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Chapter Changes for Fundamentals 
of Advanced Accounting, 
9th Edition:

Chapter 1
	∙	 Updated real-world references and examples.
	∙	 Revised several end-of-chapter problems.

Chapter 2
	∙	 Three new business combinations are discussed in 

terms of motivations to combine Goodyear Tire and 
Rubber-Cooper Tire and Rubber, Google-Fitbit, and 
Uber-Postmates.

	∙	 Updated real-world references and examples.
	∙	 Revised several end-of-chapter problems and added 

three new business combination cases.

Chapter 3
	∙	 Added a special On the Horizon discussion titled 

“FASB Considers Goodwill Amortization.”
	∙	 Updated real-world references and examples.
	∙	 Revised several end-of-chapter problems. In particu-

lar, previous asset allocations to customer-related 
items in acquisitions were changed to other intangi-
ble asset categories in light of proposed FASB action.

	∙	 Updated and revised end-of-chapter impairment 
analysis case.

Chapter 4
	∙	 Updated real-world references and examples.
	∙	 Revised end-of-chapter problems and cases.

	∙	 Revised and streamlined the “Does GAAP Undervalue 
Post-Control Stock Acquisitions?” discussion question.

	∙	 Revised several end-of-chapter problems (including 
the conversion of eight multiple choice questions to 
open-ended problems).

	∙	 Included a new step-acquisition case and an updated 
Costco noncontrolling interest case.

Chapter 5
	∙	 Revised end-of-chapter problems including the con-

version of six multiple-choice questions to open-
ended problems.

	∙	 Included a new end-of-chapter problem that focuses 
on intra-entity transfers (inventory and equipment) 
for a 100 percent-owned subsidiary.

Chapter 6
	∙	 Updated real-world references and examples.
	∙	 Revised, clarified, and simplified the section on 

consolidated earnings per share (EPS). The EPS 
example now includes only the effect of subsidiary 
convertible bonds for consideration of the subsid-
iary’s effect on diluted EPS. The example is not only 
simplified but provides improved alignment with 
end-of-chapter problems.

	∙	 Revised end-of-chapter problems including the con-
version of three multiple-choice questions to open-
ended problems.

Chapter 7
	∙	 Replaced one of the real-world example companies 

used in the “Introduction” to demonstrate the signifi-
cance of export sales and foreign currency hedging 
for some entities.

Fundamentals of Advanced Accounting, Stays 

Overall—this edition of the text provides relevant and up-to-date 
accounting standards references to the Financial Accounting Standards 
Board (FASB) Accounting Standards Codification® (ASC). We’ve also 
added new Hint Videos, Integrated Excel problems, and Data Analytics 
materials available only in Connect!
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Current as the Accounting Profession Changes

	∙	 Updated real-world references including excerpts 
from annual reports.

	∙	 Changed the exchange rate in the fictitious Interna-
tional Company illustration included in “Derivatives 
Accounting” to be more consistent with the current 
U.S. dollar/Mexican peso exchange rate.

	∙	 Added a discussion question “Is Bitcoin a Foreign 
Currency?”

	∙	 Changed several multiple-choice format problems at 
the end of the chapter to a requirement format.

	∙	 Added several new multiple-choice format prob-
lems to replace those converted to a requirement 
format.

	∙	 Changed hypothetical company names in sev-
eral  end-of-chapter problems to provide more 
diversity.

	∙	 Made a variety of changes to the historical exchange 
rates internet case, including changing the company 
name, locations of customers, and so on.

Chapter 8
	∙	 Replaced merger-and-acquisition bullet items at the 

beginning of this chapter with updated information 
from a different set of companies.

	∙	 Updated information about countries currently 
meeting the definition of highly inflationary 
economy.

	∙	 Updated real-world references, including examples 
of company practices and excerpts from annual 
reports.

	∙	 Rephrased most bullet items in the section “Inter-
national Accounting Standard 21—The Effects of 
Changes in Foreign Exchange Rates.”

	∙	 Deleted a quote related to determining the functional 
currency in “Comparison of the Results from Apply-
ing the Two Different Methods.”

	∙	 Converted several multiple-choice format prob-
lems at the end of the chapter to a requirement 
format.

	∙	 Added one new multiple-choice problem.
	∙	 Changed fictitious company names in several prob-

lems and cases to increase diversity.

Chapter 9
	∙	 Updated real-world references.
	∙	 Revised end-of-chapter problems, including the 

conversion of six multiple-choice questions to open-
ended problems.

Chapter 10
	∙	 Changed the names of fictitious partners in several 

illustrations, discussion questions, and end-of-chapter 
problems and cases to add diversity.

	∙	 Converted several multiple-choice format problems 
to a requirement format.

Chapter 11
	∙	 Updated numerous references to the financial 

statements of a wide variety of state and local 
governments such as the City of Houston, the City 
of  Dallas, the City of Greensboro, and the City of 
Las Vegas. This information helps students to see 
real-world examples of financial reporting in its 
current form.

	∙	 Updated all references from the old terminol-
ogy (Comprehensive Annual Financial Report) 
to the new terminology (Annual Comprehensive 
Financial Report).

Chapter 12
	∙	 Provided discussion of GASB’s current project to 

update the financial reporting model for state and 
local governments.

	∙	 Updated references to the financial statements of 
state and local governments such as the City of Los 
Angeles, the City of Buffalo, the City of Atlanta, the 
City of Detroit, and the City of Boston.

	∙	 Created a completely new illustration of the financial 
statements for a public college or university to help 
students better understand the meaning and structure 
of the reporting process.
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Students Solve the Accounting Puzzle 

The approach used by 
Hoyle, Schaefer, and 
Doupnik allows students 
to think critically about 
accounting, just as they 
will in their careers and 
as they prepare for the 
CPA exam. Read on to 
understand how students 
will succeed as accounting 
majors and as future CPAs 
by using Fundamentals of 
Advanced Accounting, 9e.

Thinking Critically
With this text, students gain a well-balanced apprecia-
tion of the accounting profession. As Fundamentals of 
Advanced Accounting, 9e, introduces them to the field’s 
many aspects, it often focuses on past controversies and 
present resolutions. The text shows the development of 
financial reporting as a product of intense and considered 
debate that continues today and will in the future.

Readability
The writing style of the previous editions has been highly 
praised. Students easily comprehend chapter concepts 
because of the conversational tone used throughout the 
book. The authors have made every effort to ensure that the 
writing style remains engaging, lively, and consistent.

Real-World Examples
Students are better able to relate what 
they learn to what they will encounter in the 
business world after reading these frequent 
examples. Quotations, articles, and illustra-
tions from Forbes, the Wall Street Journal, 
Time, and Bloomberg BusinessWeek are 
incorporated throughout the text. Data have 
been pulled from business, not-for-profit, and 
government financial statements as well as 
official pronouncements.
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As an example, Oracle’s acquisition of Sun Microsystems creates synergies by enabling Ora-
cle to integrate its software product lines with Sun’s hardware specifications. The acquisition 
further allows Oracle to offer complete systems made of chips, computers, storage devices, 
and software with an aim toward increased efficiency and quality.2 Other cost savings result-
ing from elimination of redundant processes, such as data processing and marketing, can 
make a single entity more profitable than the separate parent and subsidiary had been in the 
past. Such synergies often accompany business combinations.

Although no two business combinations are exactly alike, many share one or more of the 
following characteristics that potentially enhance profitability:

 ∙ Vertical integration of one firm’s output and another firm’s distribution or further processing.
 ∙ Cost savings through elimination of duplicate facilities and staff.
 ∙ Quick entry for new and existing products into domestic and foreign markets.
 ∙ Economies of scale allowing greater efficiency and negotiating power.
 ∙ The ability to access financing at more attractive rates. As firm size increases, negotiating 

power with financial institutions can increase also.
 ∙ Diversification of business risk.

Business combinations also occur because many firms seek the continuous expansion of their 
organizations, often into diversified areas. Acquiring control over a vast network of differ-
ent businesses has been a strategy utilized by a number of companies (sometimes known as 
conglomerates) for decades. Entry into new industries is immediately available to the parent 
without having to construct facilities, develop products, train management, or create market 
recognition. Many corporations have successfully employed this strategy to produce huge, 
highly profitable organizations. Unfortunately, others discovered that the task of managing a 
widely diverse group of businesses can be a costly learning experience. Even combinations 
that are designed to take advantage of operating synergies and cost savings will fail if the 
integration is not managed carefully.

Overall, the primary motivations for many business combinations can be traced to an 
increasingly competitive environment. Three recent business combinations provide interest-
ing examples of distinct motivations to combine: Goodyear Tire & Rubber and Cooper Tire & 
Rubber, Google and Fitbit, and Uber and Postmates. Each is discussed briefly in turn.

2 Ben Worthen, Cari Tuna, and Justin Scheck, “Companies More Prone to Go ‘Vertical,’” Wall Street Journal, 
November 30, 2009.

Acquirer Target Deal Value

S&P Global IHS Markit (United Kingdom) $ 44.0B
T-Mobile Sprint $ 40.8B
Analog Devices Maxim Integrated Products $ 27.9B
Salesforce.com Slack Technologies $ 27.7B
Microsoft Nuance $ 20.0B
Intuit Mailchimp $ 12.0B
Merck & Company Acceleron Pharma $ 11.5B
Nvidia Mellanox $ 7.0B
Johnson & Johnson Momenta Pharmaceuticals $ 6.5B
Verizon Communications Tracfone Wireless $ 6.2B
Cisco Acacia Communications $ 4.5B
Uber Technologies Postmates $ 3.9B
Goodyear Tire & Rubber Company Cooper Tire & Rubber Company $ 3.1B
Google Fitbit $ 2.1B
Costco Wholesale Corp. Innovel Solutions $ 1.0B
Peloton Interactive Precor $ 412.0M

EXHIBIT 2.1 Recent Notable Business Combinations

Discussion Questions
This feature facilitates student understand-
ing of the underlying accounting principles at 
work in particular reporting situations. Simi-
lar to mini cases, these questions help explain 
the issues at hand in practical terms. Many 
times, these cases are designed to demon-
strate to students why a topic is problematic 
and worth considering.
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January 1, 2024, when Sunset’s book value has increased to $420,000, Alameda buys another 
20 percent of Sunset for $95,000, bringing its total ownership to 90 percent. Under the acqui-
sition method, the valuation basis for the subsidiary’s net assets was established on January 1, 
2023, the date Alameda obtained control. Subsequent transactions in the subsidiary’s stock 
(purchases or sales) are now viewed as transactions in the combined entity’s own stock. 
Therefore, when Alameda acquires additional shares post-control, it recognizes the difference 
between the fair value of the consideration transferred and the underlying subsidiary valua-
tion as an adjustment to Additional Paid-In Capital.

The difference between the $95,000 price and the underlying consolidated subsidiary 
value is computed as follows:

Discussion Question

DOES GAAP UNDERVALUE POST-CONTROL STOCK ACQUISITIONS?
At a recent board of directors meeting, Margaret Liu, Chief Executive Officer of StepUp Corpo-
ration, discussed her company’s post-control step acquisition in Escalator, Inc., as follows:

Escalator provides an example of how accounting fails to capture the gap between 
book value and fair value. Let me explain. . .

This year we purchased additional shares in our subsidiary Escalator, increasing 
our ownership to 90% (up from the 75% we acquired a few years ago). What I find 
puzzling is that the GAAP rules require us to report the current year’s purchase not at 
what we paid, but at an amount based on the current book value of our original 75% 
purchase which is less than our purchase price. Our accountants tell me that if we 
didn’t already own the original 75%, we would record the additional 15% investment 
at our $1.5 million cost.

I’m further puzzled as to why our total investment in Escalator doesn’t reflec

sense does this make?*

How would you explain accounting valuations for post-control step acquisitions to the StepUp 
Corporation executives? Do you agree or disagree with GAAP treatment of  reporting addi-
tional investments in subsidiaries when control has previously been established?

*Warren Buffet raised similar issues in Berkshire Hathaway’s 2012 annual report.

1/1/24 price paid for 20% interest. . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000
Noncontrolling interest (NCI) acquired:
  Book value (20% of $420,000) . . . . . . . . . . . . . . . . . . . . . . . $ 84,000
  Goodwill (20% of $100,000). . . . . . . . . . . . . . . . . . . . . . . . . .  20,000
Noncontrolling interest book value (20%) 1/1/24 . . . . . . . . . . . .  104,000
Additional paid-in capital from 20% NCI acquisition. . . . . . . . . . $ 9,000
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with 9th Edition Features

McGraw Hill and UWorld are dedicated to supporting every accounting student along their journey, ultimately helping 
them achieve career success in the accounting profession.

In partnership with UWorld, a global leader in education technology, we provide students a smooth transition from the 
accounting classroom to successful completion of the CPA Exam. While many aspiring accountants wait until they have 
completed their academic studies to begin preparing for the CPA Exam, research shows that those who become familiar 
with exam content earlier in the process have a stronger chance of successfully passing. Accordingly, students using these 
McGraw Hill materials will have access to the highest quality CPA Exam task-based simulations from UWorld, with 
expert-written explanations and solutions. All questions are either directly from the AICPA or are modeled on AICPA 
questions that appear in the exam.

For more information about the full UWorld CPA Review program, exam requirements, and exam content, visit https://
accounting.uworld.com/cpa-review/partner/university/.

End-of-Chapter Materials
As in previous editions, the end-of-chapter material remains a strength of the text. The sheer num-
ber of questions, problems, and Connect assignments test and, therefore, expand the students’ 
knowledge of chapter concepts.

“Develop Your Skills” asks questions that address the four skills students need to master to pass 
the CPA exam: Research, Analysis, Spreadsheet, and Communication. An icon indicates when 
these skills are tested.
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66 Chapter 2

development is recognized as an asset in business combinations and is subject to subsequent 
impairment reviews.

 3. If the consideration transferred for an acquired firm exceeds the total fair value of the acquired 
firm’s net assets, the residual amount is recognized in the consolidated financial statements as 
goodwill, an intangible asset. When a bargain purchase occurs, individual assets and liabil-
ities  acquired continue to be recorded at their fair values, and a gain on bargain purchase is 
recognized.

 4. Particular attention should be given to the recognition of intangible assets in business combina-
tions. An intangible asset must be recognized in an acquiring firm’s financial statements if the 
asset arises from a legal or contractual right (e.g., trademarks, copyrights, artistic materials, roy-
alty agreements). If the intangible asset does not represent a legal or contractual right, the intan-
gible will still be recognized if it is capable of being separated from the firm (e.g., unpatented 
technology, databases).

(Estimated Time: 45 to 65 Minutes) The following are the preacquisition account balances of Miller 
Company and Richmond Company as of December 31. The fair values of Richmond Company’s assets 
and liabilities are also listed.

Comprehensive 
Illustration

Problem Miller 
Company 

Book Values 
12/31

Richmond 
Company 

Book Values 
12/31

Richmond 
Company 

Fair Values 
12/31

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 600,000 $ 200,000 $ 200,000
Receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  900,000  300,000  290,000
Inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,100,000  600,000  820,000
Buildings and equipment (net) . . . . . . . . . . . . . .  9,000,000  800,000  900,000
Unpatented technology. . . . . . . . . . . . . . . . . . . . –0– –0–  500,000
In-process research and development . . . . . . . –0– –0–  100,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . .  (400,000)  (200,000)  (200,000)
Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (3,400,000)  (1,100,000)  (1,100,000)
 Totals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,800,000 $ 600,000 $ 1,510,000

Common stock—$20 par value . . . . . . . . . . . . . $ (2,000,000)
Common stock—$5 par value . . . . . . . . . . . . . . $ (220,000)
Additional paid-in capital . . . . . . . . . . . . . . . . . . .  (900,000)  (100,000)
Retained earnings, 1/1. . . . . . . . . . . . . . . . . . . . .  (2,300,000)  (130,000)
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (6,000,000)  (900,000)
Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,400,000  750,000
 Totals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (7,800,000) $ (600,000)

Note: Parentheses indicate a credit balance.

Additional Information (not reflected in the preceding figures)
 ∙ On December 31, Miller issues 50,000 shares of its $20 par value common 

 outstanding shares of Richmond Company.
 ∙ 

if certain profit projections are realized over the next three years. Miller 
date fair value of this contingency at $100,000.

 ∙ In creating this combination, Miller pays $10,000 in stock issue costs and $20,000 in accounting and 
legal fees.

Required
 a. Miller’s stock has a fair value of $32 per share. Using the acquisition method:

 1. Prepare the necessary journal entries if Miller dissolves Richmond so it is no longer a separate 
legal entity.

Revised Pages
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Note that the values for each asset and liability in Smallport’s separate balance sheet are identical to 
those reported in BigNet’s consolidated acquisition-date balance sheet.

Internal Reporting

Pushdown accounting has several advantages for internal reporting. For example, it simplifies the con-
solidation process. If the subsidiary enters the acquisition-date fair value allocations into its records, 
worksheet Entry A (to recognize the allocations originating from the fair-value adjustments) is not 
needed. Amortizations of the excess fair-value allocation (see Chapter 3) would be incorporated in 
subsequent periods as well.

Despite some simplifications to the consolidation process, pushdown accounting does not address 
the many issues in preparing consolidated financial statements that appear in subsequent chapters of 
this text. Therefore, it remains to be seen how many acquired companies will choose to elect pushdown 
accounting. For newly acquired subsidiaries that expect to issue new debt or eventually undergo an 
initial public offering, fair values may provide investors with a better understanding of the company.

In summary, pushdown accounting provides a newly acquired subsidiary the option to revalue its 
assets and liabilities to acquisition-date fair values in its separately reported financial statements. This 
valuation option may be useful when the parent expects to offer the subsidiary shares to the public fol-
lowing a period of planned improvements. Other benefits from pushdown accounting may arise when 
the subsidiary plans to issue debt and needs its separate financial statements to incorporate acquisition-
date fair values and previously unrecognized intangibles in their stand-alone financial reports.

Questions  1. What is a business combination?
 2. Describe the concept of a synergy. What are some examples of possible synergies in business 

combinations?
 3. Describe the different types of legal arrangements that can take place to create a business 

combination.
 4. What does the term consolidated financial statements mean?
 5. Within the consolidation process, what is the purpose of a worksheet?
 6. Jones Company obtains all of the common stock of Hudson, Inc., by issuing 50,000 shares of its 

own stock. Under these circumstances, why might the determination of a fair value for the consid-
eration transferred be difficult?

 7. What is the accounting valuation basis for consolidating assets and liabilities in a business 
combination?

 8. How should a parent consolidate its subsidiary’s revenues and expenses?
 9. Morgan Company acquires all of the outstanding shares of Jennings, Inc., for cash. Morgan trans-

fers consideration more than the fair value of the company’s net assets. How should the payment in 
excess of fair value be accounted for in the consolidation process?

 10. Catron Corporation is having liquidity problems, and as a result, it sells all of its outstanding stock 
to Lambert, Inc., for cash. Because of Catron’s problems, Lambert is able to acquire this stock at 
less than the fair value of the company’s net assets. How is this reduction in price accounted for 
within the consolidation process?

Smallport Company Balance Sheet at January 1

Current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 300,000
Computers and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  600,000
Capitalized software  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,200,000
Customer contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  700,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  70,000
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,870,000

Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (250,000)
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (100,000)
Additional paid-in capital excess over par  . . . . . . . . . . . . . . . . .  (20,000)
Additional paid-in capital from pushdown accounting  . . . . . . .  (2,500,000)
Retained earnings, 1/1  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  –0–
Total liabilities and equities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,870,000

EXHIBIT 2.10  
Pushdown Accounting—
Date of Acquisition
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Problems  1. Which of the following does not represent a primary motivation for business combinations?
 a. Combinations are often a vehicle to accelerate growth and competitiveness.
 b. Cost savings can be achieved through elimination of duplicate facilities and staff.
 c. Synergies may be available through quick entry for new and existing products into markets.
 d. Larger firms are less likely to fail.

 2. Which of the following is the best theoretical justification for consolidated financial statements?
 a. In form, the companies are one entity; in substance, they are separate.
 b. In form, the companies are separate; in substance, they are one entity.

 b. An acquisition involving the purchase of both stock and assets
 c. A takeover completed within one year of the initial tender offer
 d. A business combination in which only one company continues to exist as a legal entity

 4. What is goodwill?
 a. An intangible asset representing the excess of consideration transferred over the collective fair 

values of the net identifiable assets acquired in a business combination
 b. An expense that an acquiring firm recognizes for the excess of consideration transferred over the 

collective fair values of the net identifiable assets acquired in a business combination
 c. A concept representing synergies resulting from a business combination but not recognized for 

financial reporting purposes
 d. An internally developed intangible asset that is recognized on a business firm’s balance sheet as 

the business generates profits in excess of a normal rate of return on its identifiable net assets
 5. FASB ASC 805, “Business Combinations,” provides principles for allocating the fair value of an 

acquired business. When the collective fair values of the separately identified assets acquired and 
liabilities assumed exceed the fair value of the consideration transferred, the difference should be
 a. Recognized as an ordinary gain from a bargain purchase.
 b. Treated as negative goodwill to be amortized over the period benefited, not to exceed 40 years.
 c. Treated as goodwill and tested for impairment on an annual basis.
 d. Applied pro rata to reduce, but not below zero, the amounts initially assigned to specific noncur-

rent assets of the acquired firm.
 6. What is the appropriate accounting treatment for the value assigned to in-process research and devel-

opment acquired in a business combination?
 a. Expense upon acquisition.
 b. Capitalize as an asset.
 c. Expense if there is no alternative use for the assets used in the research and development and 

technological feasibility has yet to be reached.
 d. Expense until future economic benefits become certain and then capitalize as an asset.

 7. Consolidated financial statements are typically prepared when one company has
 a. Accounted for its investment in another company by the equity method.
 b. Dividend income from another company.
 c. Significant influence over the operating and financial policies of another company.
 d. Control over another company.

 11. Sloane, Inc., issues 25,000 shares of its own common stock in exchange for all of the outstanding 
shares of Benjamin Company. Benjamin will remain a separately incorporated operation. How does 
Sloane record the issuance of these shares?

 12. To obtain all of the stock of Molly, Inc., Harrison Corporation issued its own common stock. 
 Harrison had to pay $98,000 to lawyers, accountants, and a stock brokerage firm in connection 
with services rendered during the creation of this business combination. In addition, Harrison paid 
$56,000 in costs associated with the stock issuance. How will these two costs be recorded?
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Appendix 2B Problems
 39. What is pushdown accounting?

 a. A requirement that a subsidiary must use the same accounting principles as a parent company
 b. Inventory transfers made from a parent company to a subsidiary
 c. A subsidiary’s recording of the fair-value allocations as well as subsequent amortization
 d. The adjustments required for consolidation when a parent has applied the equity method of 

accounting for internal reporting purposes
 40. On May 1, Burns Corporation acquired 100 percent of the outstanding ownership shares of Quigley 

Corporation in exchange for $710,000 cash. At the acquisition date, Quigley’s book and fair values 
were as follows:

LO 2-10

LO 2-10

  Burns directs Quigley to seek additional financing for expansion through a new long-term debt 
issue. Consequently, Quigley will issue a set of financial statements separate from that of its new 
parent to support its request for debt and accompanying regulatory filings. Quigley elects to apply 
pushdown accounting in order to show recent fair valuations for its assets.

   Prepare a separate acquisition-date balance sheet for Quigley Corporation using pushdown 
accounting.

Develop Your Skills
FASB ASC RESEARCH AND ANALYSIS CASE— 
CONSIDERATION OR COMPENSATION?

AutoNav Company agrees to pay $20 million in cash to the four former owners of Easy-C, Inc., for all 
of its assets and liabilities. These four owners of Easy-C developed and patented a technology for real-
time monitoring of traffic patterns on the nation’s top 200 frequently congested highways. AutoNav 
plans to combine the new technology with its existing global positioning systems and projects a result-
ing substantial revenue increase.

As part of the acquisition contract, AutoNav also agrees to pay additional amounts to the former 
owners upon achievement of certain financial goals. AutoNav will pay $8 million to the four former 
owners of Easy-C if revenues from the combined system exceed $100 million over the next three years. 
AutoNav estimates this contingent payment to have a probability adjusted present value of $4 million.

The four former owners have also been offered employment contracts with AutoNav to help with 
system integration and performance enhancement issues. The employment contracts are silent as to 
service periods, have nominal salaries similar to those of equivalent employees, and specify a profit-
sharing component over the next three years (if the employees remain with the company) that AutoNav 
estimates to have a current fair value of $2 million. The four former owners of Easy-C say they will stay 
on as employees of AutoNav for at least three years to help achieve the desired financial goals.

CPA
skills

Book Values Fair Values

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 95,000 $ 95,000
Receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  200,000  200,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  210,000  260,000
Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  130,000  110,000
Building and equipment (net) . . . . . . . . . . . . . . . . . . . .  270,000  330,000
Patented technology . . . . . . . . . . . . . . . . . . . . . . . . . . .  –0–  220,000
 Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 905,000 $ 1,215,000

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 120,000 $ 120,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . .  510,000  510,000
Common stock ($5 par value)  . . . . . . . . . . . . . . . . . . .  210,000
Additional paid-in capital  . . . . . . . . . . . . . . . . . . . . . . .  90,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (25,000)
 Total liabilities and stockholders equity . . . . . . . . . $ 905,000
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the following features available for instructors and students.
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memory recall, increase retention, and boost grades. SmartBook 2.0 identifies and closes 
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	∙	 NEW! Applying Tableau data analytics assignments are available only in Connect. 
(Tableau software is free to students and instructors). These assignments provide students 
with an Excel data file and detailed instructions that walk through the necessary steps and 
functions of creating a Tableau dashboard.

	∙	 The Test Bank for each chapter has been updated to stay current with new and revised 
chapter material, with all questions available for assignment through Connect. Instructors 
can also create tests and quizzes with Test Builder, a cloud-based tool available within 
Connect that formats tests for printing or for administering within an LMS.

	∙	 The Instructor and Student Resources have been updated and are available in the 
Connect Instructor Resources page. Available resources include Instructor and Solutions 
Manuals and PowerPoint presentations. All applicable Student Resources will be available 
in a convenient file that can be distributed to students for classes either directly, through 
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chapter

1
The Equity Method 
of Accounting for 
Investments

Learning Objectives
After studying this chapter, you 
should be able to:

	LO 1-1	 Describe motivations for 
a firm to gain significant 
influence over another firm.

	LO 1-2	 Describe in general the 
various methods of accounting 
for an investment in equity 
shares of another company.

	LO 1-3	 Identify the sole criterion for 
applying the equity method 
of accounting and know the 
guidelines to assess whether 
the criterion is met.

	LO 1-4	 Describe the financial 
reporting for equity method 
investments and prepare 
basic equity method journal 
entries for an investor.

	LO 1-5	 Allocate the cost of an equity 
method investment and 
compute amortization expense 
to match revenues recognized 
from the investment to the 
excess of investor cost over 
investee book value.

	LO 1-6	 Understand the financial 
reporting consequences for:

	 a.	 A change to the equity 
method.

	 b.	 Investee’s other 
comprehensive income.

	 c.	 Investee losses.
	 d.	 Sales of equity method 

investments.
	LO 1-7	 Describe the rationale and 

computations to defer the 
investor’s share of gross 
profits on intra-entity inventory 
sales until the goods are either 
consumed by the owner or 
sold to outside parties.

	LO 1-8	 Explain the rationale and 
reporting implications of 
fair-value accounting for 
investments otherwise 
accounted for by the equity 
method.

The first several chapters of this text present the accounting and 
reporting for investment activities of businesses. The focus is on 
investments when one firm possesses either significant influence 

or control over another through ownership of voting shares. When one firm 
owns enough voting shares to be able to affect the decisions of another, 
accounting for the investment can become challenging and complex. The 
source of such complexities typically stems from the fact that transactions 
among the firms affiliated through ownership cannot be considered inde-
pendent, arm’s-length transactions. As  in many matters relating to financial 
reporting, we look to transactions with outside parties to provide a basis 
for accounting valuation. When firms are affiliated through a common set 
of owners, measurements that recognize the relationships among the firms 
help provide objectivity in financial reporting.

Why Do Business Firms Invest in the 
Equity Shares of Other Business Firms?
We frequently see businesses buying equity shares (e.g., common stock) 
of other businesses. To understand the accounting for equity share acqui-
sitions, it’s helpful to understand two fundamental motivations for such 
investments. First, firms may temporarily invest in another firm’s equity 
shares simply to earn a return on otherwise idle cash. Companies such as 
Microsoft, Google, and Starbucks each have large amounts of short-term 
investments in marketable equity securities that can produce both dividend 
income and share value appreciation.

Second, in sufficient quantity, equity shares can provide a powerful 
business tool to investors. Equity share ownership typically provides voting 
privileges to elect members to a firm’s board of directors. Boards of direc-
tors are the highest authority in the management of a corporation. They 
make strategic decisions regarding how the firm will conduct its business. 
Boards set company policies and hire (and fire) management. Thus, the 
ability to vote for directors can be a powerful tool to influence the deci-
sions of an investee corporation. Consequently, many firms will buy suffi-
cient voting shares to enable the election of their representatives to another 
firm’s board of directors. The range of ownership may result in the ability 
to influence the investee through the election of a single director all the way 
to complete control.

By exercising their voting rights over the investee, an investor firm can 
wield power over the strategic direction of the investee in ways that align 
with its own operating and financial interests. For example, an investee 
may be considering inventory purchases or sale contracts with several out-
side firms. An investor firm, through its designated members on the investee 
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board of directors, possesses the power to influence the selection of the outside firm—
including the investor firm itself. Other examples abound, including cooperation between the 
investor and investee on research, technology, product development, licensing, advertising, 
distribution, market expansion, etc. Thus, we see businesses acquiring the equity shares of 
other businesses throughout the economy.

The Reporting of Investments  
in Corporate Equity Securities
In its 2021 annual report, The Coca-Cola Company describes its 28 percent investment in 
Coca-Cola FEMSA, a Mexican bottling company with operations throughout much of Latin 
America. The Coca-Cola Company uses the equity method to account for several of its 
bottling company investments, including Coca-Cola FEMSA. The annual report states:

We use the equity method to account for investments in companies, if our investment provides 
us with the ability to exercise significant influence over operating and financial policies of the 
investee. Our consolidated net income includes our Company’s proportionate share of the net 
income or loss of these companies.

Our judgment regarding the level of influence over each equity method investment includes 
considering key factors such as our ownership interest, representation on the board of directors, 
participation in policy-making decisions and material intercompany transactions.

Such information is hardly unusual in the business world; corporate investors frequently 
acquire ownership shares of both domestic and foreign businesses. These investments can 
range from the purchase of a few shares to the acquisition of 100 percent control. Although 
purchases of corporate equity securities (such as the ones made by Coca-Cola) are not 
uncommon, they pose a considerable number of financial reporting issues because a close 
relationship has been established without the investor gaining actual control. These issues 
are currently addressed by the equity method. This chapter deals with accounting for stock 
investments that fall under the application of this method.

Generally accepted accounting principles (GAAP) recognize four different approaches to 
the financial reporting of investments in corporate equity securities:

	1.	 Fair-value method.
	2.	 Cost method for equity securities without readily determinable fair values.
	3.	 Consolidation of financial statements.
	4.	 Equity method.

The financial statement reporting for a particular investment depends primarily on the degree 
of influence that the investor (stockholder) has over the investee, a factor most often indicated 
by the relative size of ownership.1 Because voting power typically accompanies ownership of 
equity shares, influence increases with the relative size of ownership. The resulting influence 
can be very little, a significant amount, or, in some cases, complete control.

Fair-Value Method
In many instances, an investor possesses only a small percentage of an investee company’s 
outstanding stock, perhaps only a few shares. Because of the limited level of ownership, the 
investor cannot expect to significantly affect the investee’s operations or decision making. 
These shares are bought in anticipation of cash dividends or appreciation of stock market 
values. Such investments are recorded at cost and periodically adjusted to fair value according 
to the Financial Accounting Standards Board (FASB) Accounting Standards Codification® 
(ASC) Topic 321, “Investments—Equity Securities.”

LO 1-1

Describe motivations for a firm 
to gain significant influence over 
another firm.

LO 1-2

Describe in general the various 
methods of accounting for an 
investment in equity shares of 
another company.

1 The relative size of ownership is most often the key factor in assessing one company’s degree of influ-
ence over another. However, as discussed later in this chapter, other factors (e.g., contractual relationships 
between firms) can also provide influence or control over firms, regardless of the percentage of shares 
owned.
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Fair value is defined by the ASC (Master Glossary) as the “price that would be received to 
sell an asset or paid to transfer a liability in an orderly transaction between market participants 
at the measurement date.” For most investments in equity securities, quoted stock market 
prices represent fair values.

Because a full coverage of limited ownership investments in equity securities is presented 
in intermediate accounting textbooks, only the following basic principles of the fair value 
method are noted here:

	∙	 Initial investments in equity securities are recorded at cost and subsequently adjusted to 
fair value if fair value is readily determinable (typically by reference to market value); 
otherwise, the investment remains at cost.

	∙	 Changes in the fair values of equity securities during a reporting period are recognized as 
income.2

	∙	 Dividends declared on the equity securities are recognized as income.

The preceding procedures are followed for equity security investments (with readily deter-
minable fair values) when the owner possesses neither significant influence nor control.

Cost Method (Investments in Equity Securities without Readily 
Determinable Fair Values)
When the fair value of an investment in equity securities is not readily determinable, and the 
investment provides neither significant influence nor control, the investment may be mea-
sured at cost. Such investments sometimes can be found in ownership shares of firms that are 
not publicly traded or experience only infrequent trades.

Investments in equity securities that employ the cost method often continue to be reported 
at their original cost over time.3 Income from cost method equity investments usually consists 
of the investor’s share of dividends declared by the investee. However, despite its emphasis 
on cost measurements, GAAP allows for two fair-value assessments that may affect cost 
method amounts reported on the balance sheet and the income statement.

	∙	 First, cost method equity investments periodically must be assessed for impairment to 
determine if the fair value of the investment is less than its carrying amount. The ASC 
allows a qualitative assessment to determine if impairment is likely.4 Because the fair 
value of a cost method equity investment is not readily available (by definition), if impair-
ment is deemed likely, an entity must estimate a fair value for the investment to measure 
the amount (if any) of the impairment loss.

	∙	 Second, ASC (321-10-35-2) allows for recognition of “observable price changes in orderly 
transactions for the identical or a similar investment of the same issuer.” Any unrealized 
holding gains (or losses) from these observable price changes are included in earnings with 
a corresponding adjustment to the investment account. So even if equity shares are only 
infrequently traded (and thus fair value is not readily determinable), such trades can provide 
a basis for financial statement recognition under the cost method for equity investments.

Consolidation of Financial Statements
Many corporate investors acquire enough shares to gain actual control over an investee’s 
operations. In financial accounting, such control may be achieved when a stockholder 

2 ASC 320, Investments—Debt and Equity Securities, requires equity investments (except those accounted 
for under the equity method of accounting or those that result in consolidation of the investee) to be 
measured at fair value with changes in fair value recognized in net income, unless fair values are not readily 
determinable. 
3 Dividends received in excess of earnings subsequent to the date of investment are considered returns of 
the investment and are recorded as reductions of cost of the investment.
4 Impairment indicators include assessments of earnings performance, economic environment, 
going-concern ability, etc. If the qualitative assessment does not indicate impairment, no further testing is 
required. If an equity security without a readily determinable fair value is impaired, the investor recognizes 
the difference between the investment’s fair value and carrying amount as an impairment loss in net income 
(ASC 321-10-35-3).
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accumulates more than 50 percent of an organization’s outstanding voting stock. At that 
point, rather than simply influencing the investee’s decisions, the investor often can direct 
the entire decision-making process. A review of the financial statements of America’s largest 
organizations indicates that legal control of one or more subsidiary companies is an almost 
universal practice. PepsiCo, Inc., as just one example, holds a majority interest in the voting 
stock of literally hundreds of corporations.

Investor control over an investee presents a special accounting challenge. Normally, when 
a majority of voting stock is held, the investor–investee relationship is so closely connected 
that the two corporations are viewed as a single entity for reporting purposes.5 Consequently, 
an entirely different set of accounting procedures is applicable. Control generally requires the 
consolidation of the accounting information produced by the individual companies. Thus, a 
single set of financial statements is created for external reporting purposes with all assets, 
liabilities, revenues, and expenses brought together. The various procedures applied within 
this consolidation process are examined in subsequent chapters of this textbook.

The FASB ASC Section 810-10-05 on variable interest entities expands the use of consoli-
dated financial statements to include entities that are financially controlled through special 
contractual arrangements rather than through voting stock interests. Prior to the accounting 
requirements for variable interest entities, many firms (e.g., Enron) avoided consolidation of 
entities that they owned little or no voting stock in but otherwise controlled through special 
contracts. These entities were frequently referred to as special purpose entities (SPEs) and 
provided vehicles for some firms to keep large amounts of assets and liabilities off their con-
solidated financial statements. Accounting for these entities is discussed in Chapters 2 and 6.

Equity Method
Another investment relationship is appropriately accounted for using the equity method. In 
many investments, although control is not achieved, the degree of ownership indicates the 
ability of the investor to exercise significant influence over the investee. If an investor holds 
between 20 and 50 percent of the voting stock of the investee, significant influence is normally 
assumed and the equity method is applied. For example, Berkshire Hathaway notes in its 2021 
annual report that it owns 26.5 percent of the outstanding shares of The Kraft Heinz Company 
common stock, which is accounted for under the equity method. Undoubtedly, through its 
ownership, Berkshire Hathaway can influence Kraft Heinz’s decisions and operations.

To provide objective reporting for investments with significant influence, FASB ASC Topic 
323, “Investments—Equity Method and Joint Ventures,” describes the use of the equity method. 
The equity method employs the accrual basis for recognizing the investor’s share of investee 
income. Accordingly, the investor recognizes income as it is earned by the investee. As noted in 
FASB ASC (para. 323-10-05-5), because of its significant influence over the investee, the investor

has a degree of responsibility for the return on its investment and it is appropriate to include in 
the results of operations of the investor its share of earnings or losses of the investee.

Furthermore, under the equity method, the investor records its share of investee dividends 
declared as a decrease in the investment account, not as income.

In today’s business world, many corporations hold significant ownership interests in other 
companies without having actual control. The Coca-Cola Company, for example, owns between 
20 and 50 percent of several bottling companies, both domestic and international. Many other 
equity method investments represent joint ventures in which two or more companies form a 
new enterprise to carry out a specified operating purpose. For example, Boeing and Lockheed 
Martin formed a joint venture named United Launch Alliance that manufactures and operates 
rocket vehicles for both scientific and national security purposes. Each partner owns 50 percent 
of the joint venture. For each of these investments, the investors do not possess absolute control 
because they hold less than a majority of the voting stock. Thus, the preparation of consolidated 
financial statements is inappropriate. However, the large percentage of ownership indicates that 
each investor possesses some ability to affect the investee’s decision-making process.

5 As discussed in Chapter 2, ownership of a majority voting interest in an investee does not always lead to 
consolidated financial statements.

Final PDF to printer



hoy50446_ch01_001-038.indd  5� 10/07/22  03:02 PM

The Equity Method of Accounting for Investments 5

Finally, as discussed at the end of this chapter, firms may elect a fair-value option in their 
financial reporting for certain financial assets and financial liabilities. Among the qualify-
ing financial assets for fair-value reporting are significant influence investments otherwise 
accounted for by the equity method.

Application of the Equity Method
An understanding of the equity method is best gained by initially examining the FASB’s 
treatment of two questions:

	1.	 What factors indicate when the equity method should be used for an investment in another 
entity’s ownership securities?

	2.	 How should the investor report this investment, and the income generated by it, to reflect 
the relationship between the two entities?

Criterion for Utilizing the Equity Method
The rationale underlying the equity method is that an investor begins to gain the ability to 
influence the decision-making process of an investee as the level of ownership rises. Accord-
ing to FASB ASC Topic 323 on equity method investments, achieving this “ability to exer-
cise significant influence over operating and financial policies of an investee even though 
the investor holds 50 percent or less of the common stock” is the sole criterion for requiring 
application of the equity method (FASB ASC [para. 323-10-15-3]).

Clearly, a term such as the ability to exercise significant influence is nebulous and subject 
to a variety of judgments and interpretations in practice. At what point does the acquisition of 
one additional share of stock give an owner the ability to exercise significant influence? This 
decision becomes even more difficult in that only the ability to exercise significant influence 
need be present. There is no requirement that any actual influence must ever be applied.

FASB ASC Topic 323 provides guidance to the accountant by listing several conditions 
that indicate the presence of this degree of influence:

	∙	 Investor representation on the board of directors of the investee.
	∙	 Investor participation in the policy-making process of the investee.
	∙	 Material intra-entity transactions.

 Discussion Question

DID THE COST METHOD INVITE EARNINGS MANIPULATION?
Prior to GAAP for equity method investments, firms used the cost method to account for their 
unconsolidated investments in common stock regardless of the presence of significant influ-
ence. Under the cost method, when the investee declares a dividend, the investor records 
“dividend income.” The investment account typically remains at its original cost—hence the 
term cost method.

Many firms’ compensation plans reward managers based on reported annual income. How 
might the use of the cost method of accounting for significant influence investments have 
resulted in unintended wealth transfers from owners to managers? Do the equity or fair-value 
methods provide similar incentives?

LO 1-3

Identify the sole criterion for 
applying the equity method 
of accounting and know the 
guidelines to assess whether the 
criterion is met.
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	∙	 Interchange of managerial personnel.
	∙	 Technological dependency.
	∙	 Extent of ownership by the investor in relation to the size and concentration of other own-

ership interests in the investee.

No single one of these guides should be used exclusively in assessing the applicability of the 
equity method. Instead, all are evaluated together to determine the presence or absence of the 
sole criterion: the ability to exercise significant influence over the investee.

These guidelines alone do not eliminate the leeway available to each investor when decid-
ing whether the use of the equity method is appropriate. To provide a degree of consistency 
in applying this standard, the FASB provides a general ownership test: If an investor holds 
between 20 and 50 percent of the voting stock of the investee, significant influence is normally 
assumed, and the equity method is applied.

An investment (direct or indirect) of 20 percent or more of the voting stock of an investee shall 
lead to a presumption that in the absence of predominant evidence to the contrary an investor 
has the ability to exercise significant influence over an investee. Conversely, an investment 
of less than 20 percent of the voting stock of an investee shall lead to a presumption that an 
investor does not have the ability to exercise significant influence unless such ability can be 
demonstrated.6

Limitations of Equity Method Applicability
At first, the 20 to 50 percent rule may appear to be an arbitrarily chosen boundary range 
established merely to provide a consistent method of reporting for investments. However, the 
essential criterion is still the ability to significantly influence (but not control) the investee, 
rather than 20 to 50 percent ownership. If the absence of this ability is proven (or control 
exists), the equity method should not be applied, regardless of the percentage of shares held.

For example, the equity method is not appropriate for investments that demonstrate any of 
the following characteristics, regardless of the investor’s degree of ownership:7

	∙	 An agreement exists between investor and investee by which the investor surrenders 
significant rights as a shareholder.

	∙	 A concentration of ownership operates the investee without regard for the views of the 
investor.

	∙	 The investor attempts but fails to obtain representation on the investee’s board of directors.

In each of these situations, because the investor is unable to exercise significant influence 
over its investee, the equity method is not applied.

Alternatively, if an entity can exercise control over its investee, regardless of its ownership 
level, consolidation (rather than the equity method) is appropriate. FASB ASC (para. 810-10-
05-8) limits the use of the equity method by expanding the definition of a controlling financial 
interest and addresses situations in which financial control exists absent majority ownership 
interest. In these situations, control is achieved through contractual and other arrangements 
called variable interests.

To illustrate, one firm may create a separate legal entity in which it holds less than 50 percent 
of the voting interests but nonetheless controls that entity through governance document provi-
sions and/or contracts that specify decision-making power and the distribution of profits and 
losses. Entities controlled in this fashion are typically designated as variable interest entities, 
and their sponsoring firm may be required to include them in consolidated financial reports 
despite the fact that ownership is less than 50 percent. For example, the Walt Disney Company 
reclassified several former equity method investees as variable interest entities and now consoli-
dates these investments.8

6 FASB ASC (para. 323-10-15-8).
7 FASB ASC (para. 323-10-15-10). This paragraph deals specifically with limits to using the equity method 
for investments in which the owner holds 20 to 50 percent of the outstanding shares.
8 Chapters 2 and 6 provide further discussions of variable interest entities.
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Extensions of Equity Method Applicability
For some investments that either fall short of or exceed 20 to 50 percent ownership, the equity 
method is nonetheless appropriately used for financial reporting. As an example, The Coca-
Cola Company owns a 19 percent investment in Monster Beverage Corporation. Coca-Cola 
noted in its financial statements following its Monster Beverage investment that “Based on 
our equity ownership percentage, the significance that our expanded distribution and coor-
dination agreements have on Monster’s operations, and our representation on Monster’s 
Board of Directors, the Company is accounting for its interest in Monster as an equity method 
investment.”

Conditions can also exist where the equity method is appropriate despite a majority own-
ership interest. In some instances, rights granted to noncontrolling shareholders restrict the 
powers of the majority shareholder. Such rights may include approval over compensation, 
hiring, termination, and other critical operating and capital spending decisions of an entity. 
If the noncontrolling rights are so restrictive as to call into question whether control rests 
with the majority owner, the equity method is employed for financial reporting rather than 
consolidation. For example, prior to its acquisition of BellSouth, AT&T, Inc., stated in its 
financial reports, “we account for our 60 percent economic investment in Cingular under the 
equity method of accounting because we share control equally with our 40 percent partner 
BellSouth.”

To summarize, the following table indicates the method of accounting that is typically 
applicable to various stock investments:

Criterion
Normal Ownership 

Level
Applicable Accounting 

Method

Inability to significantly influence Less than 20% Fair value or cost method
Ability to significantly influence 20%–50% Equity method or fair value
Control through voting interests More than 50% Consolidated financial 

statements
Control through variable inter-

ests (governance documents, 
contracts)

Primary beneficiary 
status (no ownership 
required)

Consolidated financial 
statements

Accounting for an Investment—The Equity Method
Now that the criteria leading to the application of the equity method have been identified, a 
review of its reporting procedures is appropriate. Knowledge of this accounting process is 
especially important to users of the investor’s financial statements because the equity method 
affects both the timing of income recognition and the carrying amount of the investment 
account.

In applying the equity method, the accounting objective is to report the investment and 
investment income to reflect the close relationship between the investor and investee. After 
recording the cost of the acquisition, two equity method entries periodically record the invest-
ment’s impact:

1. The investor’s investment account increases as the investee recognizes and reports 
income. Also, the investor recognizes investment income using the accrual method—that 
is, in the same period as reported by the investee in its financial statements. If an investee 
reports income of $100,000, a 30 percent owner should immediately increase its own income 
by $30,000. This earnings accrual reflects the essence of the equity method by emphasizing 
the connection between the two companies; as the owners’ equity of the investee increases 
through the earnings process, the investment account also increases. Although the investor 
initially records the acquisition at cost, upward adjustments in the asset balance are recorded 
as soon as the investee makes a profit. The investor reduces the investment account if the 
investee reports a loss.

LO 1-4

Describe the financial reporting 
for equity method investments 
and prepare basic equity method 
journal entries for an investor.
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2. The investor decreases its investment account for its share of investee cash dividends. 
When the investee declares a cash dividend, its owners’ equity decreases. The investor mir-
rors this change by recording a reduction in the carrying amount of the investment rather than 
recognizing the dividend as revenue. Furthermore, because the investor recognizes income 
when the investee recognizes it, double counting would occur if the investor also recorded its 
share of subsequent investee dividends as revenue. Importantly, a cash dividend declaration is 
not an appropriate point for income recognition. As stated in FASB ASC (para. 323-10-35-4),

Under the equity method, an investor shall recognize its share of the earnings or losses of an 
investee in the periods for which they are reported by the investee in its financial statements 
rather than in the period in which an investee declares a dividend.

Because the investor can influence their timing, investee dividends cannot objectively 
measure income generated from the investment.

Application of Equity Method

Investee Event Investor Accounting

Income is recognized. Proportionate share of income is recognized.
Dividends are declared. Investor’s share of investee dividends reduce the investment account.

Application of the equity method thus causes the investment account on the investor’s bal-
ance sheet to vary directly with changes in the investee’s equity.

In contrast, the fair-value method reports investments at fair value if it is readily determin-
able. Also, income is recognized both from changes in fair value and upon receipt of divi-
dends. Consequently, financial reports can vary depending on whether the equity method or 
fair-value method is appropriate.

To illustrate, assume that Big Company purchased a 20 percent interest in Little Com-
pany on January 1, 2023, for $210,000. Little then reports net income of $200,000, $300,000, 
and $400,000, respectively, in the next three years while declaring dividends of $50,000, 
$100,000, and $200,000. The fair values of Big’s investment in Little, as determined by 
market prices, were $245,000, $282,000, and $325,000 at the end of 2023, 2024, and 2025, 
respectively.

Exhibit 1.1 compares the accounting for Big’s investment in Little across the two methods. 
The fair-value method carries the investment at its market values, presumed to be readily 
available in this example. Income is recognized both through changes in Little’s fair value 
and as Little declares dividends.

Accounting by Big Company When 
Influence Is Not Significant  

(fair-value method)

Accounting by Big 
Company When 

Influence Is Significant 
(equity method)

Year

Income 
of Little 

Company

Dividends 
Declared by 

Little 
Company

Dividend 
Income

Fair-Value 
Change to 

Income

Carrying 
Amount of 
Investment

Equity in 
Investee 
Income*

Carrying 
Amount of 

Investment†

2023 $�200,000 $� 50,000 $�10,000 $� 35,000 $�245,000 $� 40,000 $�240,000
2024 � 300,000 � 100,000 � 20,000 � 37,000 � 282,000 � 60,000 � 280,000
2025 � 400,000 � 200,000 � 40,000 � 43,000 � 325,000 � 80,000 � 320,000
Total income recognized $�70,000 $�115,000 $�180,000

EXHIBIT 1.1  Comparison of Fair-Value Method (ASC 321) and Equity Method (ASC 323)

*Equity in investee income is 20 percent of the current year income reported by Little Company. For simplicity, we assume that Little’s assets and liabilities have book values that 
approximate fair values at the acquisition date and Big’s cost is proportionate to Little’s book value.
†The carrying amount of an investment under the equity method is the original cost plus income recognized less dividends. For 2023, as an example, the $240,000 reported balance is the 
$210,000 cost plus $40,000 equity income less $10,000 in dividends.
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In contrast, under the equity method, Big recognizes income as it is recorded by Little. 
As shown in Exhibit 1.1, Big recognizes $180,000 in income over the three years, and the 
carrying amount of the investment is adjusted upward to $320,000. Dividends from Little 
are not an appropriate measure of income because of the assumed significant influence over 
the investee. Big’s ability to influence Little’s decisions applies to the timing of dividend 
distributions. Therefore, dividends from Little do not objectively measure Big’s income from 
its investment in Little. As Little records income, however, under the equity method Big rec-
ognizes its share (20 percent) of the income and increases the investment account. Thus, the 
equity method reflects the accrual model: The investor recognizes income as it is recognized 
by the investee, not when the investee declares a cash dividend.

Exhibit 1.1 shows that the carrying amount of the investment fluctuates each year under the 
equity method. This recording parallels the changes occurring in the net asset figures reported 
by the investee. If the owners’ equity of the investee rises through income, an increase is 
made in the investment account; decreases such as losses and dividends cause reductions to 
be recorded. Thus, the equity method conveys information that describes the relationship cre-
ated by the investor’s ability to significantly influence the investee.

Equity Method Accounting Procedures
Once guidelines for the application of the equity method have been established, the mechani-
cal process necessary for recording basic transactions is straightforward. The investor accrues 
its percentage of the earnings reported by the investee each period. Investee dividend declara-
tions reduce the investment balance to reflect the decrease in the investee’s book value.9

Referring again to the information presented in Exhibit 1.1, Little Company reported a net 
income of $200,000 during 2023 and declared and paid cash dividends of $50,000. These figures 
indicate that Little’s net assets have increased by $150,000 during the year. Therefore, in its 
financial records, Big Company records the following journal entries to apply the equity method:

Investment in Little Company . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
   Equity in Investee Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                                         40,000
  To accrue earnings of a 20 percent–owned investee ($200,000 × 20%).
Dividend Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                                                   10,000
   Investment in Little Company  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                                      10,000
  To record a dividend declaration by Little Company ($50,000 × 20%).
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                                                                 10,000
   Dividend Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                                              10,000
  To record collection of the cash dividend.

In the first entry, Big accrues income based on the investee’s reported earnings. The second 
entry reflects the dividend declaration and the related reduction in Little’s net assets followed 
then by the cash collection. The $30,000 net increment recorded here in Big’s investment 
account ($40,000 − $10,000) represents 20 percent of the $150,000 increase in Little’s book 
value that occurred during the year.

Excess of Investment Cost over Book Value Acquired
After the basic concepts and procedures of the equity method are mastered, more complex 
accounting issues can be introduced. Surely one of the most common problems encountered 
in applying the equity method occurs when the investment cost exceeds the proportionate 
book value of the investee company.10

9 In this text, the terms book value and carrying amount are used synonymously. Each refers to either an 
account balance, an amount appearing in a financial statement, or the amount of net assets (stockholders’ 
equity) of a business entity.
10 Although encountered less frequently, investments can be purchased at a cost that is less than the under-
lying book value of the investee. Accounting for this possibility is explored in later chapters.

LO 1-5

Allocate the cost of an equity 
method investment and compute 
amortization expense to match 
revenues recognized from the 
investment to the excess of 
investor cost over investee book 
value.
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