of cost that has been

sunk into that part. Thus depreciation often has been referred to as a sunk cost.

Investment decisions are frequently made on the basis of the expected rate of return on the
investment. In the computation of rate of return, net cash flow from the investment generally isa
more useful concept than net income from the investment. Depreciation expense does not
generate cash directly; it is an expense that does not reduce cash, but is deducted to compute
taxable income. Thus, depreciation expense indirectly generates larger cash flows form
operations by reducing income taxes. For this reason, depreciation is viewed as a powerful
instrument for increasing cash flows and reducing the pay back period (the number of years

required to recover on investment in a plant asset) on new investments in plant assets.
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*Activity Question -7
1. The composite depreciation method:

A) Isapplied to a group of homogeneous plant assets?

B) Isan accelerated method of depreciation?

C) Disregard net residua value. In the computation of the depreciation base

D) Does not involve the recognition of a gain or loss on the retirement of an individual

plant asset of the group.

3.2.5. Depletion of Natural Resources
Depreciable plant assets usually retain their physical characteristics as they are used in
operations. In contrast, natural resources in essence are long-term inventories of material that
will be removed physically from their sources. In either case whether accountants are dealing
with a “bundle of services” or a “store of material” — the basic problem is to determine the cost
of the units of services or material that are consumed during each accounting period. The portion
of the cost (or other valuation) assigned to property containing natural resources that is

applicable to the units removed from the property is known as depl etion.

The Depletion Base

The depletion base of property containing natural resources is the acquisition cost less the
estimated net residual value of the property after the resource have been removed. The estimated
cost of dismantling, abandoning, or restoring the property is taken into account in the
determination of the net residual value of the property.

Acquisition cost of a natural resource includes the price paid for the property and legal fees,

broker’s fees, and other feesincurred to acquire the property.

Estimate of Recoverable Units

The estimate of economic lives for plant assets is arelatively simple undertaking compared with
the estimate of recoverable units of natural resources. The recoverable deposit of a natural
resource should be measured in units of desired product, such as an ounce of silver or a pound of

copper rather than in units of mined product, such as aton of raw ore.

The most widely method of depletion for financial accounting is the output (units-of-production)
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method, which produces a constant depletion charge per unit of the natural resource removed. To
illustrate, assume that early in year 7, LG Company acquired mining property for Br. 720, 000. It
is estimated that there are 1.2 million recoverable units of the natural resource, and that the land
will have a net residual value (after restoration costs) of Br. 60, 000 when the resource is
exhausted. The depletion per unit of output is computed as follows:

Cost - net residual value
Estimated total recoverable units

Depletion =

Br.720,000 - Br.60,000
- 1,200,000 units

= Br. 0.55 per unit
If LG Company removed 300, 000 units of the natural resources from the ground in year 7, the
journal entry to record depletion is as follows:
Depletion (300, 000 X Br. 0.55).......cccvevieiinnnnnnn. 165, 000
Accumulated depletion of mining property............... 165, 000

Buildings and equipment used to remove natural resources may have an economic life shorter
than the time required to complete the removal, in which case the depreciation of these assets
should be recorded over their economic lives. Otherwise, depreciation is computed by the output
method, similar to the computation of depletion.

The amount of cost depletion is included in the cost of the inventory of the natural resource and
IS recognized as an expense (cost of goods sold) only when the inventory is sold.

When additional costs are incurred in the development of mining properties or estimates of
recoverable units are revised, the depletion rate is computed by dividing the carrying amount
(cost less accumulated depletion, less net residual value) of the mining property (including any

additional development costs) by the new estimate of recoverable units.
*Activity Question -8

1. The cost of certain minera rightsis Br. 400, 000 and that the deposit is estimated at 1, 000,
000 tons of ore of uniform grade.
(i) What isthe depletion rate?
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(i1) 1f 90, 000 tons are mined during the year, what is the amount of depletion expense for

the year?

3.3. LONG-TERM DEBT

3.3.1. Introduction

Liabilities that do not require the payment of cash, the shipment of goods, or the rendering of
services in one year (or the next operating cycle, whichever is longer) for their liquidation are
designated long-term liabilities or long-term debt. Examples of long-term debt are: bonds,
mortgage notes, promissory notes, deposits received for utilities service, some obligations under
pension and deferred compensation plans, certain types of lease obligations, deferred income tax
credits, and some deferred revenue items.

Long-term debt may be collateralized (secured) by liens on business property of various kinds,
for example, equipment (equipment notes), real property (mortgages), or securities (collatera
trust bonds). Many companies issue debenture bonds that are backed only by the general credit
standing of the issuer, and some companies have issued commodity backed bonds that are
redeemable at prices linked to the prices of specified products such as gold and silver. The title
of along-term debt obligation, such as First Mortgage Bonds payable, may indicate the nature of
collateral for the debt. Bonds may be issued that pay not interest (Zero — Coupon bonds) or that
pay an exceptionally low rate of interest (deep-discount bonds).

3.3.2. Typesof Bonds

Bonds are means of dividing long-term debt in to a number of small units. By dividing the debt
into a smaller unit, amounts of money larger than which could be borrowed from a single source
may be obtained from alarge number of investors. There are different types of bonds. Let us see
some of them.

1. Secured and Unsecured Bonds - Mortgage bonds are secured by a claim on real estate.
Collateral trust bonds are secured by stocks and bonds of other corporations. A debenture
bond is unsecured. A “Junk bond” (high-risk bonds issued by companies with a weak
financial position) is unsecured and pays a high interest rate. These bonds are often used to
finance leveraged buyouts.

2. Term, serial Bonds and callable Bonds — Bond issues that mature on a single date are
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called term bonds, and issues that mature in installments are called serial bonds. Serialy
maturing bonds are frequently used by school or sanitary districts, municipalities, or other
local taxing bodies that borrow money through a special levy. Callable Bonds give the

issuer the right to call and retire the bonds prior to maturity.

3. Convertible, commodity — Backed, and deep discount bonds. If bonds are convertible into
other securities of the corporation for a specified time after issuance, they are called
convertible bonds. Commodity — baked bonds (also called “asset linked bonds) are

redeemable in measures of a commaodity, such as barrels of ail, tons of coal. Deep discount
bonds are bonds that pay exceptionally low rate of interest. They are sold at a discount that
provides the buyer’s total interest pay off at maturity.

4. Registered and Bearer (coupon) Bonds — Bonds issued in the name of the owner are

registered bonds and require surrender of the certificate and issuance of a new certificate to

complete a sale. A bearer or coupon bond, however, is not recorded in the name of the
owner and may be transferred from one owner to another by mere delivery.

5. Income and Revenue Bonds — Income bonds pay no interest unless the issuing company
is profitable. Revenue bonds, so called because the interest on them is paid from specified
revenue sources, are most frequently issued by airports, school districts, countries, toll-

road authorities, and government bodies.

3.3.3. Issuance of Bondsand I nterest Expense

A. Issuance of Term Bonds

In a typical term bond contract, the issuer promises two essentialy different kinds of future
payments the:
1) Payment of afixed amount (face amount or principal) on a specified date: and
2) Periodic payment of interest, usually at six-month intervals, in an amount expressed as a
percentage of the face amount of the bonds.

If the effective interest rate is identical to the nominal rate, the bonds will sell at face amount. If
the effective interest rate is higher than the nominal rate, the bonds will sell at a discount. (Zero-
coupon bonds pay no interest and thus are issued at a deep_discount) conversely, if the effective

interest is less than the nominal rate, the bonds will sell a a premium. Differences between the
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nominal rate and the yield rate thus are adjusted by changes in the price at which the bonds are

issued.

ii. Bond Discount and Premium in the Balance Sheet
At the time of issue, the carrying amount of bonds payable is equal to the proceeds received,

because these proceeds are computed as the present value of all future payments at the yield rate
set by the money market. Bond discount and bond premium are valuation amounts relating to
bonds payable. The discount or premium should be reported in the balance sheet as a direct

addition to or deduction from the face amount of the bond. It should not be classified a deferred

change or deferred credit.

Bonds are presented in balance sheet as follows:

Bonds issued at a discount Bondsissued at a premium
Long-term debt: Long-term debt:

Bond payable (face amount)...... XX Bond payable (face amount).... Xx

Less: discount XX Add: Premium XX
Carrying amount XX Carrying amount XX

lii. Term Bond Interest Expense
Because differences between the effective rate and the nomina rate of interest are reflected in

bond prices, the amount of premium or discount affects the periodic interest expense of the
issuer. If bonds are issued at ayield rate greater than the nominal rate, the discount represents an
additional amount of interest that will be paid by the issuer at maturity. Similarly if the bonds are
issued at ayield rate less than the nominal rate, the premium represents an advance paid by bond
holders for the right to receive layer annual interest checks and is viewed as a reduction in the
effective interest expense. The premium in effect is returned to bondholders in the form of larger

periodic interest payments.

The present value of the bonds on the date of issuance differs from their face amount because the
market rate of interest differs from the periodic interest payments provided for in the bond
contract. There fore, the process of amortizing the bond discount or premium in conjunction with
the computation of periodic interest expense is a means of recording the change in the carrying
amount of the bonds as they approach maturity. In the bond discount case, the increase in the
carrying amount of the bonds is caused by the decrease in bond discount through amortization.

Similarly, in the bond premium case, the decrease in the carrying amount of the bonds is caused
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by the decrease in bond premium through amortization.

lii.  Interest Method of Amortization for Term Bonds
In this method, the bond interest expense in each accounting period is equal to the effective

interest expense, i.e., the effective rate of interest applied to the carrying amount of the bonds at

the beginning of the period. It is theoretically sound and an acceptable method.

Under this method;
I Bond interest expense is computed first by multiplying the carrying value of the bonds

at the beginning of period by the effective interest rate.
ii. The bond discount or premium amortization is then determined by comparing the bond
interest expense with the interest to be paid.
The Computation of the amortization is as follows:
iv.  Straight- Line Method of Amortization
Under this method, the additional interest expense (discount) or reduction of interest expense
(premium) may be alocated evenly over the term of the bonds. It results in a uniform periodic
interest expense. The use of straight-line method is acceptable if it is applied to immaterial
amounts of discount or premium.
[llustration
Assume that Br. 5000,000 of five-year, 10% term bonds are authorized and issued by a
corporation. Assume aso that the effective (yield) rate of interest for such types of bondsis:

Casel. 12%
Case 2. 8%
Required

Compute the amount of annual interest.

Compute the amount of proceeds from bonds under case 1.

Compute the amount of discount on bonds under case 1.

Present the journal entry to record the issuance of the bonds under case 1.
Compute the amount of proceeds and premium on bonds under case 2.
Present the journal entry to record the issuance of the bonds under case 2.

Compute the amount of effective interest expense over the term of the bonds under case 1.

© N o g~ 0w NP

Compute the amount of effective interest expense over the term of the bonds under case 2.

9. Prepare discount amortization table under case 1 using interest method.

Rift Valley UNIVERSITY Center for Distance Education 75
Financial Accounting Il (Acct-302)



10. Present journal entries to record the first two annual interest payments under case 1 using
interest method.

11. Prepare premium amortization table under case 2 using interest methods.

12. Present journal entries to record the first two annual interest payments under case 2 using
interest method.

13. Prepare discount amortization table under case 1 using straight-live method.

14. Present journal entries to record the first two annual interest payment under case 1 using
straight-line method.

15. Prepare premium amortization table under case 2 using straight-line method.

16. Present journal entries to record the first two annual interest payment under case 2 using
straight — line method.

Solution

1. Amount of annual interest
= 0.10x Br. 5000,000 = Br. 500,000
2. Amount of proceeds under case 1 (12%)
Present value of Br. 500,000 duein 5 years at 12%

(Br. 5000,000 x 0.56743) Br. 2,837,150

Present value of ordinary annuity of Br. 500,000 interest

every year for 5 years at 12% (Br. 500,000 x 3.60478) 1,802,390

Proceeds of bond issue Br. 4,639,540
3. Amount of discount under case 1 (12%)

Face value of bonds Br. 5000,000

Present value of bonds 4,639,540

Discount on bonds Br. 360,460
4. Journal entry to record issuance of bards under case 1

Cash 4,639,540

Discount on Bonds payable 360,460

Bonds payable 5000,000

5. Amount of proceeds under case 2 (8%)
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Present value of Br. 5000,000 duein 5 years at 8% (Br. 5000,000 x 0.68068)
Br. 3,402,900
Present value of ordinary annuity of Br. 500,000 interest

Payable every year for 5 years at 8% (Br. 500,000 x 3.99271) 1,996,355
Proceeds of bond issue Br. 5,399,255
Amount of premium on bonds = Br. 5399,255 — Br. 5000,000 = Br. 399,255
6. Journal entry to record issuance under case 1

Cash 5,399,255

Bonds payable 5000,000
Premium on Bonds payable 399,255

7. Amount of effective interest expense over the term of the bond under case 1

Nominal interest (Br. 500,000 x 5) Br. 2,500,000

Add: discount 360,460

Five year interest expense Br. 2,860,460
8. Amount of effective interest expense over the term of bonds under case 2

Nominal interest (Br. 500,000 x 5) Br. 2,500,000

Less: Premium 399,255

Five-year interest expense Br. 2,100,754
9. Discount amortization table under case 1 using interest method

Interest paid Effective Premium  Bond premium Carrying
Time (10%) interest Expense  amortization balance amount of
(8%) bonds issue
- - - Br. 360,460 Br.
4,639,540

End of year 1 Br. 500,000 Br. 556,745 Br.56,745 303,715 4,696,285
End of year 2 500,000 563,554 63,554 240,161 4,759,839
End of year 3 500,000 571,181 71,181 168,980 4,831,020
End of year 4 500,000 579,722 79,722 89,258 4,910,742
End of year 5 500,000 589,289 89,258* - 5,000,000

* Result of rounding up of some amounts.
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10.  Journa entriesto record the first two annual interest payments under case 1 using interest

method.
End of year 1: Bond interest Expense Br. 556,745
Cash 500,000
Discount on bonds payable 63,554
End of year 2: Bond interest Expense 563,554
Cash 500,000
Discount on bonds payable 63,554

11.  Premium amortization table under case 2 using interest method

Interest paid Effective Premium  Bond premium
Time (10%) interest Expense  amortization balance
(8%)
Issue - - - Br. 399,255
End of year 1 Br. 500,000 Br. 431,940 Br. 68,060 331,195
End of year 2 500,000 426,496 73,504 257,691
End of year 3 500,000 420,615 79,385 178,306
End of year 4 500,000 414,264 85,736 92,570
End of year 5 500,000 407,406 92,570* -

* Result of rounding up of some amounts.

Carrying

amount of

bonds
Br.
5,399,255
5,331,195
5,257,691
5,178,306
5,092,570
5,000,000

12.  Journa entriesto record the first two annual interest payments under case 2 using interest

method.
End of year 1: Bond interest Expense 431,940
Premium on Bonds payable 68,060
Cash 500,000
End of year 2: Bond interest Expense 426,496
Premium on Bonds payable 73,504
Cash 500,000

13.  Discount amortization table under case 1 using straight-line method.

Interest paid Effective Premium  Bond premium
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Time (10%) interest Expense  amortization balance amount of

(8%) bonds

Issue - - - Br.360, 460 Br.
4,639,540
End of year 1 Br. 500,000 Br. 72,092 Br.572,092 288,368 4,711,632
End of year 2 500,000 72,092 572,092 216,276 4,783,724
End of year 3 500,000 72,092 572,092 144,184 4,855,816
End of year 4 500,000 72,092 572,092 72,092 4,927,908
End of year 5 500,000 72,092 572,092 - 5,000,000

14. Journa entries to record the first two annual interest payments under case 1 using
straight — line method.

End of year 1: Bond Interest Expense 572,092
Cash 500,000
Discount on Bonds payable 72,092
End of year 2: Bond Interest Expense 572,092
Cash 500,000
Discount on Bonds payable 72,092

15.  Premium amortization table under case 2 using straight — line method.

Interest paid Effective Premium  Bond premium Carrying

Time (10%) interest Expense  amortization balance amount of
(8%) bonds

Issue - - - Br. 399,255 Br.5,
399,255

End of year 1 Br. 500,000 Br. 79,851 Br.420, 149 319,404 5,319,404
End of year 2 500,000 79,851 420,149 239,553 5,239,553
End of year 3 500,000 79,851 420,149 159,702 5,159,702
End of year 4 500,000 79,851 420,149 79,851 5,079,851
End of year 5 500,000 79,851 420,149 - 5,000,000

16.  Journal entries to record the 1% two-interest payment under case 2 using straight-line
method.
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End of year 1: Bond interest expense 420,149

Premium on Bonds payable 79,851

Cash 500,000
End of year 2: Bond interest expense 420,149
Premium on Bonds payable 79,851

Cash 500,000

*Activity Question -9

i. Bonds with a nominal rate of interest of 7% are issued to yield 8% will bond sell a a
premium or a discount?

ii. If bonds are issued at a premium and the interest method is used to amortize the premium,
will the annual interest expense increase or decline over the term of the bonds?

iii. Why is the interest method of amortization of premium or discount on bonds payable
considered conceptually superior to the straight — line method?

V. Bond Issue Costs

The issuance of bonds involves engraving and printing costs, legal and accounting fees,
commissions, promotion costs, and other similar charges. According to GAAP, these items
should be debited to a deferred charge account for unamortized Bond Issue costs and amortized
over the life the debt, in a manner similar to that used for discount on bonds. An aternative
procedure advocated by some accountants (but which is not in accordance with generally
accepted accounting principles) is to add bond issue costs to bond discount or deduct them from
bond premium. This procedure implies that the amount of funds made available to the borrower
is equal to the net proceeds of the bond issue after deduction of all costs of borrowing under this

procedure, bond issue costs increase the interest expense during the term of the bonds.

[llustration (using thefirst alternative)

Tolera corporation sold Br. 20,000,000 of 10-year bonds for Br. 20,795,000 on January 1,2003.
Costs of issuing the bonds were Br. 245,000.

The journal entries at January 1,2003 and December 31,2003 for issuance of the bonds and

amortization of the bond issue costs would be as follows:
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Jan.1,2003 (issue of bonds)

Cash (20,795,000 — 245000) 20,550,000

Unamortized bond issue costs 245,000
Bonds payable 20,000,000
Premium on bonds payable 795,000

Dec. 31,2003 (amortization of bond issue costs)

Bond issue expense (245,000/10) 24,500
Unamortized Bond issue costs 24,500
Vi. Bonds | ssued Between I nterest Dates

Bonds are usualy not issued on an interest date, and semiannual interest payments are more
typical. Two new problems arise: accounting for accrued interest from the most recent interest
payment date and computing the issue price.

[llustration

Information for Tolera bond issue the:
1) bond date is March 31, 2003, and maturity date is March 31, 2008.
2) issue date is June 1, 2003 (between interest dates)
3) bonds pay interest each September 30 and March 31.
4) stated rate is 8 percent, and the effective interest rate is 10 percent.
i = 10/2% = 5%, interest payment = 100,000 x 0.04 = Br. 4000.
5) Face value is Br. 100,000.
Price of the bond is calculated as follows:
Price of bond at immediately preceding interest date (31/3/2003):
Present value of Br. 100,000 at 5% for 10 periods (Br. 100,000 x 0.61391) Br. 61,391

Present value of ordinary annuity of 5 rents of

Br. 4000 interest payments at 5% (Br. 4000 x 7.72173) 30,187
Total present value Br. 92,278
Add: Growth in bond present value at yield rate, from

31/3/03 to 01/06/03 (Br. 92,278 x 10% x 2/12) 1,538

ded:cash interest at stated rate from 31/3/03 to 01/06/03 (Br. 100,000 x 8% 2/12) (1,333)

Rift Valley UNIVERSITY Center for Distance Education 81
Financial Accounting Il (Acct-302)



price of bond at June 1,2003 Br. 92,483

The journal entry to record issue of bondsis;

Cash (Br. 92,483 + Br. 1333) 93,816

Discount on bonds payable (Br. 100,000 — Br. 92,483) 7,517
Interest payable 1333
Bonds payable 100,000

The journal entry to record the first semiannual interest on September 30,2003 is: (interest
method)

Interest payable 1,333

Interest expense 3,076
Discount on bonds payable 409
Cash 4000

Computation:

Interest expense for four months based on the March 31 issue price:
= Br. 92,278 x 0.10 x 4/12 = Br. 3,076

Discount amortization (Br. 1333 + Br. 3076) — Br. 4000 =Br. 4

B. Issuance of Serial Bonds
Seria bond provides for payment of the principal in periodic installments. Serial bonds have the

advantage of gearing the issuer’s debt repayment to its periodic cash inflow from operations.

The proceeds of a serial bond issue are the present value of the series of principal payments plus
the present value of the interest payments, all at the effective interest rate equals the proceeds

received for the bonds.

At this point, the question arises: is there any single interest rate applicable to a serial bond
issue? We often refer loosely to the rate of interest, when in fact in the market at any one time
there are severa interest rates, depending on the terms, nature, and length of the bond contract
offered.

In a specific serial bond issue, the term of all bonds in the issue are the same except for the

differences in maturity. However, because short-term interest rates often differ from long-term
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rates, it is likely that each maturity will sell at a different yield rate, so that there will be a

different discount or premium relating to each maturity.

In many cases, high degree of precision in accounting for serial bond issues is not possible
because the yield rate for each maturity is not known. Underwriters may bid on an entire seria
bond issue on the basis of an average yield rate and may not disclose the particular yield rate for
each maturity that was used to determine the bid price. In this situation we may have to assume

that the same yield rate appliesto all maturitiesin the issue, and proceed accordingly.

If interest method is to be used in according for serial bond interest expense, the procedure is
similar to theillustrated in connection with term bonds.

A variation of the straight-line method, known as the bonds outstanding method, results in a
decreasing amount of premium or discount amortization each accounting period proportionate to
the decrease in the amount of outstanding serial bonds.

C. Bond Sinking Funds

Some bond indentures require that a sinking fund be established for the retirement of the bonds.
Ordinarily, a sinking fund would not be created in connection with the issuance of serial bonds,
such bonds are retired periodically in lieu of making sinking fund deposits. A disadvantage
inherent in bond sinking fund is that a portion of money borrowed for planned business purposes

is not being used in this manner if cash must be deposited periodically in a sinking fund.
*Activity Question -10

i. How should the costs of issuing bonds be accounted for and classified in the financia
statements

ii. What is bonds outstanding method of amortizing premium or discount?

iii. What is bond sinking fund?
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3.3.4. Extinguishments of L ong-Term Debt

Firms typically use the proceeds of long-term debt instruments for the entire debt term. At
maturity all discount or premium is fully amortized; gains and losses are not recognized on
normal retirement. Firms can, however, retire debt before maturity. Early retirement of debt

decreases the debt-equity ratio and can facilitate future debt issuances.

A major incentive for retiring bonds before maturity is an increase in interest rates, which causes
bond prices to decrease significantly below book value. The decline in price enables the issuer to
require bonds at a gain. When interest rates drop, firms use the opportunity to retire more
expensive bonds and issue bonds with lower interest rates. A loss occurs in this case because
bond prices have increased above book value.

The issuer may retire the debt by exercising the call provision, by acquiring the bonds in the
open market, in a debt-equity swap, in a refunding, or by means of an in-substance defeasance.
These extinguishments of long-term debt are discussed in the following sections. Typically, a
gain or loss (before income tax effect) on the extinguishments of term or seria bonds prior to
maturity is recorded equal to the difference between the amount paid to retire the bonds and their
carrying amount, including any amortized bond issue costs should be adjusted to the date of
extinguishments before the journal entry to record the extinguishmentsis prepared.

a) Extinguishmentsby Calling Bonds

In an open-market purchase of bonds, the issuer pays the current market price as would any
investor purchasing the bonds. If bonds carry a call privilege, the issuer may retire the debt by
paying the call price during a specified period. The call price places a ceiling on the market
price. Investors who purchase callable are at a disadvantage if interest rates decline because they
may have to surrender bonds that pay higher interest than non-callable bonds. In addition, the
call price typically exceeds face value by the call premium, which can decline each year of the

bond term.

Gains and losses on extinguishments of bonds reflect the changes in interest rates since the bonds
were issued. Material gains and losses on the extinguishments of bonds are reported as

extraordinary items in the income statement.
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When an entire bond issue is called for redemption, the entire unamortized premium or discount
and bond issue costs are written off. Losses generally result on such redemptions because the

sliding call prices ordinarily are in excess of bond carrying amounts on corresponding call dates.

If bonds are called but not formally retired, a treasury bonds ledger account may be debited for
the face amount of the treasury bonds held, but a gain or loss still should be recognized. The
treasury bonds account is not an asset; it is deducted from bonds payable in the balance sheet.
Interest is not paid on treasury bonds unless they are held as an investment by a company-

sponsored fund, such as an employee pension fund.

[lustration

Assume that a company issued Br. 1000, 000 of 10-year, 12% term bonds, with interest payable
semiannually on April 1 and October 1 of each year. The bonds were issued on June 1, year 1,
for Br. 1, 070, 800 plus accrued interest of April and May Br. 20, 000 (Br. 1, 000, 000 x 0.12 x
2/12 = Br. 20, 000) for two months. The bonds were dated April 1, year 1, and bond issue costs
amounted to Br. 4, 720.

On December 1, year 2, Br. 400, 000 (40%) of the bonds were called which is 18 months after
the bonds were issued. The bonds were redeemed at the call price of 103 (103% of face amount)
plus accrued interest of Br. 8, 000 (Br. 400, 000 x 0.12 x 2/12) for two months.

Required
Present the Journal entries to record the extinguishments of the term bond on December 1, year
2.

Solution
1. December 1 year 2 (To record amortization)
Premium on Bonds payable 2,640
Bond issue expense 176
Bond interest expense 2,640
Unamortized bond issue costs 176

Computation

Amortization of bond premium (Straight-line method)
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Face value Br. 400, 000

Proceed (Br. 1, 070, 800 x 40%) 428, 320
Premium Br. 28, 320
Premium for the period from Jan. 1, year 2 to Dec. 1, year 2 (11 months) is: Br. 28, 320

11
x118* =Br. 2, 640

* 118 = (10 year x 12) — 2 months, since the bonds issued on June 1, year 1, amortization

of bond issue costs:
=Br.4,720x 0.40x 11/118 = Br. 176
2. December 1, year 2 (To record extinguishments of the debt)

Bonds payable 400, 000
Premium on bonds payable 24, 000
Bond interest expense 8, 000

Cash 420, 000

Unamortized bond issue costs 1, 600
Gain on Extinguishments of bond 10, 400
Computation

Premium on bonds payable

Total on the retired bonds Br. 28, 320
Amortized for 18 months (Br. 28, 320 x 18/118) 4, 320
Balance un amortized Br. 24, 000
1. Bond interest expense = Br. 400, 000 x 0.12 x 2/12
= Br. 8, 000

Bond issue costs = Br. 4, 720 x 0.40 x 100/118
= Br. 1, 600 (Bond issue costs for 18 months are already amortized)
Cash:
Br. 400, 000 x 1.03 = Br. 412, 000 (payment for the face value)

400, 000 x 0.12 x 2/12 = Br. 8, 000 Z(payment for accrued interest)
Total cash payment = Br. 412, 000 + Br. 8, 000
= Br. 420, 000
Gain on extinguishments:
Original issuance proceeds (Br. 1, 070, 800 x 0.4) Br. 428, 320
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Less: origina bond issue costs (Br. 4, 720 x 0.40) 1,888

Subtotal Br. 426, 432
Amortization for 18 months:

Premium (Br. 28, 320 x 18/118) (Br. 4, 320)

Bond issue costs (Br. 4, 720 x 0.4 x 18/118) 228
Carrying amount less un amortized bond issue costs Br. 422, 400
Less: Amount paid to extinguish bonds 412, 000
Gain on extinguishments of bonds Br. 10, 400

We can a so compute gain on extinguishments as follows:
Carrying amount = face amount plus unamortized premium
= Br. 400, 000 + (Gr. 28, 320 — Br. 4, 320)

= Br. 424, 000
Carrying amount--------==-=======mmmmumnmauuue- Br. 424, 000
Paid to extinguish---------=--=-==-=mmmemmmeeeee 412, 000
Br. 12, 000
Less: Unamortized bond issue costs-----=-=-===-=======umux - == 1,600
€ | | --Br. 10, 400

*Activity Question -10

1. List theforms of extinguishments

2. How do we compute gain or loss when a call privilege is exercised? How do we report
material gain or lossin the income statement?

b) Extinguishmentsthrough Open-Market Acquisition

If interest rates are rising and bond prices are falling, it may be appropriate for the issuer to
realize a substantial gain by acquiring its bonds in the open market from present bondholders at a

substantial discount.

[lustration
Assume that at the beginning of year 1 a company issued Br. 500, 000 of five, 5% serial bonds,
to be repaid in the amount of Br. 100, 000 each year. The interest payments are made annually

and that no bond issue costs were incurred. The bonds were issued to yield 6% a year for tota
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proceeds of Br. 486, 875.

At the end of year 2, two years prior to the scheduled retirement date, Br. 50, 000 of the
company’s bonds are acquired at 85 (85% of face amount). The bond interest had been paid for
year 2

Required

Present the Journal entry to record the extinguishments of the bonds at the end of year 2

Solution

Bonds payable 50, 000
Discount on bonds payable 875
Cash (Br. 50, 000 x 0.85) 42, 500
Gain on Extinguishments of Bonds 6, 625

Computation

Discount on bonds payable using the bonds outstanding method. Total amount of discount:

Face value Br. 500, 000
Proceeds 486, 875
Discount Br. 13, 125

Fraction of total bonds outstanding:

Br.500,000- Br.200,000
FOr year 3---—--------- Br.1500,000 =315

Br.500,000- Br.300,000
SRV — Br.1,500,000 =92/15
Br. 1, 500, 000 = Br. 500, 000 + Br. 400, 000 + Br. 300, 000 + Br. 200, 000 + Br. 100, 000
Discount applicable to:

Br.50,000

Year 3=Br. 13, 125x 3/15x B-300.000 = gy 437,50
Br.50,000

Year 4=Br. 13, 125x 2/15 x Br-200.000 - gy 43750

Total discount applicable to acquired bonds Br. 875
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Gain on extinguishments of bonds:

Face value of bonds acquired Br. 50, 000
Discount applicable to acquired bonds _ 875
Carrying value of bonds acquired Br. 49, 125
Payment ot acquire the bonds (Br. 50, 000 x 0.85) 42,500
Gain on extinguishments Br. 6, 625

¢) Extinguishments Through Refunding

Refunding is the process of retiring a bond issue with the proceeds of a new bond issue. One way
of refunding is to issue new bonds in exchange for the old bonds. Cash is involved if the bond
issues have different market values. More frequently, however, the proceeds from a new bond
issue are used to retire the old issue because the holders of the old issue do not necessarily wish
to become new creditors. In both cases, the accounting for refunding is similar to al forms of

debt extinguishments.

1. Refunding by direct exchange of debt securities

Example

On January 1, 2000, Adama Corporation issues Br. 100, 000 of 10-year, 5 percent bonds at face
value with interest payable each June 30 and December 31. On January 1, 2004, the bondholder
agreed to exchange their bonds for Br. 90, 000 of 20-year, 8 percent bonds with the same interest

dates as the 5 percent bonds. The market rate of interest on similar bonds is 8 percent.

Analysis:
a.  Thebondholders receive 10 percent less principa but 60 percent more in the interest rate.
b. Present value (market value) of new bonds Br. 90, 000

PV (market value of old bonds (12 semiannual periods

remain in the old issue):

PV of Br. 100, 000 at 4% for 12 periods (Br. 100, 000 x 0.62460) Br. 62, 460

PVOA of 12 rents of Br. 2, 500 semiannual interest

Payments at 4% (Br. 2, 500 x 9.38507) 23, 463 85, 923
Difference: Economic loss to Amede Br. 4, 077
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Jan. 1, 2004 — Refunding entry

Bonds payable, 5% 100, 000
Bonds payable, 8% 90, 000
Gain on bond extinguishments 10, 000

2. Refunding by issuing new debt and purchasing old debt. on January 1, 2000 Oromia
Corporation issues Br. 100, 000 of 10-years 5% bonds at face value with interest payable each
June 31 and December 31. On January 1, 2004, Oromia issues at face value Br. 86, 000 of 20-
year, 8 percent bonds with the same interest dates as the 5 percent bonds. The market price of the
old bondsis 86. The old bonds are retired.

Jan. 1, 2004 - Issue 8 percent bonds:

Cash 86, 000
Bonds payable 86, 000
Jan. 1, 2004 - Retire 5 percent bonds:
Bonds payable 100, 000
Cash 86, 000

Gain on extinguishments of bonds 14, 000

The accounting gain is Br. 14, 000, but no economic gain or loss occurs because the 5 percent

bonds were extinguished at market value.

d) Extinguishment Through Debt-Equity Swap

Instead of using cash to acquire its outstanding bonds in the open market, the issuer may enter
into a debt-equity swap arrangement with an investment banking house of serve as a broker. The
broker acquires the issuer’s bonds over a period of time in the open market and exchanges the
bonds for shares of the issuer’s common stock, which may be un issued or in the treasury. The
issuer thus retires the bonds the bonds acquired in the swap with the broker. By this means, the
issuer extinguishes long-term debt without using cash, improves its debt-to equity ratio (the ratio
of total liabilitiesto total stockholders’ equity)

Example
Assume that a broker acquired in the open market Br. 250, 000 face amount, 10% bonds for a
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total cost of Br. 225, 000. The bonds had a carrying amount of Br. 252, 500 in the issue records
(Br. 250, 000 face amount, plus Br. 6, 000 premium, and less Br. 3, 500 bond issue costs) on
December 31, year 4. On that date the issuer provided the broker with 10, 000 shares of its Br.
0.50 par common stock with a current fair value of Br. 24 a share in exchange for the bonds.

Required
Present the Journal entry to record the extinguishments of the debt and issuance of the shares to
retire the debt.

Solution:
Bonds payable 250, 000
Premium on Bonds payable 6, 000
Bond issue costs 3, 500
Common stock 5, 000
Paid-in capital in Excess of par 235, 000
Gain on extinguishments of bonds* 12, 500

*Gain = Carrying amount = Br. 252, 500
Shares price 240, 000
12, 500

€) Extinguishmentsby in-Substance Defeasance

In-substance defeasance is an arrangement whereby a company provides for the future
repayment of one or more of its long-term debt issues by placing purchased securities in an in
irrevocable trust, the principal and interest of which are pledged to pay off the principal and
interest of its own debt securities as they mature. The company, however, is not legally released
from being the primary obligor under the debt that is still outstanding. In some cases, debt

holders are not even aware of the transaction and continue to look to the company for repayment.

There are severa reasons for arranging such an extinguishment. First, the debt is removed from
the balance sheet without actually being repurchased. Actual repurchase is sometimes a problem
because:
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1) it may be costly if ahigh call premium is required to be paid or

2) much of the debt may be publicly held and may therefore be difficult to buy back in large
quantities. Second, because the cost of the purchased securities is usually less than the book
value of the company’s debt in times of rising interest rates (as interest rates rise, the fair
value of the outstanding debt falls below book vaue), the company records a gain on its
income statement. The gain usually does not result in a tax liability because for tax purposes
the debt is not considered retired.

To be considered a debt extinguishment (removal form the bal ance sheet), the debtor must place
1) cash, 2) risk-free securities in an irrevocable trust to be used solely for satisfying the interest
and principal of the debt. And, the possibility that the debtor will be required to make any future
payments with respect to the debt must be remote.

[lustration
Assume that Abeba Corporation had the following ledger account balances related to bonds
payable on May 31, year 4, the end of afiscal year:

8% bonds payable, due May 31, year 13, interest payable

May 31 and Nov. 30, callable at 102 Br. 400, 000
Discount on bonds payable (based on 10% yield rate) 46, 758
Bond issue costs 3,600

9% Treasury bonds due May 31, year 13, were trading at a yield rate of 16% on May 31, year 4.

Abeba was able to acquire Br. 400, 000 face amount for Br. 268, 794 computed as follows: (n =
16%

(13-4)x2=18,i= 2 =8%) present value of Br. 400, 000 at 8% for 18 periods (Br. 400, 000

x 0.25025) Br. 100, 000 present value of 18 rents of Br. 18, 000 interest payments

at 8% (Br. 18, 000 x 9.37, 189) 168, 694
Total cost of treasury bonds Br. 268, 694
Analysis

Abebe then transferred the 9% treasury bonds to an irrevocable trust for servicing Abeba’s 8%
bonds payable, which had the same interest payment dates (May 31 and Nov.30) and same
maturity date (May 31, year 13) as the treasury bonds. The trustee would use the Br. 18, 000 (Br.
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400, 000 x 9%/2) semiannual interest of Br.16, 000 (Br. 400, 000 x 8%/2) on Abeba’s bond and
the trustee’s fee of Br. 2, 000 semiannually. Further, the trustee would use the Br. 400, 000
proceeds received for the 9% treasury bonds on May 31, year 13, to extinguish the Br. 400, 000
principal of the 8% Abeba bonds that mature on the same date.

The Journal entries related to the above are:

- Investment in 9% treasury bonds 268, 694
Cash 268, 694
To record acquisition of Br. 400, 000 face amount of 9% treasury bonds
- Bonds payable 400, 000
Discount on bonds payable 46, 758
Un amortized bond issue costs 3, 600
Investment in 9% treasury bonds 268, 694
Gain on extinguishments of bonds 80, 948

To record transfer 9% treasury bonds to irrevocable trust for servicing 8% bonds payable
*Activity Question -11

1.  What is meant by refunding?

2.  When do we consider as appropriate extinguishments of debts through open-market

acquisition?

3.  In extinguishments of bonds through debt-Equity swap, how do we compute gain or loss

on extinguishments?

4. What is meant by in-substance defeasance?
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3.3.5. Other Topics Relating to Long-Term Debt

a. Convertible bonds

A convertible bond is exchangeable for capital stock (usually common stock) of the issuer at the
option of the investor. Typically, convertible bonds are aso callable at a specified redemption, or
call price at the option of the issuer. If the bonds are called, the holders either convert the bonds
or accept the call price. Convertible often are marketable at |lower interest rates than conventional

bonds because investors assign a value to the conversion privilege.

The primary attraction of convertible to investors is the potential for increased value if the stock
appreciates. If it does not, the investor continues to receive both interest and principal (although

usually at alower rate than non-convertible bonds would provide).

The conversion price is the amount of face value exchanged for each share of stock. Convertible
bonds are advantageous to the issuer for severa reasons:

The prospect for raising debt capital is often improved

The bonds often pay alower interest rate than non convertible bonds

If the bonds are converted, the face value is never paid

Fewer shares may be issued on conversion than in adirect sale of stock

The call option protects the issuer from having to issue stock with an aggregate value

in excess of the call price.

Accounting and Reporting for Convertible Bonds
Accounting for the issuance of convertible bonds poses a conceptual problem. A popular view

holds that the economic value of the conversion feature, reflected in the bond price, should be
recorded as stockholders’ equity, but accounting principles Board (APB) opinion No. 14
specifies that convertible bonds be recorded only as debt. The APB reasoned that the debt and
equity features of a convertible bond are inseparable and do not exist in dependently of each

other.

A Separate market does not exist for either the bond standing alone or the conversion privilege.
There is no objective basis (Such as a market or an exchange transaction) for allocating the bond

price to the bond and the conversion feature. The value of the conversion feature is contingent on
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afuture stock price, which cannot be predicted.

Accounting for interest expense and amortization of premium or discount is not affected by
convertibility. The entire bond term is used for amortization because the date of conversion

cannot be anticipated.

When the bonds are converted, the issuer updates interest expense and amortization of premium
or discount to the date of conversion. Then, bonds payable is closed. Two methods are

acceptable for recording the stock issued upon conversion:

1. Book value method - Record the stock at the book value of the convertible bonds;
recognize neither gain nor loss.

2. Market value method — Record the stock at the market value of stock or debt, which ever
Is more reliable. A gain or loss equal to the difference between the market value and the
book value of debt is recognized.

[llustration
Assume that Regassa Corporation sells Br. 100, 000 of 8 percent convertible bonds for Br. 106,
000. Each Br. 1, 000 bond is convertible to 10 shares of Regasssa Corporation Br. 10 par

common stock on any interest date after the end of the second year from date of issuance.

And also assume that the bonds are converted on an interest date. On the conversion date, the
stock priceis Br. 110 per share, and Br. 3, 000 of premium remains unamortized after updating

the premium account.

Required
Present Journal entries at the date of acquisition and conversion of the convertible bonds:
Solution
(1) At the date of acquisition
Cash 106, 000
Convertible bonds payable 100, 000
Premium on bonds payable 6, 000

(2) At the date of conversion
(i) Book value method
Bonds payable 100, 000
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Premium on bonds payable 3,000
Common stock 10, 000
Paid-in capital in excess of par 93, 000
Computation
Br.100,000
No. of bonds = Br-1000 - 100, Each is converted to 10 shares of Br. 10 par
common stock 100 x 10 x Br. 10 = Br. 10, 000

Paid-in capital in excess of par = Book value of bonds — par value of common stock
= Br. 103, 000 - Br. 10, 000 = Br. 93, 000

(i1) Market value method

Bonds payable 100, 000

Premium on bonds payable 3,000

Loss on conversion of bonds 7, 000*
Common stock 10, 000
Paid in capital in excess of par 100,000**

* Loss = Market value of stock issued — Book value of bonds = (Br. 110 x 100 x 10) — Br. 103,
000 =700

* Paid-in capita in excess of par = Market value of stocks issued (Br. 110, 000) — par value (Br.
10, 000) = Br. 100, 000

b. Bonds Issued With Stock Warrant Attached

A detachable stock warrant conveys the option to purchase from the issuer a specified number of
common stock at a designated price per share, within a stated time period. The warrant is
valuable because it enables the holder to buy stock for less than market value if the market value
rises above the designated price. Hence, warrants generally increase the bond price.

Two methods of accounting for bonds with detachable stock warrants, proportional and

incremental method.

[llustration

Tolera Corporation issues Br. 100, 000 of 8 percent, 10 year, non-convertible bonds with
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detachable stock warrants. Each Br. 1, 000 bond carries 10 warrants. Each entitles the holder of
the bond to purchase one share of Br. 10 par common stock for Br. 15. The bond issue there fore
includes 1, 000 warrants (100 x 10 warrants per bond). Assume the bond issue sells for 105
exclusive of accrued interest shortly after issuance, the warrants trade for Br. 4 each.

1) Proportional method
This method is used if both the bonds and the warrants have market values. Assume, shortly after

issuance, the bonds were quoted at 103 ex-warrants (without warrants attached).

Market value of the bonds (Br. 100, 000 x 1.03) Br. 103, 000

Market value of warrants (Br. 4 x 1, 000) 4, 000

Total market value of bonds and warrants Br. 107, 000

Br.103,000
Allocation of proceeds (Br. 100, 000 x 1.05) to bonds (Br. 105 x Br.107,000 ) Br. 101, 075
Br.4,000

Allocation of proceeds to warrants (Br. 105, 000 x Br. Br.107,000 3,925
Journal entry:
Cash (1.05 x Br. 100, 000) 105, 000

Bonds payable 100, 000

Detachable stock warrants 3,925

Premium on bonds payable (Br. 101, 075 - Br. 100, 000) 1, 075

2. Incremental Method
This method is used if only one security has market value. If one security has a market value,
such value is assigned to the one security, and the remainder of the proceeds is assigned to the

other security.

In the above example, assume the bonds have no market value. The proceeds of Br. 4, 000 is
assigned to stock warrants and the remainder (Br. 105, 000 — Br. 4, 000 = Br. 101, 000) is
assigned to the bonds.

Journal entry:

Cash 105, 000
Bonds payable 100, 000
Detachable stock warrants 4,000
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Premium on bonds payable 1, 000
The entry to account fro exercise under the incremental method example, assuming no

subsequent change in the market value of warrants, is as follows:

Cash (1, 000 x Br. 15) 15, 000

Detachable stock warrants 4,000
Common stock (1, 000 x Br. 10) 10, 000
Paid-in capital in excess of par 9, 000

c. Zero-Coupon (Deep-Discount) Bonds

Zero-coupon bonds do not pay interest; thus, they are in substance a long-term version of
commercia paper issued by corporation. Because of their long term to maturity, zero-coupon
bonds are issued at a deep discount. Because zero coupon bonds do not bear interest, the only
journal entry subsequent to issuance and prior to extinguishments of the bonds is entry for
amortization of the deep discount.

[lustration

On Jan. 2, year 5,Tola Company issued Br. 500, 000 of 20-year, zero-coupon bonds to yield 16%
compounded semiannually to finance a plant expansion program. The journal entries for year 5
are asfollows:

(i = 16%/2 = 8%, n =20 x 2 = 40)
Proceed = present value of Br. 5, 000, 000 discounted at 8% fro 40 periods = Br. 500, 000 x
0.046031) = Br. 230, 155
Jan. 2, year 5 (To record issuance)

Cash 230, 155
Discount on bonds (5000, 000 — 230, 155) 4, 769, 845
Bonds payable 500, 000
June 30, years (to records semiannual interest)
Bond interest expense (Br. 230, 155 x 0.08) 18, 412
Discount on bonds payable 18, 412

December 31, year 5
Bond interest expense [(Br. 230, 155 + Br. 18, 412) x 0.08) 19, 885
Discount on bonds payable 19, 885
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d. Accounting for Restructured Debt
Business enterprise that encounter financia difficulties sometimes are able to negotiate more
favorable terms with creditors for existing current or long-term debt. The result of such an

arrangement is referred to as a restructuring of debt and may include the following provisions:

1. extension of the due date of principal and interest payments
2. reduction in the rate of interest on existing debt

3. forgiveness by creditors of aportion of principal or accrued interest.

FASB statement No. 15, “Accounting by debtors and creditors for troubled debt
restructurings,” was issued to clarify the proper accounting for these types of transactions,
referred to as troubled debt restructurings. A troubled debt restructuring occurs when the
creditor for economic or legal reasons related to the debtor’s financia difficulties grants a
concession to the debtor that it would not otherwise consider.
A troubled debt restructuring involves one of two basic types of transactions:

1. settlement of debt at less than its carrying amount

2. continuation of debt with a modification of terms

If the concession involves the creditor’s acceptance of non-cash assets, preferred stock, or
common stock with a current fair value less than the carrying amount of the troubled debt, the
debtor recognizes a gain on restructuring of payable that, if material in amount is reported as an
extraordinary item. However, no gain is recognized by debtors when only a modification of
termsis evolved, unless the carrying amount of the restructured debt exceeds the total future cash
payments specified by the new terms. If the carrying amount of the restructured debt exceeds
future cash payments, the debtor reduces the carrying amount of the debt, and all cash payments
are recorded as reductions in the debt. Thus, the debtor recognizes a gain equal to the reduction
in the carrying amount of the restructured debt, and no interest expense is recognized between
the date of restructuring and the revised maturity date of the restructured debt.

Illustration (modification of terms)
Assume that a corporation has the following troubled debt on 31 December 2003:

Note payable, 12%, due 31 December, 2003 Br. 2, 500, 000
Interest payable 300, 000
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On December 31, 2003, the troubled debt was restructured as follows:
Case l:
a. Br. 250, 000 of the note principal and the Br. 300, 000 of interest payable were forgiven
by the creditor

b. The maturity date was extended to 31 December, 2008.

c. The interest rate was reduced form 12% to 8% a year on the Br. 2, 250, 000 reduced

principal amount of the note and was payable on 31 December 2008.

Case 2: Items “a” and “b” above are maintained but now assume that the interest rate was
reduced form 12% to 4%, payable annually

Required
1. What isthe carrying value of the troubled debt before restructuring?

2. What isthe total interest on the restructured debt under case 17?

3. What isthetotal future cash payments under case 1?

4. What is the excess of the total future payments over the carrying amount of the debt

before restructuring under case 1?

5. Present the Journal entries to record the troubled debt restructuring, interest expense, and

the payment on 31 December 2008.

6. What isthetotal interest on the restructured debt under case 27?

7. What isthetotal future cash payment under case 2?

8. What isthe amount of the gain on restructuring of the troubled debt?
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9. Present the Journal entry to record the restructuring of the troubled debt on 31 December,
2003 under case 2

10. Present the Journal entry to record payment of interest on 31 December 2004
under case 2

11. Present the Journal entry to record the payment on principal on 31 December, 2008 under

case 2
Solution
1. Thecarrying value of the troubled debt before restructuring:
Principal Br. 2, 500, 000
Interest 300, 000
Carrying value Br. 2, 800, 000
2. Thetota interest on the restructured debt under case 1.
Principal (restructured) Br. 2, 250, 000
Interest rate (new) 8%
Interest per year Br. 180, 000
Credit term (new) 5 years
Total interest Br. 900, 000
3. Total future cash payments under case 1.
Principal Br. 2, 250, 000
Interest 900, 000
Tota Br. 3, 150, 000
4. The excess of the total future cash payments over the carrying amount of the troubled
debt:
Future cash payments Br. 3, 150, 000
Carrying value 2, 800, 000
Excess Br. 350, 000*

* This excess is recognized as interest expense at a computed interest rate of 2.38363%

on the carrying amount of the debt as follows: (Computed by use of a computer program)
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2004: Br. 2, 800, 000 x 0.0238363 = Br. 66, 742
2005: 2, 866, 742 x 0.0238363 =  68,332.50
2006: 2, 935, 074 x 0.0238363 = 69, 96150
2007: 3, 005, 035 x 0.0238363 = 71,629
2008: 3, 076, 664 x 0.0238363 = 73,335.80

Total interest expense on the restructured troubled debt Br. 350, 000

5. Journa entries to record the troubled debt restructuring, interest expense, and the
payment on 31 December 2008
Notes payable 2, 500, 000
Interest payable 300, 000
Discount on restructured notes payable 350, 000
Restructured Notes payable 3, 150, 00
(To record the restructuring)
Interest expense 66, 742
Discount on Restructured notes payable 66, 742
(to record interest expense for 2004)

* There is no payment of interest. It was forgiven by the creditor-restructured

notes payable 3, 150, 000
Cash 3, 150, 000
6. Thetotal interest on the restructuring of debt under case 2 Br. 2, 250, 000 x 4% x Syears
= Br.450, 000
7. Total future cash payments under case 2:
Principal Br. 2, 250, 000
Interest 450, 000
Tota Br. 2, 700, 000
8. The amount of the gain on restricting of the troubled debt
Carrying value of troubled debt Br. 2, 800, 000
Total future payment of the restructured debt 2, 700, 000
Gain on restructuring of troubled debt Br. 100, 000
9. Notes payable 2, 500, 000
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Interest payable 300, 000
Restructured notes payable 2, 700, 000
Gain on restructuring of troubled debt 100, 000
10. Journal entry to record payment of interest on 31 December 2004 under case 2. (In this

case there is payment of interest)

Restructured Note payable 90, 000
Cash 90, 000
11. Journal entry to record the payment of principal under case 2:
Restructured notes payable 2,250, 000
Cash 2, 250, 000

*Activity Question -12

1. What are the advantages to a growing corporation of issuing convertible bonds?

2. Explain the debtor’s accounting for a troubled debt restructuring involving only a
modification of terms.
a. When the carrying amount of the debt exceeds the total future cash payments
specified by the new terms?
b. When the carrying amount of the debt is less than the future cash payments
specified by the new terms?
3. How is the current fair value of non-detachable warrants attached to issue bonds accounted

for?
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Summary
Those expenditures, which enhance the operating efficiency or prolong the useful life of plant
assets, are going to be capitalized. While expenditure incurred to maintain the plant assets into

normal operating condition is revenue expenditure, i.e. it is going to be expensed.

There are three modes of disposal of plant assets, namely retirement, selling and exchange. In the
exchange money, in addition, could be paid or received. Exchange accounting is somehow

complicated.

Insurance policy could be bought for plant assets against loss of fire, theft, etc. Insuranceis not a
gamble; you can’t recover more than the current fair value of the loss incurred. Thereisaswell a
possibility of buying more than one policies for single plant assets.

Depreciation, as defined in accounting, is the systematic allocation of the cost of a plant asset to
expense. The cost allocation approach is justified because it matches costs with revenues and
because fluctuation in market values is difficult to determine. An entry for depreciation is
recorded during each year of the asset’s useful life. The entry includes a debit to depreciation
expense and a credit to accumul ated depreciation.

To compute depreciation, an accountant must establish the depreciation base to be used for the
asset, the asset’s economic life, and the depreciation method to be used. Determination of the
first two factors requires the use of estimates.

The depreciation method selected for a particular asset should be systematic and rational. In
other words, the method selected should, to the extent possible, match the probable pattern of
decline in an asset’s services.

Depreciation expense reduces net income for the accounting period in which it is recorded even
though a current cash outflow is not involved. However, depreciation should not be considered
as asource of cash. Cash is generated by revenues, not accounting procedures.

Depletion refers to the process of recording the consumption of natural resources (wasting
assets). The depletion base for the natural resources includes acquisition cost, exploration costs,
and intangible devel opment costs reduced by any residual value related to the land.

Long-term debt consists of probable future sacrifices of economic benefits arising from present
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obligations that are not payable within the operating cycle or within a year, whichever is longer.
It is valued at the present value of its future cash flows, which consist of 1) interest and 2)
principal. Discounts and premiums are the difference between the face value and the present
value of the debt and arise when the market (effective) rate of interest on the debt differs from
the stated (nominal) rate of interest. Discounts and premiums are amortized and changed to
expense over the period of time that the debt is outstanding by applying a constant rate of interest
to the carrying vaue of the debt (effective interest method). The straight-line method is
acceptable if the results obtained are not materially different from those produced by use of the
effective interest method.

Debt issue costs are currently classified as a deferred charge and amortized over the life of the
debt, although an argument can be made for either expensing such costs or reducing the carrying
value of the debt.

When debt is extinguished, any difference between its net carrying amount and its reacquisition
price is treated as an extraordinary gain or loss. For an in-substance defeasance transaction to be
considered debt extinguishments, the debtor must place 1) cash or 2) risk-free securities in an
irrevocable trust to be used solely for satisfying the interest and principal of the debt.

8=~ Answersto Questions

A. Answersto Activity Questions
1 - (i) Ethio Company to construct the building it uses two sources of borrowings, namely

(a) Direct borrowing
(b) Genera borrowings
Both of them taken into account in the process of calculating the interest to be capitalized. But

first answer the question of-how long is the acquisition period?

It is from the date the construction startsi.e. April 1 to the date it endsi.e. Dec. 31. therefore, the
acquisition period is 9 months. Only capitalize interest for this period.
® With regard to direct borrowing,
Interest = Br. 600, 000 x 0.12 x 9/12 = Br. 54, 000 (for 9 months)
® With regard to general borrowings,

Average
Monthly =Br. 5, 000, 000 x 0.08 x 1/12 = Br. 33, 333
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Interest
For 9 months = 9 x 33, 333 = Br. 300, 000

Averagefor the - Br-300,000 Br. 150, 000
Acquisition period
Average for the = Br. 150, 000 x 0.08 x 9/12 = Br. 9, 000
Acquisition period
Therefore, interest to be capitalized is
Direct Br. 54, 000
Genera 9, 000
Br. 63, 000
(i)Building 63, 000
Interest Expense 63, 000

2. Once again Br. 20, 000 is paid at the end of the second year. The problem here is-how much is
the interest expense? interest is calculated on unpaid net obligation (contract payable — Discount

on contract payable)

In year 1, it was (i.e Br. 160, 000 — Br. 53, 300) Br. 106, 700, now in year 2 both amounts are
going to decrease as a result of previous year payment, contract payable is Br. 140, 000 (i.e Br.
160, 000 - Br. 20, 000) and the discount on contract payable Br. 42, 630 (Br. 53, 300 - Br. 10,
670). Interest expense of 10% is applied on Br. 97, 370 (Br. 140, 000 - Br. 42, 630). Therefore,

Equipment contract payable 20, 000
Cash 20, 000
Interest expense (97, 370 x 0.1) 9, 737
Discount on equip contract payable 9, 737

(3) & If there is no co-insurance clause each insurer, in our activity, covers half of the loss (i.e.
Br. 225, 000). Because from the total insurance of Br. 500, 000 each policy took 50% of
it.

b- The total insurance coverage by two insurance cos (Br. 500, 000 = BVr. 250, 000 + Br. 20,
000) is greater than the minimum co-insurance requirement of Br. 450, 000 is going to be
covered. How? 50% of the loss each (i.e. Br. 225, 000 each)
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c- Here, the co-insurance formulais applied independently
policy X:

Br.250,000(i.e insurance Coverage)

, - x Br. 450, 000 (loss)
Br.540,000(Co - insurance Requirements- 600,000x0.9)

Br. 208, 333

Policy Y:
Although the Co-insurance requirement is Br. 480, 000 = 0.8 x 600, 000 (half of
itisBr. 240, 000), it isinsured for Br. 250, 000, Therefore,

Br.250,000
Br.500,000

= Br. 225, 000
Therefore, the total damage recovered from insurance company is Br. 433, 333 (i.e. Br. 208, 333
+ Br. 225, 000) which falls from the total loss by Br. 16, 667 (i.e. 450, 000 — Br. 433, 333).
Because in policy X, although the Co-insurance requirement is Br. 540, 000 = Br. 600, 000 x 0.9
(half of it Br. 270, 000) only Br. 250, 000 is covered.
4. Annual depreciation expense under the straight line method is computed as:

_ Cost - Estimated Residual Value(net)
Estimated Economic Life

x Br. 450. 000
(i.e. not co-insurance requirement but total insurance)

_ Br.6,600- 600 Br.6,000
5 5

5. Computation of depreciation expense under sum-of-the-years’ digits method:
a (Br.56, 000 - Br. 2, 000) x 8/36 = Br. 12, 000
b. (Br. 54, 000 x 8/36 x 3/12) + (Br. 54, 000 x 7/36 x 9/12) = Br. 10, 875
*(8x9),2=36
6. The output method of depreciation is particularly appropriate when plant asset use fluctuates

=Br. 1, 200

widely from year to year, and depreciation is more closely related to actual use than to
functional obsolescence.
7. (i) Thedepletion rateis Br. 400, 000, 1, 000, 000
= Br. 0.40/ton

(i) Depletion expense for the current year is
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= Br. 90, 000 x Br. 0.40/ton
= Br. 36, 000

8. At adiscount
ii. It will decline over the term of the bounds

iii. If the effective interest rate is applied to amount of the debt outstanding at the
beginning of any given period, it will result in a constant rate of interest. So, itis
more accurate result than a straight-line method.

9. i.ltisclassified as adeferred charge and amortized over the life of the debt.

ii. Itisavariation of the straight-line method and results in a decreasing amount of
premium or discount amortization each accounting period proportionate of the decrease in

the amount of outstanding seria bonds

iii. A fund established for the retirement or settlement of bonds
10. i. By exercising the call provision
- by open-market acquisition
- through debt-equity swap
- through refunding
- by in-substance defeasance

Ii. It is computed as a difference between the amount paid to retire the bonds and their
carrying amount, including any unamortized bond issue costs. A material gain or lossis

reported in the income statement as extraordinary item.

11. . 1. The process of retiring abond issue with the proceeds of a new bond issue
Ii. When interest rates are rising and bond prices are falling

iii. A difference between the carrying amount of the bonds on the date of extinguishments
and the market price of the shares issued

iv. An arrangement whereby a company provides for the future repayment of one or more of
its long-term debt issues by placing purchased securities in an irrevocable trust, the principal
and interest of which are pledged to pay off the principal and interest of its own debt
securities as they mature.

12. .i. —the prospect for rising debt finance is improved
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- the bonds often pay alower interest rate than non convertible bonds

- if the bonds are converted, the face value of never paid

- fewer shares may beissued on conversion than in a direct sales of stock

- the call option protects the issuer from having to issue stock with an aggregate value
in excess of the call price

ii. a recognize gain (loss) on restructure. Recognize no interest expense or revenue over the

remaining life of debt

b. Recognize no gain (loss) on restructure. Determine new effective interest rate to be used in recording interest expense (debtor) and
interest revenue (creditor)

iii. No separate market value for the stock warrants and bonds and the entire bond priceis
allocated to the bonds

L GLossARY

1. Capital Expenditure: expenditures resulting in other assets that yield benefits in several
accounting periods.
Insured — the party who will benefit from insurance.
Insurer — a company which insures

4. Intangible assets — assets that have no physical substance but have future economic

benefits based on rights or benefits accruing to the assets’ owner.

5. Natural resources — Physical substances extracted from the ground and converted into

inventory; when sold, they produce revenue for the firm

6. Revenue Expenditures — expenditures, the benefits of which are used up or consumed in

the current period.

7. Tangible assets — assets that have physica substance and capabilities, such as property,
plant, equipment, and similar productive assets acquired by the
company.

8. Accelerated Depreciation: Depreciation methods that produce larger depreciation charges
during the early years of an asset’s life and smaller charges in the later
years.

9. Depletion: The cost created by consuming the usefulness of natural resources.

10. Depreciation: The decrease in usefulness of all plant assets except land.
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11. Declining balance method: A method of depreciation that provides declining periodic
depreciation charges to expense over the estimated life of an asset.

12. Inadequacy: A condition in which the capacity of plant assets becomes too small for the
productive demands of the business.

13. Obsolescence: A condition in which, because of new inventions and improvements, a
plant asset can no longer be used to produce goods or services with a
competitive advantage.

14. Salvage value: The amount that management predicts will be recovered at the end of a
plant assets service life through a sale or as a trade-in alowance on the
purchase of a new asset.

15. Straight-line method: A method that allocates an equal portion of the total depreciation
for a plant asset (cost minus salvage) to each accounting period in its
economic life.

16. Sum-of-the-years’-digits depreciation method: A method of depreciation that provides for
declining periodic depreciation a a constant amount over the
economic life of the asset.

17. Bond: a debt security issued by Companies and government units to secure large amounts

of capital on along-term basis.

18. Convertible bond: an exchangeable for capital stock (usually common stock) of the issuer
at the option of the investor.

19. Bond issue costs. Legal, accounting, underwriting, commission, engraving, printing,
registration, and promotion costs.

20. Ins-substance defeasance: an arrangement whereby a company provides for the futures
repayment of one or more of its long-term debt issues by replacing purchased securities
in an irrevocable trust, the principal and interest of which are pledged to pay off the
principal and interest of its own debt securities as they mature.

21. Refunding: the process of retiring a bond issue with the proceeds of a new bond issue.

22. Sinking fund: a cash fund restricted for a specific purpose and classified as investment.
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CHAPTER 4

LONG-TERM INVESTMENTS

CONTENTS
4.1 Aims and Objectives

4.2 Introduction
4.3 Objectives of Long-term investments
4.4 Acquisition Cost
4.5 Accounting for Long-term Investments in Common Stock
4.6 Accounting for Long-term Investments in Bonds
4.7 Special Problemsin Accounting for Long-term Investments in Securities
4.8 Other Long-term Investments
4.9 Summary
4.10 Answersto questions
4.1 AIMSAND OBJECTIVES
After you have studied this chapter, you will be able to:
know why firms invest in debt and equity securities;
understand the amount at which long-term investments are recorded at the date of
acquisition;
understand and be able to use the cost method of accounting and equity method of
accounting for long-term investment in common stock;
be able to account for investments in bonds;
understand how to account for stock dividends, stock splits and stock warrants received
by the investor;
42 INTRODUCTION
Short-term investments in common stock, bonds etc may be converted quickly to cash and are
classified as current assets. Many business enterprises (termed investors) also make long-term
investments in corporate securities such as stocks, bonds, mortgage notes, long-term receivables
to create close business ties with other companies (termed inverse). These long-term investments
are not current assets because they do not represent resources available to meet working capital

needs.
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The basis of distinction between short-term investments and long-term investments lies in the
nature and purpose of the investment. Investments that are readily marketable and that may be
sold without disrupting business relationships or impairing the operations of the business
enterprise are classified as current assets. Investments made to foster business relationships with
other enterprises are classified as long-term investments.

4.30Dbjectives of Long-Term Investments
A business enterprise may make long-term investments in securities of other companies for
many reasons. Among these are:

to create close ties to major suppliers or to retail outlets.

serve as ameans of gaining control of a competitor

to enhance its own income.

to acquire ownership of a company with a strong cash position.

to diversify the business risk.

4.4Acquisition Cost

The cost of an investment in securities includes the acquisition price plus brokerage fees and any
other expenditure incurred in the transaction. If assets other than cash are given in payment for
the securities, the cost of the securities acquired and the value of the non-cash assets given in
exchange may be established by the:

1) Fair value of the non-cash assets or

2) Current market price of the securities, whichever is more objectively determinable.

If two or more securities are acquired for a lump sum or single price, the total cost should be
allocated among the various securities. If the various securities acquired are publicly traded, the
existing market prices serve as the basis for apportionment or allocation of the total cost. This
type of cost apportionment is termed relative mar ket value allocation.

Example

ABC Company acquires from XY Z Company 120 units of four shares of common stock and 12
shares of preferred stock each at a price of Br. 500 a unit, when the common stock is trading at
Br. 40 and the preferred stock at Br. 120 a share. Compute the cost allocated to each kind of
security.

Rift Valley UNIVERSITY Center for Distance Education 112
Financial Accounting Il (Acct-302)



Solution
Total cost of acquisition = 120 x Br. 500 = Br. 60, 000
Market price of each unit = (Br. 40 x 4) + (Br. 120 x 2) = Br. 400

Br.160
Portion of cost allocated to common stock = Br-400 x Br. 60, 000
= Br. 24, 000
20
Portion of cost allocated to preferred stock = 400 x
Br. 60, 000
= Br. 36, 000

4.5Accounting for long-term I nvestmentsin common stock

Shares of stock may be acquired on the open market from a firm’s stockholders, from the issuing

corporation, or from stockbrokers.

There are three different methods of accounting for long-term investment in common stock,
depending on which return an investor wishes to measure. These methods are:

1. cost method - investment income consists only of dividends received.

2. equity method — investment income consists of the investor’s proportionate share of the
investee’s net income.

3. market value method — investment income includes dividends received and changes in
the market value of the investment. The market value method is illustrated for short-term
investments in Financial Accounting |. However, it is much less appropriate for long-
term investments. By definition, long-term investments are not held to take advantage of
short-term fluctuations in market prices. Therefore, either the cost method or the equity

method generally is used to account for long-term investments in common stock.

A. The Cost Method

Under this method a long-term investment is originally recorded and reported at cost. It
continues to be carried and reported at cost in the investments account until it is either partialy
or entirely disposed of, or until some fundamental change in conditions makes it clear that the
value originally assigned can no longer be justified. Ordinary cash dividends received from the

investee are recorded as investment revenue.
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This method is appropriate when an investor owns only a small portion (for example, less than
20%) of the total outstanding common stock of an investee so that the investor has little or no
influence over the investee. In this case, the investor cannot influence the investee’s dividend
policy, and the only portion of the investee’s dividend policy, and the only portion of the

investee’s income that reaches the investor is the dividends paid by the investee.

Liquidating Dividends

When the dividends received by the investor in subsequent periods exceed its share of investee’s
earnings for such periods, the dividends should be accounted for as a reduction of the
investment-carrying amount rather than as investment revenue. Such dividends are called

liquidating dividends. Receipt of such dividendsis recorded by a credit to the investment.

Example

X Company acquired 10% of Y Company’s outstanding common stock at the beginning of 2002
for Br. 300, 000. Y Company reported net income of Br. 200, 000 on December 31, 2002 and
paid cash dividends of Br. 250, 000 on January 10, 2003

The Journal entries to record the above transactions using cost method

(2) To record acquisition of the common stock

Investment in Y Company common stock 300, 000
Cash 300, 000

(2) To record cash dividends received on January 10, 2003
Total cash dividend received by X Company = 0.10 x 250, 000 = Br. 25, 000
Post-acquisition earnings, share of X Company = 0.10 x 200, 000 = 20, 000

Liquidating dividend Br. 5, 000
Cash 25, 000
Dividend revenue 20, 000
Investment in Y Company common stock 5, 000

Per manent Declinein Value of I nvestment

Operating losses of the investee that reduce the investee’s net assets substantially and seriously
impair its future prospects al recorded as losses by the investor. A portion of the long-term
investment has been lost, and this fact is recorded by reducing the carrying amount of the

investment.
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For example, the Journal entry to record a permanent decline of Br. 150, 000 in value of long-
term investmentsin TM Company common stock is as follows:
Realized Los in value of long-term investments 150, 000
Investmentsin TM Company common stock 150, 000

To record a permanent decline in value of Long-term investments in common stock
*Activity Question -1

1. Distinguish between the asset categories of short-term investments and long-term

investments.

B. Valuation at L ower of Cost or Market

Whenever the investment is in “Marketable equity securities” and the equity method is not
appropriate (common stocks that are less than 20% interest or “lack significant influence”), the
investor is required to use the lower of cost or market method in accounting for the investment.
Securities qualify as “marketable equity securities” if

|. they represent ownership shares or the right to acquire or dispose of ownership shares in an
enterprise at fixed or determinable prices, and

ii.sales prices or bid and ask prices are currently available for such securities in the securities

market.

Under the lower of cost or market method al non current marketable equity securities are
grouped in a separate non current portfolio for purposes of comparing the aggregate cost and the

aggregate market value to determine the carrying amount at the balance sheet date.

Accounting for non-current marketable equity securities is both similar to and different from

accounting for marketabl e equity securities classified as current assets.

Similarity: the amount by aggregate cost of the non-current portfolio exceeds market value
(unrealized loss) is accounted for as the valuation allowance.

Difference: Whereas changes in the valuation alowance for equity securities classified as
current assets are included in the determination of income, accumulated changes in the valuation
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allowance for a marketable equity securities portfolio included in non-current assets are not put
on the income statement but are included in the “equity” section of the balance sheet and shown

separately (as a deduction from total stock holders’ equity)

[llustration
Assume the following transactions and information for GAD Company
1. January 6, 2001, made long-term investments of Br. 1, 000, 000 in the common stock of
several publicly owned corporations.
2. The aggregate market value of the investments was Br. 800, 000 at the end of 2001 and Br.
920, 000 at the end of 2002.
3. July 15, 2003, sold long-term investments that cost Br. 500, 000 for Br. 375, 000
4. The aggregate market value of the remaining investments (cost, Br. 500, 000) was Br. 550,
000 at the end of 2003.
Required
A) Present the Journal entriesto record the above transactions and information.

B) Determine the balance of (i) the investment, (ii) the allowance, and (iii) the unrealized
loss account at the end of 2001, 2002 and 2003.

C) Show how the investment in marketable equity securities and the unrealized loss are
presented in the balance sheets of GAD Company at the end of 2001, 2002, and 2003

Solution
A. Journal entriesto record the transactions and information
January 6, 2001
Long-term Investments in marketable
Equity securities 1, 000, 000
Cash 1, 000, 000
December 31, 2001 (unrealized loss = Br. 1, 000, 000 - Br. 800, 000 = Br. 200, 000)

Unrealized loss in value of long-term investments
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in marketable equity securities 200, 000
Allowance to reduce long-term investments
in marketable equity securities to market value 200, 000

December 31, 2002 (increase in market value (recovery) = Br. 920, 000 — Br. 800, 000
= Br. 120, 000)

Allowance to reduce long-term investment in
Marketable equity securities to market value 120, 000
Unrealized loss in value of long-term investments
in marketabl e equity securities 120, 000
July 15, 2003 (realized loss = Br. 500, 000 — Br. 375, 000 = Br. 125, 000) = 375, 000
Realized loss on long-term investments
In marketable equity securities 125, 000
Long-term investmentsin
Marketable equity securities 500, 000
December 31, 2003
The increase in market value above cost (unrealized gain) of Br. 50, 000 (550, 000 — 500,
000) is not recognized. Instead, the balance left in the unrealized loss (200, 000 — 120, 000
= Br. 80, 000) isfully recovered and recorded.
Allowance to reduce long-term investments in
Marketable equity securities to market value 80, 000
Unrealized lossin value of long-term

Investments in marketabl e equity securities 80, 000

B. Account balance
i) Long-term investments in marketable equity securities:

December 31, 2001 Br. 1, 000, 000
December 31, 2002 1, 000, 000
December 31, 2002 500, 000
i) Allowance to reduce long-term investments in marketable equity securities to market
value:
December 31, 2001 Br. 200, 000
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December 31, 2002
December 31, 2003

80, 000
-0-

iii) Unrealized loss in value of long-term investments in marketable equity securities,

December 31,

2001 Br. 200, 000
2002 80, 000
2003 -0-

C. Balance sheet presentation

Dec. 31
2001
Investments:
Long-term investment in marketable
Equity securities, at cost Br. 1, 000, 000
Less: Allowance to reduce long-term
Investments in marketable equity
Securitiesto market value 200, 000
Long-term investments in marketable
Equity securities, at lower of castor market Br. 800, 000
Stockholders’ equity:
Total paid-in capital and relined earnings Br. Xxx, Xxx
Less: unrealized loss in value of long-term
Investments in marketable equity securities 200, 000
Total stock holders’ equity Br. xxx, Xxx

c. TheEquity Method

Dec. 31
2002

Br. 1, 000, 000

80, 000

Br. 920, 000

Br. xxx, Xxx

80, 000

Br. xxx, Xxx

Dec. 31
2003

Br. 500, 000

Br. 500, 000

Br. xxx, Xxx

-0-

Br. xxx, Xxx

When an investor Company acquires sufficient ownership in the voting stock of an investee

Company to have significant influence over the affairs of the investee Company but less than a

controlling interest, the investment is accounted for using the equity method. The investment is

originally recorded at the cost of the shares acquired but is subsequently adjusted each period for

changesin the net assets of the investee. That is, the investment’s carrying amount is periodically

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. The equity
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method recognizes that investee earnings increase investee net assets that underlie the

investment, and that investee losses and dividends decrease these net assets.

Conceptually, the equity method treats the investee company as if it were condensed into one
bal ance sheet item and one income statement item and then merged into the investor company at

the proportion owned by the investor.

In the absence of evidence to the contrary, investments in which the investor company owns 20
percent or more of the outstanding voting stock of the investee Company, the investor company
is presumed to have significant influence over the investee company. Thus, when an investor has
an investment in the common stock of an investee company that results in significant influence

but not control over the investee, the investment is accounted for by the equity method.

[lustration
The following transactions were occurred in the years 2002 and 2003:
Jan. 5, 2002, ABC Company acquired 24, 000 shares (20% of XY Z Company common stock) at
acost of Br. 10 a share.
Dec. 31, 2002, XY Z Company reported net income of Br. 100, 000
Jan. 20, 2003, XY Z Company announced and paid a cash dividend of Br. 60, 000
Dec. 31, 2003, XY Z Company reported a net loss of Br. 30, 000.
Required:
Present the Journal entries required to account for the investment in the books of ABC Company,
using
a. Cost method of accounting

b. Equity method or accounting

Solution
a) Cost method b) Equity method
(2) Jan. 5, 2002
Investment in XY Z Company Investment in XYZ Company
Common stock (24, 000 x 10) 240, 000 Common stock 240, 000
Cash 240, 000 Cash 240, 000
(2) Dec. 31, 2002
No entry Investment in XY Z Company
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Common stock (20% x Br. 100, 000) 20, 000

Investment income 20, 000
(3) Jan. 20, 2003
Cash (20% x Br. 60, 000) 12, 000 Cash 12, 000
Investment income 12, 000 Investment in XY Z
Company common stock 12, 000
(4) Dec. 31, 2003
No entry Loss on investment (20% x 30, 000) 6, 000
Investment in XY Z Company
Common stock 6, 000

*Activity Question -2

(i) For anon-current marketable equity securities portfolio, which of the following is included
in net income of the investor for a specific accounting period?
a. Readlized gains during the period
b. Unrealized losses during the period
c. Accumulated changesin the valuation allowance ledger account balance
d. Increasesin the valuation alowance ledger account balance during the period.
d. Problemsin the Application of Equity Method

Four problems may arise in the application of the equity method of accounting. Let us see them

separately

1. Inter company Profit (Gains) or losses

These are resulted form transaction between the investor and the investee. For example, an

investor or an investee may sell merchandise or, less frequently, plant or intangible assets to its

affiliate. Any unrealized profit (gain) or loss must be excluded from the net income of the

investor.

[llustration

Assume that on November 20, 2003, Investor Company sold merchandise costing Br. 70, 000 to
230,000 §

Investee Company for Br. 100, 000 or for a gross profit rate 30%9100’000@. On December 31,

2003, the inventories of investee included Br. 60, 000 (at billed price) of this merchandise. In
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addition, on December 19, 2003, investee sold land-costing Br. 90, 000 to investor for Br. 120,
000. Investee reported net income of Br. 150, 000 for 2003 but did not declare dividends for that

year. Investor has a 50% ownership in investee.

Investor prepares the following Journal entries on December 31, 2003, under the equity method
of accounting:
a. Investment in investee company

Common stock (Br. 150, 000 - Br. 30, 000) x 0.50 60, 000

Investment income 60, 000

To record 50% of net income of investee company

For 2003 after elimination of Br 30, 000 unrealized

Gain on disposal of land (Br. 120, 000 — Br. 90, 000)
b. Income summary (Br. 60, 000 x 0.30) 18, 000

Deferred Gross profit on sales 18, 000
To defer unrealized gross profit attribute to
Merchandise in investee company’s inventories on Dec. 31, 2003

2. Cost in Excess of (lower than) Equity Acquired

i. Cost in Excess of equity acquired
Often an investor will pay more than the underlying equity of an investment because:

Current fair values of the investee’s identifiable assets may be larger than their carrying

amounts, or the investee has unrecorded goodwill or other intangible assets.

The excess amount would be amortized over the economic lives of the undervalued assets or

the unrecorded assets as follows:

I nvestment income (ordinary) XXX
I nvestment in investee company common stock  Xxx

ii. Cost Lessthan Equity Acquired
When an investor acquires an investment in common stock at a cost less than the underlying
equity, it is assumed that specific identifiable assets of the investee are overvalued. If these assets
have limited economic lives, the investor allocates the excess of the underlying equity over cost

to investment income over the economic lives of the assets as follows:

Rift Valley UNIVERSITY Center for Distance Education 121
Financial Accounting Il (Acct-302)



I nvestment in investee company common stock XX

I nvestment income (ordinary) XX

Example
Assume that ABC Corporation acquired Br. 200, 000 a 20% interest in outstanding common
stock of ABC Company. ABC’s long-term investment enabled it to exercise significant influence

over ABC’s operating and financial policies.

Casel
XY Z’s stockholders’ equity attributable to the common stock acquired by ABC was Br. 160, 000
and the excess Br. 40, 000 paid by ABC was attributable to unrecorded goodwill, which had a
remaining life of 10 years.
The yearly amortization of Br. 40, 000 excessis recorded as follows:
Investment income (Br. 40, 000. 10) 4, 000
Investment in XY Z Company common stock 4, 000

Case?2
XYZ’s stockholders’ equity attributable to the common stock acquired by ABC was Br. 220,
000. The Br. 20, 000 power amount is attributable to overvalued building that had remaining

economic life of 20 years.

The yearly amortization of Br. 20, 000 is recorded as follows:
Investment in XY Z Company common stock (Br. 20, 000. 20) 1, 000

I nvestment income 1, 000

3) Investor’s Closing Entries Under Equity Method

An investor that uses the equity method of accounting for an investment in common stock closes
the balances of the investment income ledger accounts to retained earnings only if the investee
declared dividends in the amount of its net income accrued by the investor under the equity
method of accounting. Any amount of investment income not paid as dividends by the investeeis
closed to the investor’s retained earnings of investee ledger account rather than to retained
earnings, because those undistributed earnings of the investee are not available for the
declaration of dividends by the investor.
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Example
After closing al revenue (including investment income) and expense accounts of the investor

had been posted, the income summary ledger account had a credit balance of Br. 350, 000 on
December 31, year 1. During year 1, investee had reported net income of Br. 100, 000, declared,
and paid dividends of Br. 60, 000.

Investor has 30% ownership in investee.

Investor’s Journal entry to close the income summary ledger account on December 31, year 1 is

asfollows:
Income summary 350, 000
Retained earnings of investee 12, 000
Retained earnings (350, 000 — 30, 000) 338, 000

*12, 000 = (Br. 100, 000 — Br. 60, 000) x 0.30

4) Retroactive Application of Equity Method

If an investor acquires sufficient voting stock to influence an investee in a series of acquisitions
rather than a single one, the equity method of accounting is applied retroactively when the

investor has acquired 20% of the investee’s common stock.

Example

On January 2, 2002, LG Company acquired for Br. 100, 000 a 10% interest in the outstanding
common stock of Addis Company, which had total stockholders’ equity of Br. 1, 000, 000 on
that date. Addis Company had net income of Br. 140, 000 for 2002 and declared and paid
dividends of Br. 80, 000 on December 31, 2002. On January 2, 2003, LG Company acquired an
additional 30% interest in Addis’s outstanding common stock for Br. 318, 000. After acquisition
of the additional 30% interest, LG was able to exercise significant influence over Addis’s

operating and financia policies.

The Journal entries to record the above information are as follows:

January 2, 2002
Investment in Addis Company common stock 100, 000
Cash 100, 000
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To record acquisition of 10% of outstanding common stock of Addis Company

December 31, 2002

Cash (Br. 80, 000 x 0.10) 8, 000
Dividend Revenue 8, 000

To record receipt of dividend from Addis Company

January 2, 2003
Investment in Addis Company common stock 318, 000
Cash 318, 000

To record acquisition of additional 30% interest of
Outstanding common stock of Addis Company
January 2, 2003
Investment in Addis Company common stock 6, 000

Retained earnings of investee
To change retroactively accounting for investment in Addis Company to equity method from
cost method, and to record retroactively 10% share of Addis’s net income for year ended
December 31, 2002 (Br. 140, 000 — Br. 80, 000) x 10%

*Activity Question -3

1. Explain the use of the retained earnings of investee ledger account under the equity
method of accounting for along-term investment in common stock.

4.6Accounting for Long-Term Investment in Bonds
A bond arises from a contract known as an indenture and represents a promise to pay: (1) a sum
of money at a designated maturity date, plus (2) periodic interest at a specified rate on the
maturity amount (face value)

A. Computation of Acquisition price of long-term investmentsin bonds

Investments in bonds should be recorded on the date of acquisition at cost, which includes
brokerage fees and any other costs incidental to the purchase. The cost or purchase price of a
bond investment is its market value, which is determined by the market’s appraisal of the risk
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involved and consideration of the stated interest rate in comparison with the prevailing market
(yield) rate of interest for that type of security. The cash amount of interest to be received
periodically isfixed by the stated rate of interest on the face value.
As you see there are two types of interest on the bond nominal interest rate (the rate at which the
fixed interest is payable) and yield rate (the market rate of interest). The cost of an investment in
bonds (market value at acquisition) is the present value of the future cash receipts pursuant to the
bond contract, measured in terms of the market (yield) rate of interest at the time of investment.
Cost of investment in present value of the face amount
bonds = discounted at market interest rate for n periods
+ Present value of ordinary annuity of n interest receipts discounted at market
interest rate.

If the rate of return desired by the investors (yield rate) is exactly equal to the stated rate, the
bond will sell at its face amount. If investors demand a higher yield than the normal rate, the
bond will sell at a discount. If the yield rate is below the stated rate, investors will pay a

premium, more than maturity value, for the bond.

B. Acquisition of Bonds between Interest Rates

If bonds are purchased between interest payment dates, the investor must pay the owner the
market price plus the interest accrued since the last interest payment date. The investor will
collect this interest plus the additional interest earned by holding the bond to the next interest
date.

Example

Investor purchased on July 1 of bonds having a Br. 100, 000 face value and paying 12% interest
on May 1 and November 1, for 97. The Journal entry to record purchase of the bonds and
accrued interest is as follows:

Investment in Bonds (97% x Br. 100, 000) 97, 000
Interest receivable (Br. 100, 000 x 0.12 x 2/12) 2,000
Cash 99, 000

On November 1, the investor will receive interest of Br. 6, 000 (Br. 100, 000 x 0.12 x 6/12)
Consisting of Br. 2, 000 paid at date of acquisition and Br. 4, 000 earned for holding the bond for
four months (July 1 to November 1)
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C. Discount and Premium on Long-Term Investment in Bonds
On the date of acquisition of bonds, the investment ledger account is debited for the cost of
acquiring the bonds, including brokerage and other fees, but excluding any accrued interest. A
separate discount or premium ledger account as a valuation account is not usually used. The
subsequent treatment of the investment might be handled in one of the three ways the:
1. investment might be carried at cost, ignoring the accumulation of discount or
amortization of premium.
2. investment ledger account balance might be revalued periodically to reflect market value
changes
3. discount or premium might be accumulated or amortized to reflect the change in the
carrying amount of the bonds based on the effective rate of interest prevailing at the time

of acquisition.

The first aternative is used primarily in accounting for short-term bond investments, for
convertible bonds, and for other bonds for which the discount or premium is insignificant.

The second aternative is not in accord with the present interpretation of the realization principle
or the concept of conservatism, especially during periods of rising bond prices. When the
investment in bonds is in jeopardy because of serious cash shortages of the issuer, it generaly is
acceptable to write the investment down to its expected net realizable value and to recognize a

loss.

Thethird aternative is the preferred treatment for long-term investments in bonds. This approach
recognizes that the interest revenue represented by the discount, or the reduction in interest
revenue represented by the premium, accrues over the term of the bonds. This method is
consistent with the principle that requires assets other than cash and receivables to be recorded at

COSt.

M ethods of discount accumulation or premium amortization

Two methods: interest method and strai ght-line method.

| nterest method

This method produces a constant rate of return on the investment in bonds. The interest revenue
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is computed for each interest period by multiplying the balance of the investment at the
beginning of the period by the effective interest rate at the time the investment was made.

Straight-Line Method
The discount or premium is spread uniformly over the term of the bonds. The periodic discount

Total premium(discount)
number of periods

to be accumulated or premium to be amortized =
Periodic interest revenue = Periodic cash receipt — discount accumulated
Or periodic cash receipt + premium amortized
[llustration
GAD Company acquired Br. 1, 000, 000, 10% bonds of DIRE Company that will mature after
25 years. The bonds yield: Case 1 — 12% compounded semiannually
Case 2 - 8% compounded semiannually
The bonds pay interest semiannually starting six months from date of acquisition.
Required
(1) Compute the periodic interest to be collected on the investment
(2) Compute the acquisition price of the bonds under case 1
(3) Compute the amount of the periodic accumulation of discount under case 1 using the
straight-line method
(4) Present the Journal entry necessary to record the acquisition of the bonds under case 1
(5) Compute the acquisition price of the bonds under case 2
(6) Compute the amount of the periodic amortization of premium under case 2 using the
straight-line method
(7) Present the Journal entry necessary to record the acquisition of the bonds under case 2
(8) Present the Journal entry necessary to record receipt of interest at the end of the first six-
month period under case 1 using (&) The interest method
(b) The straight-line method

(9) Present the Journal entry necessary to record receipt of interest at the end of the second six-
month period under case 1 using (&) The interest method
(b) The straight-line method
(10) Present the Journal entry necessary to record the receipt of interest at the end of the first
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six-month period under case 2 using (a) the interest method (b) the straight-line method

(11) Present the Journal entry to record the receipt of interest at the end of the second six-month

period under case 2 using (@) the interest method (b) the straight-line method.

Solution
(1) Periodic interest to be collected = Br. 1, 000, 000 x 10/100 x ¥2
= Br. 50, 000
(2) Acquisition price under case 1 (12%):
(I =12/2% = 6% n=25x 2=50)
Present value of Br. 1, 000, 000 discounted at 6%
for 50 six-month periods (Br. 1, 000, 000 x 0.054288) Br. 54, 288
Add: Present value of ordinary annuity of 50 rents
Of Br. 50, 000 discounted at 6% (Br. 50, 000 x 15.76186) 788.093
Acquisition price of the bonds Br. 842, 381
(3) Discount = Br. 1, 000, 000 — Br. 842, 381 = Br. 157, 619
Amount of periodic accumulation of discount
Under case 1 = Br. 157, 619. 50 = Br. 3, 152
(4) Journal entry to record acquisition under case 1
Investment in DIRE Company bonds 842, 381
Cash 842, 381
(5) Acquisition price under case 2 (8%) (1 = 8%/2 = 4%)
Present value of Br. 1, 000, 000 discounted at 4%

For 50 six-month periods (Br. 1, 000, 000 x 0.140713) Br. 140, 713
Add: PV of ordinary annuity of 50 rents of Br. 50, 000
Discounted at 4% (Br. 50, 000 x 21.482185) 1.074, 109
Acquisition price of bonds Br. 1, 214, 822

(6) Premium = Br. 1, 214, 822 — Br. 1, 000, 000 = Br. 214, 822
Amount of the periodic amortization of premium under case 2
Using straight-line method = Br. 214, 822. 50 = Br. 4, 296

(7) Journal entry to record acquisition under case 2
Investment in DIRE Company bonds 1, 214, 822
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Cash 1, 214, 822

(8) Journal entry to record receipt of interest at the end of the first six-month period under

casel
(@) Interest method
Cash 50, 000
Investment in DIRE Company bonds 543
Interest Revenue 50, 543

Computation
Interest Revenue (Br. 842, 381 x 12/100 x ¥2) — Br. 50, 543

Interest receipt 50, 000
Accumulation of discount Br. 543
(b) Straight-line method
Cash 50, 000
Investment in DIRE Company bonds 3,152
Interest Revenue 53, 152

(9) At the end of the second six-month period
(c) Interest method
Cash 50, 000
Investment in DIRE Company bonds 575
Interest Revenue 50, 175
Computation
Interest revenue (Br. 842, 381 + Br. 543) x 12/100 x ¥ = Br. 50, 575

Less: Interest receipt 50, 000
Accumulation of discount Br. 575
(d) Straight-line method
Cash 50, 000
Investment in DIRE Company bonds 3,152
Interest Revenue 53, 152

(10)At the end of the first six-months (case 2)
(e) Interest method
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Cash 50, 000
Investment in DIRE Company bonds 1, 407
Interest Revenue 48, 590
Computation
Interest revenue (Br. 1, 214, 822 x 8/100 x ¥2) = Br. 48, 593

Interest receipt 50, 000
Premium amortization Br. 1, 407

(f) Straight-line method
Cash 50, 000
Investment in DIRE Company bonds 4, 296
Interest Revenue 45, 704

*Activity Question -4

1. Distinguish between the interest method and the straight-line method of accumulating a

discount and amortizing a premium on along-term investment in bonds.

4.7 Special Problemsin Accounting for Long-term Investmentsin Securities

a. Cost identification

Investments in securities may pose a problem as to which costs should be offset against revenue
in the period of sale. Because securities usually are identified by a certificate number, it would be
possible to use specific identification of stock certificates to establish the cost of securities sold.
However, an alternative cost flow assumption might be adopted.

The alternative methods of cost flow include:

1.FIFO - The first shares acquired are assumed to be the first ones sold

2.LIFO - Thelast shares acquired are assumed to be the first ones sold

3.Weighted-average cost-each share is assigned the same cost basis. Income tax rules require
the use of either the specific identification method or the FIFO method to measure the
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gain or loss. The specific identification method usually is more advantageous for income
tax purposes, because it alows the investor to select for sale the securities that will have

the most desirable tax consequences.

b. Accounting for stock dividends and stock splits

Although a stock dividend might be different from stock splits from the point of view of the
issuer, the two are virtually identical from the point of view of the investor. In both cases, the
investor has more shares than before the split or dividend, but at the same to be cost. The
investor’s accounting for a stock split is the same as for a stock dividend of the same class of
stock. Only a memorandum entry is made to record the number of new shares received, and the

cost (or carrying value) per share is recomputed.

A stock dividend is a proportional distribution of shares of the corporation’s stock to its
shareholders (investors). The investor neither receives assets form the corporation nor own more
of the issuing corporation; they merely have more shares to represent the same prior proportional
ownership. A stock split occurs when a corporation increases the number of issued shares of

stock and reduces the par or stated value proportionally.

Example

Assume that LG Company purchased 1, 000 shares of common stock, par Br. 5 of TG
Corporation at Br. 90 per share. Subsequently, LG Company received a 50 percent common
stock dividend. LG later sold 200 of the common shares at Br. 75 per share. Belay’s entries are

as follows:

At the acquisition date:
Long-Term investment in common stock of TG Corporation 90, 000
Cash (Br. 90 x 1, 000) 90, 000
At the date of stock dividend:
Memorandum entry only: Received 50% common stock dividend of 500 shares (1, 000 x
50%) from TG Corporation, revised cost per share = Br. 90, 000. (1, 000 + 500 = 1, 500)
=Br. 60
At the date of sale of 200 common shares:
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Cash (200 x Br. 75) 15, 000
LT investment in common stock of TG Corporation (200 x Br. 60) 12, 000
Gain on sales of investments (15, 000 — 12, 000) 3,000

c. Stock warrants and stock rights

A stock warrant is a certificate issued by a corporation conveying to the owner rights to acquire
additional shares of its common stock at a specified price in a specified time period.

Stock right — the right to acquire additional shares

Stock warrant — a certificate representing the stock rights

The warrant states the number of shares that the holder of the right may purchases and also the

price a which they may be purchased.

Stock right have three important dates:

1) the date the right offering is announced,

2) the date as of which the certificates or rights are issued, and

3) the date the rights expire. From the date the right is announced until it is issued, the share of
stock and the right are not separable, and the share is described as rights-on; after the certificate
or right is received and up to the time, it expires, the share and right can be sold separately.

Accounting for stock warrants Acquired for Cash

The accounting problems involved when an investor acquires warrants in the open market are
similar to those relating to the acquisition of any security. The acquisition price, plus brokerage
fees and other acquisition costs, is debited to investments in stock warrants, and cash is credited.
When warrants are acquired in conjunction with the acquisition of other securities, the total cost
must be allocated to the various securities included in the package, based on relative market
values.

When the warrants are used to acquire common stocks the initial cost of the warrants used plus
the cash paid is the cost of the stock. The investments in common stock ledger account is
debited; cash and investment in stock warrants are credited. If the market price of the common
stock differs from this combined cost, this fact is disregarded until the stock is sold, at which

time again or lossis recognized.
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Accounting for stock warrants Acquired from I ssuer

Stock warrants for rights are distributed to the stockholders of a corporation in proportion to their
holdings of common stock. The receipt of stock warrants for rights may be compared with the
receipt of a stock warrants for rights may be compared with the receipt of a stock dividend. The
issuer distributes no assets; instead, a method has been provided for an additional investment by
the present stockholders. Until the stockholders elect to exercise or sell their warrants, their
investment in the corporation is represented by (1) shares of common stock that here been
acquired, and (2) stock warrants for rights to acquire additional shares of common stock at a
price below the current market price. The cost of the original common stock investment consists
now of the cost of the original investment is apportioned between these two parts of the
investment on the basis of relative market values. The common stock will trade in the market on
a “rights-on” basis until the ex-rights date, at which time the stock sells “ex-rights” and the stock
warrants have a market of their own. Relative market value alocation may be used to apportion

the cost between the common stock and the stock warrants as follows:

aMarket value of oneright ¢

gmarketval ue market -

g€ost of originalg  Sof one Share  +  value
dinvestment in -+ cof Stock of one+
_ &Common Stock 3, gex- rights right o
_&C Sock 5y & h ht o

[lustration

1. G.G Company purchased 500 shares J.J. Corporation common stock at Br. 93 per share.

2. Later in the year of purchase, G.G. Company receives 500 stock rights that entitle it to
acquire 100 shares of J.J. Corporation common stock at a price of Br. 100 shares of J.J.
Corporation common stock at a price of Br. 100 per share. Each stock right conveys to
purchase one-fifth (1/5) of a share of J.J. Corporation common stock. At the date J.J.
Corporation first trades ex-rights, it has a market price of Br. 120 per share, and each stock
right has a market value of Br. 4.

3. Later G.G. exercised 400 rights and acquired 80 shares (400 x 1/5) of J.J. Corporation at
the price of Br. 100 per share and sold the remaining 100 rights for Br. 4.50 per right.
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Required
Prepare Journal entries to record the above transactions and information

Solution
1) Investment in J.J. Corporation common stock 46, 500
Cash (Br. 93 x 500) 46, 500
2) Total market value of common shares held: (500 x Br. 120) = Br. 60, 000
Total market value of stock rights held: (500 x Br. 4) 2,000
Total market value of investment Br. 62, 000
Br.2,000
* Cost to be allocated to = Br. 46, 500 x Br-62000 - gy 1 500

investments in stock rights

Br.60,000
* Cost to be allocated to = Br. 46, 500 x B-62.000 = gy 45 000
investments in common shares
Br.45,000
So, the cost per share of common stock now = 900 =Br. 90
Br.1,500
Cost perrights= 900 =Br.3
Journal entry to record acquisition of stock rights:
Investment in J.J. Corporation stock rights 1, 500
Investment in J.J. Corporation common stock 1, 500
3) i. To record the acquisition of 80 shares through exercising the rights:
Investment in J.J. Corporation stock rights (400 x Br. 3) 1, 200
Cash (80 x Br. 100)
ii. To record the sale of the 100 stock rights
Cash (100 x Br. 4.50)
Investment in J.J. Corporation stock rights 9100 x Br. 3) 300
Gain on sale of stock right (450 — 300) 150
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d. Convertible Securities

An investor may invest in bonds or preferred stock that is convertible to the common stock of the
investee at the option of the investor. The characteristics of convertible securities are discussed
in the next unit. At this point, we consider the action to be taken by investors who exercise the
conversion option (feature) and relive common stock in exchange for convertible bonds or

convertible preferred stock.

The market value of the common stock received may differ materially from the carrying amount
of the converted securities. Two methods (approaches) are used to account for the converted
securities. These are:

i. Carrying amount (book value) method — The carrying amount of the convertible securities
is assigned to the common stock acquired in exchange. Thus, no gain or loss is
recorded at the time of conversion.

ii. Market value method — The common stock acquired in exchange for convertible
securities is recorded at the market value with the gain or loss to be recorded at the
time of conversion.

The first method is more acceptabl e than the second method

Example
Convertible bonds of Tola Company with carrying amount of Br. 155, 000 are converted to
common stock with a current market value of Br. 180, 000.
The Journal entry to record the conversion is as follows:
i. Carrying amount method

Investment in Tola Company common stock 155, 000
Investment in Tola Company convertible bonds 155, 000
ii. Market value method

Investment in Tola Company common stock 180, 000
Investment in Tola Company convertible bonds 155, 000
Unrealized gain on conversion of bonds (120, 000 — 155, 000) 25, 000
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4.8 OTHER LONG-TERM INVESTMENTS
A. Long-Term Receivables
Receivables not collectible during the next year or operating cycle, whichever is longer, are
excluded from current assets and may be reported with other long-term investments in the
balance sheet. Among such receivables are long-term notes and installment contracts receivable
and notes receivables from officers, employees, or affiliated companies not collectible in the next
year or operating cycle. The current portion of installment contracts receivable and other notes

receivable collectible in installments is reported with other current assets in the balance sheet.

B. Investmentsin special-purpose funds
Companies sometimes set aside cash or other assets in specia-purpose funds for a particular
future use. These assets are commonly non current assets and directly related to current
operations. They are reported on the balance sheet under the non-current heading classification
investments and funds.

Funds may be set aside
1) by contract, as in the case of bond sinking fund;
2) by law, asin the case of rent deposits; or
3) Voluntarily, as in the case of a plant expansion fund. Examples of long-term special-purpose
funds are
Funds set aside to retire a specific long-term liability, such as a bond, a mortgage payable or
long-term note payable.
Funds set aside to reacquire shares of the company’s outstanding stock.
Funds set aside to purchase major assets, such as land or buildings.
There are two methods of handling these funds:
i.  Thefund may be established and operated internally
ii. The assets may be deposited with a trustee (a bank, for example) who receives deposits,
invests cash, collects revenue, pays expenses, and renders an appropriate accounting

to the responsible officials.

Typicaly, funds that are created voluntarily are operated internally, where as those created by

contract are handled by atrustee.
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Bond sinking funds usually are included under long-term investments, and bonds outstanding are
shown as a long-term liability. The sinking fund should not be offset against the bond liability. A
sinking fund and other similar funds usually are included in the balance sheet as an asset even

though they are held by trustees.

One of the most common methods of accumulating a sinking fund is to deposit fixed amounts at

periodic intervals. The periodic deposit is computed by use of an amount of annuity formula.

C. Cash Surrender Value of Life Insurance Policies
Often a firm insures the lives of its top executives, with the firm as the beneficiary. There are
three types of life insurance policies afirm might acquire on the lives of its executives:
i. ordinary or whole-life
ii. limited payment

iii. term insurance

Only whole-life and limited-payment insurance policies build up value while the policy is in
force. They have stipulated |oan values and cash surrender values.

The cash surrender value (CSV) of a policy is the amount that would be refunded should the
policy be terminated at the request of the insured. This value increases over time as the firm pays
the insurance premium. The CSV is a form of investment usually reported on the balance sheet

under investments and funds as along-term asset.

Each policy provides a schedule that indicates the cash surrender value and the loan value for
each policy year. Because a portion of the premiums paid is refundable in the form of the cash
surrender value, only a portion of the periodic premiums is expensed. The firm’s life insurance
expense each period is the excess of the premium paid over the increase in the cash surrender
value for the period.

[llustration
Arega Corporation purchased a Br. 100, 000 whole-life policy on its top executive several years
ago. The following data represent the first five-year experienced of Arega Company;
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Year Premium Cash Surrender Vaue

1999 Br. 2, 200 0
2000 2,200 0
2001 2,200 Br. 500
2002 2,200 1, 500
2003 2,200 2,600

The Journal entries for 2001 and 2002 are as follows:

2001
Life insurance expense (2, 200 — 500) 1, 700
Cash surrender value of life insurance 500
Cash 2,200
2002
* The cash surrender value was increased by Br. 1, 000 (1, 500 — 500)
Life insurance expense (2, 200 - 1, 000) 1, 200
Cash surrender value of life insurance 1, 000
Cash 2,200

Assume that the insured executive died on April 1, 2002, after the premium has been paid and
recorded in the preceding entry. Most policies refund any premiums paid beyond the life of the
insured. Assuming that the policy anniversary date is January 1, the refund in this case is Br. 2,
200 x (9/12), or Br. 1, 650. The insurance company pays Arega Corporation the face amount of
the policy (Br. 100, 000) plus the refund amount (Br. 1, 650). Arega Corporation had recognized
insurance expense of Br. 1, 200 for 2002. With the policy in effect only three months before the
insured died, the expense recovery is for three-fourths of the year, or (9/12), which is 3/12 x Br.
1, 200 (Br. 900). A portion of the Br. 100, 000 is recorded as the payment of the cash surrender

value, and the remainder isagain:

Cash (Br. 100, 000 + Br. 1, 650) 101, 650
Life insurance expense 900
Cash surrender value of life insurance 1, 500
Gain on settlement of life insurance indemnity 99, 250
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=8 Post Test Questions

1. What are the objectives of long-term investments?

2. When is the cost method of accounting for long-term investment in common stock
appropriate?

3. What isliquidating dividend?

4. An investor that uses the equity method of accounting for a 40% owned investee, which
had net income of Br. 20, 000 and declared and paid dividends of Br. 5, 000 during 2003,
prepaid the following Journal entries on December 31, 2003:

Investment in investee common stock 8, 000
Investment income 8, 000
Cash 2,000
Dividend revenue 2, 000

The effect of the forgoing Journal entries on the balance sheet of the investor on
December 31, 2003, is

5. Which method is (are) unacceptable to establish cost of securities sold for income tax

purposes?

6. From an investor’s point of view, is there any significant difference between a stock
dividend and a stock split? Does elther represents revenue to an investor?

7. What are stocks warrants for rights?

8. What isthe cash surrender value of an insurance policy on the life of an officer of a
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business enterprise included as along-term investment in the balance sheet of the
enterprise?

Summary

The Investments section of a balance sheet can comprise many different items. If the market
rate of interest is below the bond’s stated rate, the bond will sell at a premium, where asif the
market rate is higher than the bonds slated rate, the bond will sell at a discount. The two
widely used methods of amortizing bond premium and accumulating bond discount are the
straight-line method and the effective interest method. The investor who receives rights to
purchase additional shares may
1) Exercise the rights by purchasing additional stock,
2) Sell therights, or
3) Permit them to expire without selling or using them. When the company is the
beneficiary and has the right to cancel alife insurance policy at its own option, the policy’s cash
surrender value is an asset of the company. The difference between the premium paid and the
increase in the cash surrender value represents an expense to the company.

—~Answersto questions

A. Answersto Activity Questions
1. Investments that are readily marketable and that may be sold without disturbing
business relationships or affecting the operations of the business are current assets
while investments made to create business relationships with other enterprise are long-
term investments
2. A
3. Itisan account used to close the amount investment income not paid as dividends by the
investee.
4. Interest method — the interest revenue is computed for each interest period by multiplying
the balance of the investment by the effective interest rate at the time the investment was

made and the discount accumulated and the premium amortized is the difference between
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the interest revenue computed by effective rate of interest and periodic cash receipt.
Straight-line method — The discount or premium is spread uniformly over the term of the
bonds and the periodic interest revenue is periodic cash receipt minus discount
accumulated or plus premium amortized.
B. Answersto Post Test Questions
1) The objectives of long-term investments
- tocreate closetiesto major suppliersor retail out lets
- togain control over competitor
- to enhanceincome
- todiversify the business risk

2) When an investor owns only asmall portion (for example, less than 20%) of the total
outstanding common stock of an investee so that the investor haslittle or no influence
over the investee.

3) Thedividend received from investee earnings before acquisition of the common stock.
4) The second entry isincorrect. The correct entry is
Cash 2,000
Investment in investee common stock 2, 000

The effect of this error on the balance sheet is to overstate the investment in investee
common stock by Br. 2, 000 and to overstate total assets by the same amount.

5) LIFO and weighted-average methods
6) Certificates issued by a corporation conveying to the owner rights to acquire shares of its
common stock at a specified price in a specified time period.

7) The savings part of alifeinsurance policy.

GLOSSARY
1. Cash surrender value of lifeinsurance: The saving part of alife insurance policy.
2. Convertible securities: Securities that can be converted at some specified future date into
other securities.
3. Cost method: a method of accounting for long-term investment by which the investor
recognizes as income its share of cash dividends of the investee.

4. Discount: excess of par value of stock over its sales price.
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5. Equity method: a method of accounting for long-term investments, in which the
investment is first recorded at its acquisition cost. However, the investment account is
adjusted to reflect the proportionate increase or decrease in the investee’s stockholders’
equity that results from the investee’s net income or loss for the period and declaration of
dividends.

6. Long-term investment: assets that include holdings in securities (stocks and bonds) not
classified as current, and in some circumstances, investment in certain subsidiaries that
have not been consolidated with the parent firm.

Premium: excess of the sales price of stock over its par amount.

8. Stock dividend: a distribution to current shareholders (on a proportional boasis) of the
corporation’s own stock.

9. Stock split: an increase in the number of outstanding shares, with a proportionally
decreasing par or stated value.

10. Stock warrant: a certificate issued by a corporation conveying to the owner rights to

acquire shares of its common stock at a specified price in a specified time period.
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Part |. Choose The Best Answer and Put Your Answer on the Space Provided.(5Pts)
1. Which of the following inventory methods comes closest to stating ending

inventory at replacement cost?
A.FIFO C.Weighted-average method
B.LIFO D.Base Stock
2. Oneof the basic assumptions of the conventional retail method is that:
A. net markups apply to the goods sold
B. net markdowns apply to the total goods available for sale
C. net markdowns apply ones to the goods sold
D. the cost to retail percentage is unchanged form that of prior years.
3. Withregard to disposing of old plant assets, which oneis false?
A. Lossis always recognized whether in an exchange of similar or dissimilar plant
assets.
B. A retirement of partially depreciated plant assets with out receiving any
proceeds result in aloss.
C. Sdling a plant assets for more than its carrying value resultsin again.
D. Recognition of gain through exchange of similar plant assetsis not alowed since
the earning process has not been compl eted.
E. None of the above
4. ABC Company purchased a machine with a cost of Br. 165, 000 and a salvage
value of Br. 9, 000 on April 1, 1999. The machine will be depreciated over a 12
year useful life using the sum-of-the-year’-digits method. The amount of
depreciation ABC Company would record for the year ended 12/31/00 would

be:
A.Br. 22, 000 C. Br. 16, 500
B. Br. 24, 000 D. Br. 22, 500



5. During 1997, Chala Company experienced financial difficulties and was likely to
default on a Br. 500,000, 15 percent, three-year note dated January 1, 1998,
payable to National Bank. On December 31, 1999, the bank agreed to settle the
note and unpaid 1999 interest of Br. 75,000 for Br. 410,000 cash payable on
January 31, 2000. What is the amount of gain, before income taxes, from the debt

restricting?
A.Br.0 C. Br. 90,000
B. Br. 75,000 D. Br. 165,000

Part 1. Problems.(2Pts)

1. The following information was taken from the financial statement of Nati company for the
year ended April 30, year 3;

SIS .. et Birr 600000  Beginning
inventories(LIFO basis).........oovviiiiiiiiiiie s e, 50000

NEE PUICNESES. .. e vt et et e et e e e e e e e e re e e e e 340000

Ending inventories (lifo basis).........ccooviiin i 60000

O ] 45000

Account receivable(Net) ... ... ... 75000

Short term investment(at-cost approximates market value).....................8000

Short term prepaymMent.......c..ve it e e e 2000

Current Hability. .. ..o 100000

The inventories on the LIFO , FIFO were birr 120000 on April 30, year 2, and birr 132000 on
April 30.
A. Compute the following amounts or ratios, assuming that inventories are valued on the
1) LIFO basis and on the 2) FIFO basis. .(3Pts)
Current asset
Working capital
Current ratio
Cost of goods sold



B. Does the use of the fifo method of inventory valuation give a more meaningful
measure of the co.s working capital , current ratio and inventories turnover than the
lifo method? Explain. .(2Pts)

2. The construction co. began operation on March 1, year 2. During year 2, TH entered
into a contract with City Corporation to construct afactory. At that time, TH estimated
that it would take four years to complete the factory at atotal cost of birr 4,800,000.
The contract price for the construction of the factory was birr 6,000,000. During year
2, TH incurred birr 1,250,000 in construction costs related to this project, and city was
billed and paid 30% of the contract price. T he remaining costs to complete the
contract art estimated at birr 3,750,000 on December 31, year 2. .(2Pts)

Instruction; Prepare working paper to compute 1) the amount of gross profit realized for
the year ended December 31, year 2, and 2)the amount to be shown as “” costs of un
completed contract in excess of related billings’” or *’billings on uncompleted contract in
excess of related costs’” on December 31, year 2, under each of the following accounting
methods: .(1Pts)

A. Completed contract method

B. Percentage of completion method

1. The cash price of amachine acquired by Bayu manufacturing co. on September 30, year

1,was birr 62,400, including sales taxes: it was paid for as follows:

Cash doWN PAYMENT ... ...ttt e e e e e e e e e ae e Birr 7,800
Capital stock, 600 shares with a current market price of birr 42 ashare



The following additional costs were incurred before the machine was ready for use:
INSEAHATION COSES ... vttt e e e e e e e Birr 2,600
Direct COStS Of trial TUNS ... e e 1,000

The machine was expected to produce 100000 units during its economic life. It was placed in

service on October 4, year 1.

Instructions

A. Determine the cost of the machine for financial accounting purposes. Assume that the
discount on the promissory note is equal to the difference between the total payments
to be made and the cash price of the machine. .(1Pts)

B. Assuming that the estimated net residual value of the machineis birr 6000 and that
the economic lifeis estimated to be five years, compute depreciation for year 1,(3
months) and year 2 under: .(2Pts)

I straight line method

ii. sum of the years digits method

iii. rate of 40% applied to declining carrying amount of the machine

iv. output method(the machine produced 15,000 unitsin year 1and 24,000
unitsin year 2).

2. Netsi co. acquired three lots of Arega co. common stock as follows:

Number of Cost of Brokerage and

Lot No. shares Each share Other costs
1 2,000 Birr 28 Birr 600
2 800 36 300
3 1,200 30 400




Arega issued a 10% stock divedend on May 10 and stock rights on August 15 entitling
common stockholders to purchase at birr 40 one new share for every 10 shares held. Shortly
after the rights were issued, the common stock was trading ex-rights at birr 49 a share and the
rights at birr 1 aright. Netsi sold 1000 rights at birr 1.125 a right, less brokerage and other
costs of birr 45. The remaining rights were exercised. Arega has 1,000,000 shares of common

stock outstanding.

Instructions:
a. Compute the gain or loss on the sale of rights under 1)fifo, 2) lifo and 3) average cost
of the common stock to determine the cost of the rights sold round cost of each right
to the nearest tenth of a cent. .(2Pts)

b. Prepare a working paper to show the number of sharesin each lot, the total cost of
each lot, and the unit cost of each lot ( to the nearest cent) assuming the use of fifoin
part a and considering the shares bought through the exercise of rights as lot no. 4.
(2Pts)

3. Ras Co. issued birr 4 million face amount of three years, 9% bond. Interest is payable
semiannually on June 30 and December 31. The bonds were issued on January 1, year 1,
at a price, which gave the co. an effective interest cost of 5% semi annually. Bond issue
costs may be disregarded. .(2Pts)



Instructions:
a. Compute the proceeds of the bond issue and prepare an amortization table, showing
the interest expense for each six-month period by the interest method. (Round all
computations to the nearest birr). .(2Pts)

b. Using the data in the amortization table prepared in a, prepare journa entries to
record the issuance of the bonds , the interest payments at the end of the first six
months and at the end of the last six months of the bond issue and the extingui shment

of the bonds at maturity on December 31, year 3. .(2Pts)

4. OnJuly 1, 1992, Kebede’s Company paid Br. 599,000 for 10 percent, 20-year bonds with
a face value of Br. 500,000. Interest is paid on December 31 and June 30. The bonds
were purchased to yield 8 percent. Kebede uses the interest method to recognize interest

income form this investment. .(1Pts)

I nstruction:
What is the carrying amount of this investment in bonds in center’s December 31, 1992,
balance sheet if Kebede Company intends to hold the bonds to maturity? .(1Pts)
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