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PREFACE

The development of this advanced accounting textbook was undertaken with
one underlying objective: to produce a clear and comprehensive approach to
each topic so that students would find the material to be interesting as well as
challenging. To this end, every effort has been made to create a textbook
that will serve as an efficient educational tool. Because of the many com-
plexities involved in such topics as consolidations, foreign currency transia-
tion, and nonprofit accounting, college students often experience difficulty
mastering the fundamental concepts and principles. For this reason, this
textbook attempts to present each subject from a logical and structured
perspective. In addition it has been written in what one reviewer has referred
to as a ‘‘conversational tone.”” This writer firmly believes that a textbook
need not read like a dictionary in order to be comprehensive. Regardless of
the difficulty of the material, the educational process will be enhanced if
students find the material to be interesting to read and study.

Chapter 1 of this textbook examines the equity method of accounting.
Although this subject is important in itself, it also serves as an excellent
introduction to the area of consolidated financial statements. Often referred
to as a ‘‘single-line consolidation,’’ this study of the equity method provides
the student with an understanding of such essential topics as intercompany
transactions, acquisition price allocation, and amortization of goodwill.

The consolidation of financial statements is introduced in Chapter 2. Both
the purchase method and the pooling of interests method are discussed in
detail, with numerous examples being incorporated to assist the student in
understanding the logic behind each approach. Excerpts from both Account-
ing Research Bulletin No. 51 and Accounting Principles Board Opinion No.
16 are included to aid the student in mentally assimilating the various com-
plexities that are encountered.

Chapters 3 through 7 analyze many additional aspects of consolidated
financial statements from intercompany transactions to mutual ownerships
and income tax consequences. Chapter 4, for example, discusses minority
interest ownership. That topic is introduced through an analysis of the valua-
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tion theories (the proprietary theory, the entity theory, and the parent com-
pany theory) that have been put forth to explain the fundamental purpose of
consolidated financial statements. Chapter 3 introduces intercompany asset
transfers, while Chapters 6 and 7 study miscellaneous topics such as the
accounting for subsidiary preferred stocks and the issuance of new equity
shares.

Chapter 8 introduces two similar topics: branch accounting and consign-
ments. In both cases, a company’s assets are being disseminated geographi-
cally. The accounting problems created by the distance and number of sepa-
rate reporting units are discussed and illustrated through a number of
examples.

The important topic of foreign currency translation and remeasurement is
analyzed in Chapter 9. A full coverage of SFAS 52 of the Financial Account-
ing Standards Board is presented along with a discussion of the controversy
created by the now-defunct SFAS 8. This writer feels that students can
better appreciate the logic of SFAS 52 by being exposed to the debate cre-
ated by the original pronouncement.

Segment reporting is presented to the students in Chapter 10. Industry
segments, geographical segments, export sales, and transactions with major
customers are all covered by means of real-life illustrations as well as
through excerpts from SFAS 14 of the Financial Accounting Standards
Board.

Chapters 11 and 12 present the various accounting procedures utilized by
partnerships. The creation of a partnership is discussed along with the devel-
opment of an equitable profit and loss allocation agreement. The dissolution
of a partnership is also examined from both the goodwill and the bonus
approach. Finally, the liquidation of a partnership’s assets is set forth, in-
cluding the computation of safe capital balances and the development of a
predistribution plan for distributing available cash.

The last three chapters of this textbook (13 through 15) provide a compre-
hensive coverage of nonprofit accounting. The accounting for state and local
governments, colleges and universities, hospitals, and voluntary health and
welfare organizations is presented in detail. Fund accounting in each area is
outlined as well as the various accounting procedures commonly encoun-
tered.

At the end of each chapter, a comprehensive illustration has been pro-
duced for the educational benefit of the student. These problems attempt to
tie together many of the important elements found in the chapters and allow
the student a chance to work through a complete problem subsequent to
reading the chapter. For each of these problems, a solution is provided to the
student along with an explanation of the procedures being used. This writer
hopes that the student will use these comprehensive illustrations to obtain a
better understanding of the subject material prior to coming to class. In this
manner, class discussion can be more efficient and effective.
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Also at the end of each chapter are numerous questions, multiple-choice
problems, and longer computational problems. Questions from past CPA
examinations have been used in many chapters where the questions were
considered relevant to the material covered in the chapter. All other ques-
tions and problems were produced by the writer to test the students’ knowl-
edge of the material that had been presented.

* * * * *

Numerous people have provided enormous assistance to me during the
writing of this textbook. I could never possibly thank these people enough
for their encouragement and their help. At the University of Richmond,
Dean Thomas Reuschling and Department Chairman Jerry Bennett have
provided assistance to me in many ways. Also, I would like to thank my
good friend Dr. Clarence Jung, whose humor and kindness helped me to
keep my sanity during the long months when I was writing my original
manuscript. A number of wonderful people had the patience to put up with
me in the constant typing and retyping of the manuscript: Mary Anne Wil-
bourne, Elizabeth Patrick, Wanda C. Green, and Linda Crescioli. I would
also like to thank Kim VanHuss, who assisted me in developing the problem
materials.

I have been privileged to work with some great reviewers in the develop-
ment of this textbook. Their comments and suggestions have been invalu-
able to me, and their ideas have been incorporated throughout this textbook.
My thanks go to the following people who have reviewed portions or all of
the manuscript:

RICHARD BAKER ARTHUR NIEMINSKY

Northern Illinois University California State University
CHARLES CATO JERRY TRAPNELL

Louisiana Technical University Louisiana State University

JAMES DoN EDWARDS JACKSON WHITE

University of Georgia University of Arkansas

PHiLLIP A. LANGEFELD SENIOR CLASS OF 1982 AND 1983
University of Texas at Austin University of Richmond

GALE E. NEWELL
Western Michigan University

I would like to thank my two sons, Jamin and Brendan. While writing this
textbook, I have not had the opportunity to play with them as I would have
liked. They have been quite understanding, and I do appreciate their love.

Most of all I would like to thank my wife Sarah. Being married to a writer
is a very difficult task. The writer must spend countless hours locked in a
room with a typewriter. When the writer does occasionally emerge, he is
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often distracted or grumpy or both. My wife has not only put up with this
behavior, but she has also provided me with the love and encourgement that
have made this textbook possible.

JoE BEN HOYLE

““The real purpose of books is to trap the mind
into doing its own thinking.”’

Christopher Morley
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CHAPTER 1

THE EQUITY METHOD
OF ACCOUNTING
FOR INVESTMENTS

A headline in a recent issue of The Wall Street Journal read ‘‘U.S. Filter
Corp. Buys 23% Stake in Koehring Co.’” This story, which indicated that
United States Filter had paid approximately $16.9 million for this invest-
ment, is hardly of an unusual nature in the business world. Investors, both
corporate as well as individual, constantly buy and sell the ownership shares
of domestic and foreign businesses. These stock investments can range from
the purchase of a few shares to the acquisition of 100 percent control of a
corporation. Although not unusual, large acquisitions of corporate equity
securities such as the one made by United States Filter do pose a consider-
able number of accounting problems. This chapter will detail the appropriate
accounting procedures for reporting such investments through the use of the
equity method.

PROCEDURES USED TO REPORT INVESTMENTS IN
CORPORATE SECURITIES

At the present time, accounting standards recognize three different sets of
procedures for reporting investments in corporate securities: the lower-of-
cost-or-market method, the equity method, and the consolidation of financial
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Chapter 1

statements.! These three are not interchangeable; a specific method is re-
quired when any given set of circumstances and factors exist. The method to
be used in a particular situation depends primarily upon the influence the
investor has over the investee which is best indicated by the relative size of
the investment.

In many instances, the investor will hold only a small percentage of the
outstanding shares of the investee company. Because of this limited percent-
age of ownership, the investor cannot expect to have a significant impact
upon the decision-making process of the investee. Such investments are
made primarily in anticipation of cash dividends and appreciation of stock
market values. Appropriate guidelines for reporting such investments, using
the lower-of-cost-or-market method, have been established by the Financial
Accounting Standards Board (FASB) in its Statement of Financial Account-
ing Standards No. 12 (abbreviated SFAS 12), ‘‘ Accounting for Certain Mar-
ketable Securities,’’ issued December 1975. Since a full coverage of SFAS 12
is presented in most intermediate accounting textbooks, only two of its basic
principles will be noted here. First, for investments where a small percent-
age of the outstanding stock is owned, income is to be recognized by the
investor only in the form of cash dividends received. Second, both the short-
term and long-term stock portfolios are to be carried on the balance sheet at
the lower of aggregate cost or market value. These two principles are consis-
tent with the convention of conservatism in accounting, but as will be shown
later, they are both in direct contrast with the procedures used in the equity
method.

Just as there are many investment situations where only a small percent-
age of stock is owned, there are a great number of other instances where an
investor acquires enough stock to be able to actually control a company’s
operations. A review of the financial statements of America’s largest corpo-
rations indicates that holding legal control over one or more subsidiary com-
panies is an almost universal practice. In financial accounting, this control of
a company is recognized whenever an investor owns over 50 percent of the
outstanding voting stock. At that point, rather than just influencing the deci-
sions of the investee, the investor can clearly control the decision-making
process.

An investment that enables the owner to control the investee presents an
entirely different economic situation from that covered by SFAS 12 and,
thus, requires a different set of accounting procedures. Normally, when
such control is present, the investor-investee relationship has become so
closely connected that the two corporations are viewed as a single entity by

"It would be possible to come up with more than three methods. Consolidations can be
broken down into either the purchase method or the pooling of interests method. The lower-of-
cost-or-market method has one set of procedures for short-term portfolios and a different set for
long-term portfolios. Also, some specialized industries account for investments using the mar-
ket value method. Thus, the three methods indicated are only the broad categories generally
encountered in practice.
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outside parties. As indicated by Accounting Principles Board Opinion No.
16 (abbreviated APB Opinion 16), ‘‘Business Combinations,’’ August 1970,
such circumstances generally require the consolidation of the financial
statements of the two companies into a single set of statements to be used for
external reporting purposes.? The accounting procedures necessary for this
consolidation process will be covered in subsequent chapters.

Finally, a third type of investment relationship can be identified which is
appropriately accounted for by means of the equity method. In United States
Filter’s acquisition of 23 percent of the voting stock of Koehring, as well as
in many other corporate stock acquisitions, legal control has not been
gained. United States Filter is not even close to the 50 percent ownership
level that would indicate such control. Yet, despite lacking actual control,
United States Filter does maintain a large ownership interest in the investee
company. Through this ownership, United States Filter can undoubtedly
have some impact upon the decisions and operations of Koehring.

In the business world, there are many similar examples of corporations
that own large shares of other companies without having actual control. Just
a few of these examples would include Borg-Warner Corp.’s 21 percent
ownership of Hughes Tool Company; Sears, Roebuck & Co.’s holding of 31
percent of De Soto, Inc., and 39 percent of Roper Corporation; and the
ownership of 32 percent of Curtiss-Wright Corp. by Teledyne, Inc. Since
many countries prohibit outside parties from owning a controlling interest in
their companies, this list of such investments is considerably longer when
ownership in foreign corporations is included.

In each of the indicated cases, control has not been achieved by the
investor since less than a majority of the voting stock has been acquired.
Thus, the preparation of consolidated financial statements would be inap-
propriate. Even though there is no legal control, the size of the investment
would indicate that the investor possesses some ability to affect the decision-
making process of the investee. This influence would signify an investment
relationship that is not adequately reflected by the lower-of-cost-or-market
method as established by FASB SFAS 12.

Generally accepted accounting principles (GAAP) recognize that a level
of ownership does exist where neither the consolidation of financial state-
ments nor the lower-of-cost-or-market method is really applicable. In this
situation, control of the investee is not present, but the investor does have a
degree of ownership and influence that has gone beyond the level anticipated
by the lower-of-cost-or-market method. In order to reflect this relationship
between the investor and investee, such investments must be accounted for
under the equity method. This method was officially established by Opinion
18, **“The Equity Method of Accounting for Investments in Common Stock,”’
which was issued by the APB in March of 1971.

2 It will be noted in the next chapter that control of an investee alone will not always lead to
consolidation of the financial statements.
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APPLICATION OF THE EQUITY METHOD

In attempting to gain an understanding of the equity method, the APB’s
treatment of two questions is of immediate importance:

1. What parameters could be established to identify this middle area of
ownership where the equity method would be applicable?

2. How should the financial statements of the investor be reported under
the equity method in order to properly reflect the relationship between
investor and investee?

Criteria for Utilizing the Equity Method

Looking first at the problem of establishing parameters for the application of
the equity method, the APB stated that as the level of ownership increases,
the investor would begin to have the ability to significantly influence the
decision-making process of the investee. According to APB Opinion 18 (par.
17), it is this “‘ability to exercise significant influence over operating and
financial policies of an investee even though the investor holds 50% or
less of the voting stock’ that is the sole criterion for determining whether
the investment is such that the equity method is appropriate and necessary.

Clearly a term such as the ability to exercise significant influence is quite
nebulous and subject to a variety of judgments and interpretations in actual
practice. In order to give guidance in this area, APB Opinion 18 lists several
possible conditions that would serve as indicators of the investor’s ability to
influence the activities of the investee. In viewing each of these factors, it
should be remembered that only the ability to significantly influence need be
present. There is no requirement that this influence must have ever been
used in actual practice.

The factors set out by the APB are as follows:

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

Interchange of managerial personnel.

Technological dependency.

Extent of ownership by the investor in relation to the size and concentra-
tion of other ownership interests in the investee.

No single one of the indicators set forth by the APB should be used in
making the determination as to the applicability of the equity method. In-
stead, all of these elements should be evaluated together to determine the
presence or absence of the sole criterion: the ability to significantly influence
the investee.
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Even given the above guidelines, a great deal of leeway would still be
available in making the decision as to applying the equity method in a spe-
cific situation. In order to provide a degree of consistency in the application
of this standard, the APB went on to establish a general test that could be
used as an indication of the investor’s ability to significantly influence the
investee.

The Board recognizes that determining the ability of an investor to exercise
such influence is not always clear and applying judgment is necessary to
assess the status of each investment. In order to achieve a reasonable
degree of uniformity in application, the Board concludes that an investment
(direct or indirect) of 20% or more of the voting stock of an investee should
lead to a presumption that in the absence of evidence to the contrary an
investor has the ability to exercise significant influence over an investee.
Conversely, an investment of less than 20% of the voting stock of an inves-
tee should lead to a presumption that an investor does not have the ability to
exercise significant influence unless such ability can be demonstrated.>

At first, the 20 percent rule may appear to be an arbitrarily chosen bound-
ary that merely provides for consistent application for all investments. It
should be noted, however, that the essential criterion is still the ability to
significantly influence the investee and not the 20 percent ownership rule. If
the absence of this ability can be demonstrated, then the equity method
should not be used regardless of the ownership percentage. If, on the other
hand, this ability can be demonstrated, then the equity method should be
applied without concern for the percentage of ownership. As an example,
Bangor Punta Corporation accounted for its investment in Lone Star Indus-
tries, Inc., by the equity method in 1980 despite owning only 6.6 percent of
the outstanding shares of that company. In its annual report for that year,
Bangor Punta gives its explanation for adoption of this method by stating:
““The equity method was adopted as the Company has the ability to exercise
significant influence over operating and financial policies at Lone Star due to
common officers and directors.”’

In order to give further guidance in this area, in May 1981, the FASB
issued its Interpretation 35, “‘Criteria for Applying the Equity Method of
Accounting for Investments in Common Stock.’” The pronouncement dealt
specifically with the evaluation of the applicability of the equity method to
investments of over 20 percent. According to the Interpretation (par. 3), in
such cases, ‘‘the presumption that the investor has the ability to exercise
significant influence over the investee’s operating and financial policies
stands until overcome by predominant evidence to the contrary.”” The pro-
nouncement goes on to give several examples of occurrences that might
indicate this inability to exert significant influence over the investee:

3 APB Opinion 18, par. 17.
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An agreement between the investor and investee whereby the investor
surrenders significant rights as a shareholder.

Concentration of ownership that operates the company without regard to
the views of the investor.

Investor attempts but fails to obtain representation on the investee’s
board of directors.

To summarize, the following table indicates the appropriate application of
the various methods of accounting for investments:

Criterion Normal Ownership Level Applicable Accounting Method
Lack of ability to Less than 20% Lower of aggregate cost or
significantly influence market (FASB SFAS 12)
Presence of ability to 20-50% Equity method (APB Opinion 18)
significantly influence
Legal control Over 50% Consolidated financial

statements® (APB Opinion 16)

* As will be demonstrated in subsequent chapters, having legal control over another company does
not always lead to consolidation of the financial statements.

Accounting for an Investment—the Equity Method

Having identified the criteria that set the parameters for the appropriate
application of the equity method, the next logical step is to review the
accounting procedures used in the equity method. Within the investor’s
financial statements, the equity method affects the timing of income recogni-
tion and the carrying value of the investment account. The equity method
attempts to reflect these investment accounts in such a manner as to demon-
strate the close relationship that exists between the investor and investee.

In order to better understand the impact of the equity method in these two
areas, a review of the lower-of-cost-or-market method (as established by
FASB SFAS 12) will be presented to serve as a point of reference. When the
ability to exert significant influence is not present, SFAS 12 requires that
income should be recognized by the investor only when cash dividends are
received. The pronouncement further states that the carrying value of the
investment account would be at the lower-of-cost-or-market value based on
aggregate totals for both short-term and long-term portfolios.

In contrast to SFAS 12, the equity method provides for the accrual of
investment income by the investor as soon as it is earned by the investee.
Thus, if the investee reports an income of $100,000, an investor holding a 30
percent ownership would immediately recognize $30,000 in income. Fur-
thermore, although the investor will initially record its investment at original
cost, that amount will be adjusted in subsequent periods to reflect the opera-
tions of the investee. Upward adjustments are made when the investee



