ENGLISH FOR THE STUDENT OF ACCOUNTING - LESSON (12) - INVESTMENTS
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Accounting for investments is controversial. The accounting problems involve measurement, recognition, and disclosure.
According to SFAS No. 115 accounting for investments is classified into two broad categories as investment in debt
securities and in equity securities. The fundamentals of the accounting for investments in debt and equity securities are
explained below:
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Investments in Debt Securities
Investments in debt securities are grouped into three separate categories for accounting and reporting purposes. These
categories are 1) Held-to-maturity, 2) Trading, and 3) Available-for-sale .
By definition ,only debt securities can be classified as held-to-maturity because equity securities have no maturity date. A
debt security should be classified as held-to-maturity only if the reporting entity has both a) the positive intent ,and b) the
ability to hold those securities to maturity
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Trading securities are held with the intention of selling them in a short period of time. Trading securities are traded to

generate profits from short-term differences in price. The holding period for these securities is generally less than

3 months .
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Debt securities not classified as held-to-maturity or trading should be classified as available-for-sale securities. This

category is therefore a catch-up category .
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Investments in Equity Securities

Investments by one corporation in the common stock of another corporation can be classified according to the
percentage of the voting stock of the investee held by the investor .
For the case in which the ownership interest is less than 20%, the same accounting and reporting treatment (except for
held-to-maturity) is used as with the debt securities .Accounting for investments in more than 20% of the ownership of
the investee is described later under the caption Long-Term Investments .
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Accounting for Long-Term Investment

Accounting for long-term investments in stock depends primarily upon the degree of control ,which the investor exercises
over the investee. If the investor is able to exercise significant influence over the investee's management, dividends paid
by the investee may no longer be a good measure of the investor's income from the investment because the investor
may influence the investee's dividend policy. In such cases, dividends paid by the investee are likely to reflect the
investor's cash needs and income tax considerations, rather than the profitability of the investment. Since investments of
these types cannot be sold without disrupting the relationships between the two parties, they can not be regarded as
ordinary investments and special accounting methods are needed to reflect the economic content of the investment.

Based on the above argument, investments in equity securities are divided into three categories as below :
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1. Investment in less than 20% of voting stock. In this case, it is assumed that there is no significant influence of

control. Therefore, the investment is classified as either trading or available-for-sale
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2. Ownership of between 20% and 50% of voting stock. There is an influential interest but no control. Investment

is classified as long-term and the equity method, which is called one-line consolidation, is used.

Vlgic a4 138 qlojw JyisS @ 9 wewl igo 398 Sy wlls il 1S (B> Shis plpaw Loyd 04 U Ve G wus)b .Y

2398 (w0 030 518y (598 s 03l Srlhaw (Basli aS) 039 Uil Lugy 9 Sa A Wil

3. Ownership of more than 50% of voting stock. There is control over the investee's activities and the investor
should prepare consolidated financial statements. The acquiring corporation might pay cash and other assets, or might
issue its capital stock, or incur liabilities for the acquired corporation. In each of these cases, the purchase method is used

as a basis for preparing consolidated financial statements.
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Unrealized holding
Other income effects ) Valuation basis category Type of security
gain or less
Interest when earned,
Not recognized Amortized cost Held-to-maturity
Gains and losses from sale
Recognized in
As the above . Fair value Trading Debt security
income
Recognized in . .
As the above . Fair value Available-for-sale
equity
Less than 20%
Dividend declared, gain Recognized in . )
Fair value Trading
and losses from sale income
Recognized in . .
As the above . Fair value Available-for-sale
equity
Equity security
Proportionate shares of
investee,s net income . ) Between 20% and
. o Not recognized Equity method
adjusted for amortization 50%
of goodwiill
Not applicable Not recognized consolidation More than 50%
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Combinations and Long-Term Investments Business

As an external means of achieving growth, business combinations are events or transactions in which two or more
business enterprises or their net assets are brought under common control into a single accounting entity. When a
business combination occurs, consolidated financial statements should be prepared to show the financial position and the
results of operations of the combined entity .
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Methods of Combinations

There are four methods for carrying out business combinations as follows:
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1. Merger. In a merger, the board of directors of the two or more corporations involved approve a plan to exchange all
of their voting common stock for the voting stock (and perhaps some preferred stock, cash, or long-term debt) of one of
the corporations (the survivor). Other corporations then cease to exist as separate legal entities.
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2. Consolidation. In a consolidation, a new corporation is formed to issue its capital stock in exchange for the capital

stock of two or more existing corporations, which then go out of existence.
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3. Acquisitions of assets. A business enterprise may acquire all or most of the assets of another enterprise for cash,

debt, capital stock or a combination thereof. The selling enterprise may then continue its existence as a separate entity or

it may be liquidated.
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4. Acquisition of capital stock. One corporation (the investor) may issue capital stock, cash, debt, or a combination

thereof to acquire all or part of the voting capital stock of another corporation, the investee.
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